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Ottawa should scrap
foreign property limit on pension saving,

says C.D. Howe Institute study

Ot tawa should abol ish the for eign prop erty rule, a pro vi sion of the In come Tax Act that im poses
a 1 per cent per month tax on pen sion fund and RRSP hold ings of for eign prop erty that ex ceed
20 per cent of their as sets, con cludes a C.D. Howe In sti tute Com men tary re leased to day.

The study, en ti tled “As sess ing the For eign Prop erty Rule: Regu la tion with out Rea son,”
was writ ten by econo mists Joel Fried and Ron Wirick at, re spec tively, the De part ment of Eco -
nom ics and the Ivey School of Busi ness, Uni ver sity of West ern On tario.

The authors ar gue that the for eign prop erty rule forces Ca na di ans who save for re tire ment 
to in vest in ways that pro vide lower re turns and in volve higher risks than would be pos si ble
with out the re stric tion. Ac cord ing to Fried and Wirick, the cost, in terms of lower sav ings and
ul ti mately lower re tire ment in comes, is enor mous. They es ti mate that, if the rule had been fully 
ef fec tive, it would have low ered re turns on Ca na dian re tire ment sav ing by more than $140 bil -
lion over the past dec ade alone.

Ca na di ans are able to cir cum vent the rule in vari ous ways, the authors say, through fi nan -
cial de riva tives and “stack ing” mu tual funds, but these meas ures in volve costs of their own.
Fried and Wirick es ti mate that the rule will likely re duce re turns on re tire ment sav ing by $2 bil -
lionto $4 bil lion an nu ally, which causes a re duc tion in av er age re tire ment in come of 6.3 to
12.9  per cent per year. This ef fect, the authors point out, makes the for eign prop erty rule akin to
a pay roll tax, which dis cour ages work by low er ing its re wards.

Fried and Wirick point out that there is lit tle evi dence that the for eign prop erty rule pro -
vides any bene fit in the form of lower costs for Ca na dian bor row ers. They also note that the
rate of the tax is so high that it pro vides neg li gi ble reve nue to the gov ern ment at pres ent, while
its nega tive im pact on re tire ment in comes will re duce tax reve nue in the fu ture. Since the pro -
vi sion im poses costs on sav ers while pro vid ing no bene fit to bor row ers or gov ern ments, Fried
and Wirick see no rea son to re tain it.

The authors ar gue that abol ish ing the for eign prop erty rule would be pain less, as there is
lit tle rea son to ex pect down ward pres sure on the Ca na dian dol lar’s for eign ex change rate —
in deed, the rule’s abo li tion might boost the dol lar. Moreo ver, in ves tors’ ten dency to fa vor in -



vest ments in their own coun tries would likely limit the size of port fo lio shifts in the short term.
And even do mes tic fi nan cial in dus try in ter ests that might be thought to bene fit from the rule
have sup ported its re moval. Rather than phase the rule out, there fore, Fried and Wirick rec om -
mend that Ot tawa abol ish it im me di ately.

* * * * *
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Ottawa devrait mettre fin à la limite imposée à
l’épargne-retraite sur les biens étrangers,
selon une étude de l’Institut C.D. Howe,

Ot tawa devrait abo lir la règle sur les biens étrang ers, une dis po si tion de la Loi de l’impôt sur le
revenu qui pré lève un impôt de 1 % par mois sur les avoirs de REER et de cais ses de re traites
dont la part de biens étrang ers dépasse 20 % de leur va leur to tale. C’est ce qu’af firme un Com -
men taire de l’In sti tut C.D. Howe pub lié au jourd’hui.

In ti tulée « As sess ing the For eign Prop erty Rule: Regu la tion with out Rea son » (« Évalua -
tion de la règle sur les biens étrang ers : une ré gle men ta tion dé nuée de fon de ment »), l’étude est
rédi gée par MM. Joel Fried et Ron Wirick, des écono mistes du dépar te ment d’é cono mie et de la 
Ivey School of Busi ness, re spec tive ment, de l’U ni ver sité West ern On tario. 

Les au teurs souti en nent que la règle sur les biens étrang ers force les Ca na di ens qui met -
tent de l’ar gent de côté pour leur re traite à in vestir dans des in stru ments qui fournis sent un
ren de ment moin dre et qui com por tent un risque plus élevé qu’il se rait pos si ble d’at te in dre
autre ment. Selon MM. Fried et Wirick, les coûts, en termes d’é cono mies moin dres et au bout du 
compte, d’un revenu de re traite moins im por tant, sont énor mes. Ils sont d’avis que si la règle
était stricte ment ap pli quée, elle au rait di mi nué, rien qu’au cours des dix der nières années, de
plus de 140 mil liards de dol lars l’ar gent mis de côté par les Ca na di ens pour leur re traite.

Les Ca na di ens sont en me sure de con tourner cette règle de di verses façons, in diquent les
au teurs, grâce à des in stru ments fin an ciers dé rivés et au « cu mul » des fonds com muns de
place ment, mais ces me sures com por tent elles aussi cer tains frais. MM. Fried et Wirick es ti -
ment que cette règle réduit prob able ment l’épargne- retraite de 2 à 4 mil liards de dol lars par an -
née, ce qui pro duit une dimi nu tion moy enne du revenu de re traite de l’or dre de 6,3 à 12,9 % par 
an. Selon eux, la règle sur les biens étrang ers s’ap par ente aux charges socia les, lesquelles dis -
suadent du tra vail par une dimi nu tion des gains qu’il pro cure.

Selon MM. Fried et Wirick, il y a peu de preu ves que la règle sur les biens étrang ers prof ite
aux em prun teurs ca na di ens sous la forme de coûts réduits. Ils sou lig nent égale ment que le
taux d’im po si tion est tel le ment élevé qu’il ne pro cure à l’heure ac tu elle que des re cet tes dé ri -
soires au gou ver ne ment, al ors que ses réper cus sions né ga tives sur le revenu de re traite ne fer -
ont que réduire les re cet tes fis cales dans l’ave nir. Puisque la dis po si tion im pose des frais aux
épargnants tout en ne pro cur ant au cun avan tage aux em prun teurs ou aux gou ver ne ments, les
au teurs af fir ment qu’il ne sert à rien de la gar der.



Ils af fir ment que l’é limi na tion de cette règle se ferait sans mal, puis qu’il y a peu de rai sons
de s’at ten dre à une pres sion à la baisse sur le taux de change du dol lar ca na dien — en fait son
élimi na tion pour rait même stimu ler la de vise ca na di enne. De plus, la ten dance qu’ont les in -
ves tis seurs à ac cor der la préfé rence aux in ves tisse ments do mes tiques lim it erait prob able ment
à court terme l’en ver gure des modi fi ca tions de la com po si tion des porte feuilles de place ment.
Même les or gan ismes na tion aux du secteur fin an cier qui pour raient tirer profit de cette règle
en ont ap puyé l’é limi na tion. Par conséquent, plutôt que de l’é limi ner pro gres sive ment,
MM. Fried et Wirick re com man dent qu’Ot tawa l’a bolisse sans plus tar der.

* * * * *

L’Institut C.D. Howe est un organisme indépendant, non-partisan et à but non lucratif, qui joue un rôle
prépondérant au Canada en matière de recherche sur la politique économique. Ses membres, individuels et
sociétaires, proviennent du milieu des affaires, syndical, agricole, universitaire et professionnel.
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The Pension Papers

Assessing the
Foreign Property Rule:
Regulation without Reason

by

Joel Fried
and

Ron Wirick

The foreign property rule (FPR), a provision
of the Income Tax Act restricting the amount
of foreign property that may be held without
penalty in a tax-deferred pension account,
is an ill-conceived, costly regulation.
Canadians should be rid of its burden.

The apparent goal of the regulation is to
ensure funds for investment in Canadian
firms, lowering their cost of capital and thus
creating jobs. Yet the Canadian equity
market is so integrated with US and world
markets that the FPR has little effect on
capital expenditures. Rather, it acts as an
indirect tax on wages, including benefits,
with adverse effects on labor markets.

Moreover, the FPR has significant costs,
the most important of which is the loss of

diversification. By worsening the risk-return
relationship available for most
retirement-oriented savings and by generating
artificial costs from mechanisms to circumvent
the constraint (mostly the use of financial
derivatives), the FPR costs an estimated
$2 billion to $4 billion annually. For the
average Canadian, it lowers retirement income
by 6.3 to 12.9 percent per year. That the FPR is
widely avoided is fortunate. If it were fully
binding, it would impose costs considerably
larger than these estimates.

Abolition of the FPR should be quick and
complete. The sooner that Canadian and
international investors receive a clear signal of
improved rules of the game, the better will be
the result.



Main Find ings of the Com men tary

• The for eign prop erty rule (FPR) af fects all Ca na di ans who save for re tire ment through tax-
 deferred plans, such as reg is tered re tire ment sav ings plans (RRSPs) and employer-
 sponsored reg is tered pen sion plans (RPPs), and those who use reg is tered pos tre tire ment
prod ucts. These pools of funds were val ued at more than a tril lion dol lars in early 1999.

• Os ten si bly, the FPR is meant to en cour age busi ness capi tal ex pen di ture and job crea tion,
and to avoid dis rup tive ex change rate ef fects from an out flow of Ca na dian capi tal. None of
these ar gu ments is per sua sive.

• Al though the pri mary goal of the FPR is to re duce Ca na dian firms’ cost of capi tal, its re sult
is sim ply a shuf fle of do mes tic and for eign funds with no sig nifi cant in flu ence on the cost of
capi tal. For a small coun try with in te grated eq uity mar kets, such as Can ada, that cost is set in
world mar kets.

• Fears that re moval of the FPR would de sta bi lize the ex change rate seem ground less.
Canadian- related for eign ex change trans ac tions are so large that any ef fect gen er ated by
that re moval would be triv ial.

• Any limit on the di ver si fi ca tion pos si ble in a port fo lio de creases its ex pected re turn and/or
in creases its risk. The ef fect is es pe cially bur den some for Ca na di ans be cause this coun try’s
mar ket for in ves ta ble as sets is small and re marka bly un rep re sen ta tive of a bal anced sec tor mix.

• Over the past 23 years, Ca na dian eq ui ties have yielded a sig nifi cantly lower com pound re -
turn than have ei ther US or over seas stocks but have had a risk level roughly be tween the
two. In creased in ter na tional di ver si fi ca tion could have re sulted in both an in crease in re -
turns and a de crease in risk for most Ca na di ans’ re tire ment sav ings. Had the FPR been fully
im ple mented over the past dec ade, Ca na di ans would have for gone more than $140 bil lion
in re turns. If the FPR re mains in place and is fully bind ing, the same kind of port fo lio analy -
sis sug gests for go ing as much as $7 bil lion to $8 bil lion a year.

• Ca na dian in ves tors can, how ever, avoid the FPR in sev eral ways, par ticu larly through the
use of fi nan cial de riva tives by pen sion plans and mu tual funds.

• Over all, the FPR is es ti mated to re duce the re turns on Ca na di ans’ tax- deferred in vest ments
by 16 to 32 ba sis points per year. That means a re duc tion in re tire ment in come of 6.3 to 13.0
per cent, or $2 bil lion to $4 bil lion an nu ally.

• The FPR im proves nei ther hori zon tal nor ver ti cal eq uity in the tax sys tem. In stead, it acts as
a pay roll tax on in di vidu als’ earned in come, dis cour ag ing job crea tion.

• Had house holds and pen sion funds held 10 per cent more of their $1 tril lion of RRSP and
RPP money in for eign as sets in 1998, their wealth would have been $35 bil lion greater at
year- end — an amount roughly twice the to tal em ploy ment in sur ance pre mi ums paid in
that year. And that money would have been tax able when work ing Ca na di ans re tired.

• The FPR likely de creases gov ern ment reve nue over the long run. In its ab sence, retirement-
 oriented port fo lios would be re al lo cated to ward higher- yielding se cu ri ties, rais ing re tire -
ment in comes and ul ti mately gov ern ments’ reve nue.

• No ma jor groups — work ers, gov ern ments, firms, or the fi nan cial in dus try — gain eco -
nomi cally from the FPR.



Cana da’s In come Tax Act con tains a
pro vi sion known as the for eign prop -
erty rule (FPR), which re stricts the
amount of for eign prop erty that can

be held in a pen sion fund or a reg is tered sav -
ings ac count with out in cur ring a tax pen alty.

Al though no clearly stated ra tion ale for
the ex is tence of the FPR can be found, its prin -
ci pal ob jec tive ap pears to be to en cour age busi -
ness capi tal ex pen di ture and job crea tion in
Can ada by pro vid ing a large do mes tic source
of funds. Af ter set ting out a brief over view of
the rule, we ex am ine the os ten si ble bene fits to
be de rived from re tain ing it. Given the fi nan -
cial in stru ments avail able and the in te gra tion
of capi tal mar kets, none of these ar gu ments is
per sua sive.

The FPR is struc tured as a tax, and that is
how we ana lyze it. In par ticu lar, we seek to de -
ter mine its ex cess bur den — that is, the value
of the costs im posed by the tax less the bene fits
ob tained. The pre sumed bene fits con sist of any
reve nue raised by the tax plus any bene fits re -
sult ing from the in creased fi nanc ing of Ca na -
dian com pa nies. The costs are the dis tor tions
the FPR cre ates and the rami fi ca tions of those
ef fects through out the econ omy. Be cause the
FPR di rectly af fects port fo lio choice, the larg -
est of these costs is a re duc tion in Ca na di ans’
abil ity to di ver sify re tire ment sav ings ef -
fectively, which leads to greater risk and
lower expected re turn. This cost is de tailed in
two sec tions, where we con sider the prin ci ples
of di ver si fi ca tion and the pos si ble gains to be
had from it. A se ries of hy po theti cal port fo -
lios exem pli fies our cal cu la tions of the losses
that Ca na di ans have suf fered from full im ple -
men ta tion of the FPR and will con tinue to suf -
fer un less it is re moved.

In ves tors have, of course, sought and found 
some ways to avoid the rule. A sepa rate sec tion 
ex plains the mecha nisms used. It also describes 
our es ti mates of the off sets they pro vide to the
pos si ble losses. Nev er the less, the amounts for -
feited are stag ger ing.

The FPR rate is so high that the tax gener-
ates lit tle or no di rect reve nue. In fact, it ac tu -
ally re duces gov ern ment reve nue, as we ex -
plain in a later sec tion. We also ex am ine the
ques tion of who wins and who loses as a re sult
of the rule, and find that all ma jor groups in
Ca na dian so ci ety are ad versely af fected.

Fi nally, we sum ma rize our con clu sions and
rec om mend that the FPR be elimi nated as
quickly as pos si ble.

The FPR: A Brief Over view

The rule about for eign prop erty — de fined as
for eign real prop erty, for eign cash, for eign bonds, 
and eq ui ties is sued by firms or other organi -
za tions not domi ciled in Can ada1 — applies to 
tax- deferred sav ings ve hi cles:

• reg is tered re tire ment sav ings plans (RRSPs), 
which al low in di vidu als to de duct from
cur rent tax able in come con tri bu tions up to
pre spe ci fied lim its — cur rently 18 per cent
of earned in come to a limit of $13,500 per
year;

• funds in vested in reg is tered pen sion plans
(RPPs) of fered by em ploy ers; and

• vari ous pos tre tire ment plans, in clud ing reg -
is tered re tire ment in come funds (RRIFs),
as well as life in come funds (LIFs), which
are simi lar to RRSPs but have re stric tions on
the amounts and tim ing of with draw als.

Moreo ver, un der new ar range ments whereby
the Can ada Pen sion Plan (CPP) will be al -
lowed to in vest in a va ri ety of fi nan cial as sets,
its own er ship of for eign as sets will be lim ited
to the same con straints im posed by the FPR.
Ta ble 1 sum ma rizes the amounts in vested in
these vari ous plans.
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1 Li abili ties of cer tain in ter na tional bod ies such as the
World Bank are ex empt from the FPR be cause the debt
is guar an teed by world gov ern ments and Can ada is a
mem ber coun try.



The foreign property rule was introduced

in its present form with the June 1971 revisions

to the Income Tax Act. At that time, the stipula-

tion was that no more than 10 percent of the

book value of the assets in an RRSP or RPP

could consist of foreign securities or real prop-

erty. An effectively prohibitive tax of 1 percent

per month would be charged on the book value

of foreign holdings in excess of the limit.

In response to concerns that the FPR pre-

vented retirement savings from being ade-

quately diversified,2 that limit was increased

from 10 percent to 20 percent in annual stages

beginning in 1990. Thus, the maximum rose

from 10 percent in 1990, to 14 percent in 1991,

16 percent in 1992, 18 percent in 1993, and

20 percent in 1994 and subsequent years. We

argue in this Commentary that these increases

have proved insufficient.

Retention of the FPR

Proponents of retaining the FPR advance two

basic arguments. Some think that abolishing it

would raise the cost of capital for Canadian

firms, with deleterious effects on job creation.

Others believe that ending it would lead to

increased instability in the exchange rate,

again with negative effects on the economy.

We find both arguments groundless,

but they are heard so often in some circles

that it seems wise to begin this Commentary

by examining them and setting out our rea-

sons for not accepting them.

The Impact on the Cost of Capital

Although no official statement sets out the

objectives of the FPR, the principal intent

appears to be assuring that the pool of tax-

deferred savings is substantially available

for domestic purposes, resulting in higher

levels of Canadian business investment and

job creation.

Two difficulties arise. First, in an econ-

omy such as Canada’s, with open and sophisti-

cated financial markets, business investment

decisions are not determined by the simple

availability of funds but rather by their cost

relative to the expected returns and risk of the

investment projects being considered. In-

creasing the domestic supply of funds can af-

fect investment only if the greater supply

forces down the cost of capital.

Second, without a significant lowering of

the cost of capital, the FPR is likely to decrease

the number of jobs. As we argue later, it acts

essentially as a tax on labor, raising the cost of

total remuneration by increasing the cost of

providing pension benefits and therefore in-

ducing firms to substitute capital for labor. The

FPR can have a net positive influence on jobs

only if this adverse direct effect is more than

offset by a positive indirect effect working

through a lower cost of capital.

4 / C.D. Howe Institute Commentary

Table 1: Tax-Deferred Savings Vehicles

1990 1992 1994 1996 1999a

($ billions)

CPP/QPP 55 55 54 59 60

Registered pension plans 342 398 453 535 752

RRSPs 110 146 182 225 380

Postretirement products 11 22 33 46 60

Totalb 518 620 722 865 1,252

a
Estimated in the following way. The CPP/QPP and postretirement
products figures are simple trend extensions. The RPP and RRSP fig-
ures were computed by applying the cumulative return on the con-
strained portfolio (defined later in the Commentary) from the end of
1996 through the first quarter of 1999. To these numbers were added
the cumulative estimated annual net contributions to RPPs and
RRSPs given in Ernst and Young (1997, 15).

b Because of rounding, some columns may not quite add to the total
shown.

Sources: For 1990–96, Conference Board of Canada 1998; Statistics
Canada 1997. For 1999, authors’ estimates as described above.

2 As early as 1979, the Economic Council of Canada had
recommended that “as balance of payments and other
circumstances permit, the Government of Canada
amend the Income Tax Act to permit an increase in the
proportion of the assets of Canadian pension funds
that can be held in the form of foreign securities”
(p. 105).



This outcome seems extremely unlikely.

We believe that the FPR results simply in an

economic shuffle of funds, increasing the use

of domestic funds and decreasing the use of

foreign funds with no significant impact on the

cost of capital — and therefore no increase in

either domestic business investment or jobs.

Essentially, our argument is that Canada is a

small country in the world economy. The cost

of capital is determined in international mar-

kets much like prices for Canadian wood pulp,

gold, or beef.

This small-country argument rests on two

assumptions. The first is that Canada’s econ-

omy and financial markets are small in com-

parison to their international counterparts, so

that changes in the Canadian supply of funds

have no impact on world asset prices. Second,

Canadian financial markets are substantially

integrated into world markets, which means

that, for equivalent risks, expected Canadian

and international asset returns must be equal.

These two conditions assure that the cost of

capital for a Canadian corporation is deter-

mined by how the riskiness of that company is

priced in world markets, not by the domestic

supply of funds. We consider both of these is-

sues in general terms before turning to the di-

rect empirical evidence on the integration of

Canadian stock markets with world markets.

Canadian and World
Financial Markets

The evidence that Canada is a small country

in world markets is overwhelming. Canada’s

gross domestic product (GDP) is less than 3 per-

cent of world GDP. The Canadian government

bond market is less than 3 percent of the world

market for sovereign debt.3 Canadian equity

markets represent about 2 percent of world

stock markets. And daily Canadian foreign ex-

change activities are less than 3 percent of esti-

mated world totals.4

Worldwide, these markets, including Cana-

da’s, are becoming increasingly sophisticated

and interrelated. The rapid expansion of trade

has been a major engine of international eco-

nomic growth during the postwar era. World

exports as a proportion of world GDP ex-

panded from 6 percent in 1950 to 16 percent in

1992; they are even higher today (The Econo-

mist 1995, quoting statistics from the Bank for

International Settlements).

The internationalization of world financial

markets has been even more impressive. The

trends to lower regulatory barriers, growth in

financial innovation (including the securitiza-

tion of assets and the proliferation of deriva-

tives), and the explosion in the power and

availability of information technology have led

to international financial markets’ growing even

more rapidly than trade markets. For example,

daily foreign exchange transactions in world

markets soared from US$10–20 billion in 1973

to an estimated US$1.2 trillion in 1995 (ibid.).

Foreign exchange transactions as a multiple of

world trade rose from 9:1 to more than 90:1

during the same period (Nayyar 1995). Daily

foreign exchange transactions are substantially

larger than the aggregate foreign exchange re-

serves of all the world’s central banks. Interna-

tional bank loans as a proportion of world

trade surged from 0.7 percent in 1964 to

16.3 percent in 1991, and gross transborder

sales of bonds and equities as a fraction of GDP

rose from 10 percent in each of the United

States, Germany, and Japan in 1980 to 135 per-

cent, 170 percent, and 80 percent, respectively,

by 1993 (ibid.). And finally, foreign assets as a

percentage of total world pension assets in-

creased from 8.2 percent in 1992 to 13.2 percent

in 1997, and are projected to rise to 16.7 percent

by 2002 (LJH Alternative Investment Advisors

1998, quoting InterSec Research Company).
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3 Morgan Stanley Capital International (1999) lists the
Canadian share of sovereign debt as 2.6 percent.

4 Bank of Canada Review (1998-99) estimates daily Cana-
dian foreign exchange transactions to have been
US$32 billion. This amount represents about 2.4 per-
cent of the estimated world total.



This vision of a financial world that is even

more integrated and interdependent than world

trade is strengthened by qualitative observa-

tions. More and more companies now issue eq-

uities and bonds simultaneously in different

countries. Money managers operate across

national borders. On-line stock trading is

available to virtually anyone anywhere in the

world. And even the small, individual inves-

tor can have Internet access, sometimes free

and some- times for a small cost, to a range of

financial and economic information that

would have been available only to the privi-

leged few just a short time ago.

Research on the integration of world stock

markets attempts to determine whether risk is

priced in international, rather than national,

markets. Full integration implies that equity

prices are established in international markets

and are independent of shifts in the domestic

supply and demand for funds. In general, the

research results support the integration hy-

pothesis for large companies in developed

countries (see Box 1).

Overall, both the data and casual observa-

tion paint a picture of a world in which inves-

tors have access to and information about

significant investment opportunities around

the globe. At the same time, companies, especi-

ally larger companies, increasingly access the

most cost-effective financing, wherever it may

be found.

Implications

The previous discussion has two major conclu-

sions. First, there is a very strong prima facie

case that Canada is a small country whose fi-

nancial markets are heavily and increasingly

integrated with the world economy. The impli-

cation is that the FPR does not significantly af-

fect the Canadian cost of capital or, therefore,

Canadian business investment and job creation.

Second, direct empirical tests largely sup-

port the assertion that the Canadian equity

market is now fully integrated with US and

world markets. This inference is particularly

strong for stocks interlisted on the Canadian

and US markets. Such companies represent

more than half the total market value of all

stocks listed on the Toronto Stock Exchange

(TSE); see, for example, Karolyi (1995). Non-

interlisted stocks are also heavily integrated

with US markets, with only modest room for

an independent domestic price effect.5 Again,

the key implication is that the FPR has little if

any impact on the cost of capital for listed Ca-

nadian companies.

About the only possible avenue for the

FPR to have an impact on business investment

and job creation is by lowering the cost of capi-

tal for small, unlisted Canadian companies

that cannot easily access international capital

markets. At first glance, though, it seems at

least possible that, by increasing available do-

mestic funds, the FPR may make it easier for

such companies to expand. Yet we believe that,
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5 Studies of what happens to the price of Canadian
stocks when they are interlisted in the United States
suggest that the differential price effect is small. Foer-
ster and Karolyi (1993), for example, find an average
price increase of 9 percent (relative to the market) dur-
ing the 100 days prior to listing, followed by a further
increase of 2 percent during the listing week. Almost
all of this rise was eliminated, however, during the
next 100 days, when prices fell 10 percent relative to
the market. Also, market risk did not change signifi-
cantly as a result of the listing.

Additional evidence comes from studies testing
whether changes in Canadian tax laws with respect to
dividends and capital gains have an impact on stock
prices. The results are mixed, but some studies suggest
some effect. Some of this price impact probably results
from so-called clientele effects (high-dividend-paying
preferred stocks are almost exclusively owned by high-
income Canadian individuals), but the possibility re-
mains that the Canadian market for non-interlisted
stocks is mildly segmented. See McKenzie and
Thompson (1996) for a recent survey of this literature.

Finally, recent changes in US accounting regula-
tions for Canadian companies have markedly reduced
the cost of listing on US stock exchanges. As a result, if
the cost of whatever mild segmentation still exists in
the Canadian markets is sufficiently great, firms can
now more effectively avoid it by interlisting in the
United States at minimal cost.



in re al ity, the FPR has no bene fi cial ef fect on
small busi ness. One rea son is that only a very
small per cent age of pen sion and re tire ment
sav ings ac count funds ends up flow ing toward
small busi ness. For ex am ple, of the $432 bil lion 
in vested by the 100 larg est pen sion plans in
Can ada, only 0.2 per cent is in vested in ven ture
capi tal (Press 1999).

A sec ond and even more com pel ling ar gu -
ment is that avail abil ity of funds is al most cer -
tainly not the key bar rier fac ing small firms in
Can ada. Ven ture capi tal fund ing has grown
rap idly over the past sev eral years, in creas ing
from $3.3 bil lion in 1992 to $8.4 bil lion in 1997
(Ca na dian Ven ture Capi tal As so cia tion 1998,
2). The larg est sin gle source of this fund ing in -
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Box 1: Evi dence on the In te gra tion of Stock Mar kets

Re search on the in te gra tion of stock mar kets fo -
cuses on where risk is priced. Har vey (1991) tests
the in ter na tional ver sion of the capi tal as set pric -
ing model (CAPM)* for 17 coun tries, in clud ing
Can ada, us ing data from 1970 to 1989. He finds
that the world CAPM ade quately de scribes the
cross- sectional varia tion in re turns for all
countries ex cept Ja pan. Fer son and Har vey (1993)
draw simi lar con clu sions.

Chan, Ka ro lyi, and Stulz (1992) in ves ti gate the
US and world mar kets and find they are in te -
grated. This is im por tant to Ca na dian in ves tors
be cause if the two North Ameri can eq uity mar -
kets are in te grated and if the US mar ket is in te -
grated with global mar kets, one can in fer that
Ca na dian eq ui ties are in te grated in ter na tion ally.

In a sur vey of the lit era ture on global in te gra -
tion of mar kets in de vel oped coun tries, Ito con -
cludes the stud ies show that

the be hav ior of as set re turns across coun tries is
con sis tent with the...re turns im plied by in ter na -
tional as set pric ing mod els. Since most tests of
the in ter na tional as set pric ing mod els are a joint
test of a model and mar ket in te gra tion, evi dence
for the in ter na tional pric ing mod els also sup -
ports in te gra tion. (1997, 36.)

The semi nal study of the Ca na dian mar ket is
Jo rion and Schwartz (1986). Us ing fairly early
data (1963–82), the authors con clude that their
results are con sis tent with Canadian- US seg men -
ta tion, al though they find evi dence of mild in te -
gra tion for Ca na dian stocks that were in terlisted
in both coun tries.

Mit too (1992), us ing both a CAPM model and
a more com plex mul ti fac tor ar bi trage pric ing the -
ory (APT) model on data from 1977–86, comes to

two sig nifi cant con clu sions. First, she finds a no -
tice able move ment to ward in te gra tion from the
first half of the pe riod (1977–81) to the sec ond half 
(1982–86). Re sults in the ear lier sub pe riod sup -
port mar ket seg men ta tion, re flect ing Jo rion and
Schwartz’s re sults. How ever, both the CAPM and
the APT in di cate sub stan tial in te gra tion of the
Ca na dian and US mar kets dur ing the later sub -
pe riod. Sec ond, Mit too finds a sig nifi cant dif fer -
ence be tween stocks that were in terlisted and
those that were not. In terlisted stocks ex hibit mar -
ket integra tion in both sub pe ri ods. Non- inter-
listed stocks are seg mented in the ear lier pe riod,
but the later pe riod yields am bigu ous re sults:
the CAPM in di cates in te gra tion, the APT im plies
seg men ta tion.

In a study us ing data from the 1969–88 pe riod,
Koutou las and Kryz anowski (1994) con clude that
Ca na dian stocks are only par tially in te grated with 
US stocks. Un for tu nately, they did not test in ter-
listed stocks sepa rately, and though they split their
sam ple pe riod, their later sub pe riod (1978–88)
cor re sponds closely with Mit too’s to tal pe riod.

Brad ley (1999) cov ers the 1990–97 pe riod, and
his re sults are broadly con sis tent with Mit too’s.
For the over all sam ple and for in terlisted stocks,
the analy sis is con sis tent with mar ket in te gra -
tion; non- interlisted stocks ex hibit mild in te gra -
tion. Fol low ing an ar gu ment by Roll (1992),
Brad ley also pro vides evi dence that the test of
non- interlisted stocks may be bi ased against
find ing full in te gra tion be cause of Canadian- US
dif fer ences in in dus try com po si tion.

* The CAPM, de vel oped by Sharpe (1964) and Lint ner (1965)
is the stan dard, one- factor model of risk pric ing used in fi -
nan cial the ory.



crease, cour tesy of ex tremely gen er ous per -
sonal in come tax (PIT) in cen tives, is la bor-
spon sored in vest ment funds (LSIFs).6 De spite
this ex plo sive growth, LSIFs have been
plagued by an em bar rass ing ac cu mu la tion of
money that they have been un able to in vest.
In deed Work ing Ven tures, one of the larg est
LSIFs, had to ref use new money for two years
and pay $10 mil lion in tax pen al ties be cause
of this in abil ity to find prof it able in vest ments
(Fer gu son 1998).

Fur ther more, re turns on most LSIFs have
been ex tremely low. For ex am ple, in the three-
 year pe riod end ing April 30, 1999, the av er age
LSIF had an an nual re turn of 1.7 per cent, in
con trast to an nual re turns of 10.3 per cent for
the av er age Ca na dian eq uity mu tual fund and
12.8 per cent for the TSE 300.7

All this sug gests, if any thing, that there is
too much money avail able for ven ture capi tal
in vest ment in Can ada. Cer tainly, any constraints
on small- firm fi nanc ing have lit tle to do with
fund avail abil ity but must re sult from other
causes.

Over all, there is lit tle or no evi dence that
the FPR has any posi tive im pact on busi ness
in vest ment and job crea tion in Can ada. Nei -
ther is there good rea son to be lieve that it
causes any sig nifi cant re duc tion in the cost of
capi tal for ei ther large or small firms.8

The Impact on the Exchange Rate

Some peo ple ar gue for the re ten tion of the FPR, 
even if it does not achieve its pri mary ob jec -
tive, be cause they worry about the ef fects that
dis card ing it would have on the bal ance of
pay ments and the ex change rate.

Al though no of fi cial state ment out lines the 
ex act na ture of the con cerns here, the ru di -
ments of the is sue are fairly clear. Elimi nat ing
the FPR, runs the ar gu ment, would lead
Canadi ans to sell do mes tic as sets and pur -
chase foreign as sets. This port fo lio shift would 
rep re sent a gross out flow of capi tal, which,

other things be ing equal, could cre ate down -
ward pres sure on the value of the Ca na dian
dol lar.

We note im me di ately that, even if the dol -
lar’s value did de cline, we do not be lieve that
the fall would be, in it self, a bad thing. If the
FPR is keep ing the dol lar ar ti fi cially high, this
over valua tion is rais ing the cost of traded ver -
sus non traded goods, re duc ing the size of the
trade sec tor, and im pos ing an over all ef fi -
ciency loss on the Ca na dian econ omy.

A vari ant of the ar gu ment, how ever, cen -
ters on a more se ri ous con cern: ex change rate
in sta bil ity. Pro po nents say that end ing the FPR 
would cre ate such mas sive capi tal out flows
that for eign ex change mar kets would panic,
trig ger ing a flight from the Ca na dian dol lar
and Ca na dian as sets, wild swings in the dol -
lar’s value, and po ten tially mas sive in creases
in do mes tic in ter est rates to re store sta bil ity.

The fear of ex change rate in sta bil ity is not
an ar gu ment in fa vor of the FPR per se but
rather a con cern that, given the ex is tence of the
FPR, its re moval could have se ri ous, un pleas -
ant side ef fects. In short, it is simi lar to ar gu ing
that tak ing a her oin ad dict off drugs is un wise
be cause do ing so would trig ger the acute
physio logi cal re per cus sions of with drawal. The 
meta phor may be ex treme, but it is use ful for
un der scor ing an im por tant point. No one would 
really as sert that the prob lem of drug with -
drawal is a good rea son for not help ing vic tims 
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6 LSIF in vest ment rep re sented 51 per cent of the $8.4 bil -
lion to tal in 1997 (Ca na dian Ven ture Capi tal As so cia -
tion 1998, 2). Funds in vested in LSIFs are 100 per cent
eli gi ble for RRSPs and the re sult ing PIT de duc tion. In
ad di tion, the fed eral and pro vin cial gov ern ments pro -
vide 15 per cent PIT cred its for an nual in vest ment
amounts up to a maxi mum of $5,000. If a tax payer
with draws funds from an LSIF within eight years of in -
vest ment, there is a tax pen alty equal to the origi nal
credit.

7 Data are from the Globe Fund web site: www.globe -
funddb.the globeand mail.com (June 5, 1999).

8 Even if the FPR has some small ef fect on the cost of
capi tal, it is an in credi bly in ef fi cient way to in crease
busi ness in vest ment. Far more ef fec tive would be tax
meas ures di rectly geared to in vest ment ex pen di tures.



to break the habit. In stead, the side- effects prob -
lem af fects the de ci sion on how to im ple ment a
with drawal pro gram.

Simi lar con clu sions should ap ply to the
FPR. If the only rea son for re tain ing it is that
its re moval might trig ger un pleas ant but tran -
si tional side ef fects, then the dis cus sion should 
fo cus on how, not whether, the FPR should
be abol ished. Con cern about ex change rate in -
sta bil ity is likely one, if not the prin ci pal, rea -
son some crit ics of the FPR have called for an
in crease in its for eign con tent limit as a tran si -
tional step to ward its even tual re moval. Grad -
ual wean ing seems to be the idea.

All this dis cus sion is, how ever, based on
the pre sump tion that ex change rate in sta bil ity
is a se ri ous risk. We be lieve this con cern is er ro -
ne ous. In deed, we be lieve that elimi na tion of
the FPR would have lit tle or no im pact on the
ex change rate.

First, any ef fect on the ex change rate de -
pends on net, not gross, bal ance of pay ments
flows. Drop ping the FPR would cause a gross
out flow of capi tal as Ca na di ans in creased for -
eign di ver si fi ca tion of their port fo lios, but it
would also re sult in greater in ter na tional own -
er ship of do mes tic as sets. Only if these two

gross flows were not equal at cur rent prices
would an im pact on the ex change rate re sult.

Sec ond, as Bur gess and Fried dem on strate, 
no net ex change rate ef fect oc curs when in ter -
na tional capi tal flows are cur rency hedged
(1998, 6–10). Only net, un hedged flows have an
ex change rate im pact (see Box 2).

Third, the mag ni tude of even the gross
flows, while large in an ab so lute sense, would
be small in the con text of over all Ca na dian ex -
change rate ac tiv ity. As a rough cal cu la tion,
sup pose $100 bil lion — 10 per cent of the ap -
proxi mately $1 tril lion in tax- deferred sav ings
in stru ments in 1998 — was moved to for eign
mar kets over a year. This move ment over a
rela tively small pe riod would be mas sive. Yet
the av er age daily vol ume of Canadian- related
for eign ex change trans ac tions in 1998 was an
es ti mated $54 bil lion. In ef fect, the amount of
for eign ex change trans ac tions that would be
gen er ated by the re moval of the FPR would
be less than 1 per cent of the an nual vol ume of
for eign ex change trans ac tions, or about two
days’ worth of trad ing. And these flows would 
be gross — the im pact of net, un hedged flows
would be far smaller. A trader who in sisted on
tak ing her cof fee breaks might miss  the ac tion.
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Box 2: Currency- Hedged For eign In vest ment

Hedg ing is a way of off set ting the risk of loss from
changes in ex change rates (or com mod ity prices). 
The in ves tor or trader buys fu tures con tracts on
an amount of the cur rency (or goods) equal to his
ex po sure to risk. Any profit on the fu tures con -
tract can cels any loss on the base item and vice
versa.

In vest ment firms that trade in ter na tion ally in
large amounts of ten hedge their pur chases
against a fall in the rele vant ex change rate, auto -
mati cally in duc ing a capi tal coun ter flow of equal
mag ni tude. For ex am ple, con sider a pen sion fund
man ager who sells some of the fund’s hold ings of 
bonds and uses the re sult ing funds to buy US eq -
ui ties. If the man ager hedges the cur rency

through a fi nan cial in ter me di ary, the lat ter is ex -
posed to a US dol lar cur rency risk (rela tive to its
po si tion be fore the trans ac tion). To avoid this
risk, the in ter me di ary can ei ther sell some of its
US dol lar as sets and pur chase Ca na dian dol lar
as sets (for ex am ple, the bonds that the fund man -
ager just sold) or it can bor row US dol lar as sets in
the US mar ket and use the pro ceeds to pur chase
Ca na dian as sets. Both cases pro duce an in flow of
capi tal that just matches the out flow ini ti ated by
the pur chase of for eign prop erty.

Thus, to the ex tent that pur chases of for eign
se cu ri ties were fully hedged, re mov ing the FPR
would cre ate no net re duc tion in funds avail able
to Ca na dian en ter prises.



Fourth, re moval of the FPR might set up
ex pec ta tions that would lead to a net capi tal in -
flow, in stead of the feared out flow. This pos si -
bil ity fol lows from re cent work by Bar to lini
and Dra zen (1997). They ana lyze the ef fects of
the re moval of capi tal con trols in a number of
de vel oped coun tries and con clude that, when
con trols on capi tal out flows were dropped or
re duced, there was a meas ur able in flow of
capi tal in stead of the an tici pated out flow. The
rea son, they ar gue, was that the re moval
signaled fu ture lib eral poli cies for taxa tion of
capi tal, and the bet ter a gov ern ment treats its
own citi zens, the bet ter it can be ex pected to
treat non resi dents as well.

Fifth and fi nally, the cost- of- capital ar gu -
ments given pre vi ously im ply that lit tle or no
price ef fect would be nec es sary to as sure off -
set ting capi tal in flows. World mar kets de ter -
mine Ca na dian as set prices, so elimi nat ing the
FPR should have vir tu ally no im pact on them.
If prices started to fall, in ter na tional ar bi trage
would as sure suf fi cient capi tal in flows to pre -
vent dras tic price changes.

In short, in te grated world capi tal mar kets
should as sure that gross capi tal out flows will
in duce off set ting capi tal in flows with out re -
quir ing sig nifi cant changes in ei ther as set
prices or the ex change rate.

The Im por tance
of Di ver si fi ca tion

The FPR im poses a number of di rect costs. The
larg est is the loss of di ver si fi ca tion that comes
from the ef fec tive limi ta tion on the re tire ment
port fo lios of Ca na di ans. This sec tion de tails
the prin ci ples in volved. We sub se quently look
at the costs of vio lat ing those prin ci ples.

Achiev ing Di ver si fi ca tion

Proba bly the best- accepted and most time-
 honored prin ci ple of mod ern in vest ment the -
ory is that in vest ment port fo lios should be

well di ver si fied. In ves tors want the high est re -
turns on their in vest ments with a mini mum of
risk. To achieve this ob jec tive, fi nan cial plan -
ners ex pend much ef fort on as sur ing that each
cli ent chooses the right mix of in vest ments to
sat isfy her de sire for greater re turn, given her
in di vid ual risk tol er ance and per sonal cir cum -
stances (age, fam ily status, level of knowl edge, 
and so on). Di ver si fi ca tion, ex em pli fied by the
apho rism “never put all your eggs in one
basket,” is the great ally in the bat tle to in -
crease expected re turns while con trol ling risk.
Se cu ri ties that are very risky when held by
them selves are sub stan tially less so when com -
bined with many other se cu ri ties in a port fo lio. 
In deed, if in vest ment out comes are com -
pletely in de pend ent of one an other, form ing a
port fo lio of large num bers of risky as sets can
re duce risk al most to zero.

This law of large num bers is the ba sis of the 
risk- spreading serv ices of life in sur ance com -
pa nies. By sell ing large num bers of life in sur -
ance con tracts, they can vir tu ally elimi nate the
un cer tainty sur round ing life ex pec tancy. The
risk of tak ing a loss on any one pol icy is quite
large; the risk of loss in 10,000 poli cies is van -
ish ingly small. And for an in ves tor, the more
“spread out” his in vest ments, the greater the
re duc tion in risk.

Sim ply in creas ing the number of in vest -
ments is not, how ever, a suf fi cient way of as -
sur ing the full gains from di ver si fi ca tion. It is
equally im por tant to en sure that the out comes
on in di vid ual in vest ments are rela tively in de -
pend ent of each other. In sta tis ti cal terms, the
de gree of in ter ac tion is called cor re la tion (see
Box 3). Di ver si fi ca tion gains from add ing se cu -
ri ties to a port fo lio are great est when the new
se cu ri ties have nega tive (or low posi tive cor re -
la tion) with those se cu ri ties al ready in it.

The sec ond key as pect of in vest ment di ver -
si fi ca tion, there fore, is com bin ing as sets that
are sub ject to dif fer ent types of risk or that at
least have dif fer ent sus cep ti bili ties to vari ous
risks. Prac ti cally speak ing, this means that in -
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vestments should be diversified by geographi-

cal location (to minimize the chance that any

locationally specific adverse event will have a

significant detrimental impact on portfolio re-

turns). Investments should also be diversified

by type of asset class (bonds, equities, and so

on) and by economic sector. For example, a

portfolio consisting of a large number of en-

ergy- producing stocks in one country may not

be as well diversified as a portfolio with a

smaller number of stocks spread over several

economic sectors and countries.

In summary, diversification gains are the

greatest when a large number of investments

are spread across different economic sectors

and country locations.

Violating the Principles

A binding FPR forces Canadians to violate

these basic principles of diversification. The

Canadian market for investable assets is small

and unrepresentative of the total world mar-

ket. Specifically, Canadian equities and bonds

represent about 2 to 3 percent of the world sup-

ply of these assets,9 yet the FPR implies that

most Canadians must invest 80 percent of their

retirement-oriented wealth in this tiny portion

of world assets.

Worse yet, the small Canadian market is re-

markably unrepresentative. Table 2 compares

data from major stock indices worldwide:

� for Canada, the TSE 300;

� for the United States, the Standard and

Poor (S&P) 500 index;

� for Europe and Asia, the Morgan Stanley

Capital International Europe, Australia, and

the Far East (EAFE) Index;
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Box 3: Statistical Concepts

Correlation and standard deviation are two
concepts from statistics that are important to
this study.

Correlation is the degree to which two or
more attributes or measurements of the ele-
ments of a group, such as assets, tend to vary
together. The measure of statistical cor-
relation, which is called the correlation co-
efficient, ranges from 1 (in which outcomes on
one element are perfectly positively linked to
the outcome on another) through zero (imply-
ing there is no relationship between out-
comes) to –1 (in which the outcomes are
perfectly negatively linked).

For investments, the relationship between
the correlation coefficient and the degree of
risk reduction is as given in the table below.

Standard deviation is a measure of the
dispersion (variation) in a frequency dis-
tribution. For investments, this spread of an-
nualized returns is the most widely accepted
indicator of the risk of a portfolio. For a nor-
mal distribution, roughly two-thirds of the
observations lie within one standard devia-
tion of the mean of the distribution and

Correlation
Coefficient

Effect of
Diversification

on Risk

+1.0 No risk reduction is possible

+0.5 Moderate risk reduction is possible

0.0 Considerable risk reduction is
possible

–0.5 Most risk can be eliminated

–1.0 All risk can be eliminated

Source: Malkiel 1999, 210.

9 The TSE 300 represents just under 2 percent of the total
market equity value summarized in Table 2. Given
that the TSE 300 represents at least as high a coverage
of the total Canadian market as the table’s other indi-
ces represent for their markets and also given that
some countries are not covered by any of the indices,
the Canadian equity market must be less than 2 per-
cent of the world market. For bonds, Solnik (1996, as
quoted in Bodie 1997) estimates that the Canadian
market represented 2.4 percent of the world total at the
end of 1993 (calculated in US dollars). Since the Cana-
dian dollar has fallen by about 10 percent since then,
the Canadian bond market is probably fractionally
more than 2 percent of the world total.



� for emerging markets, the Morgan Stanley

Capital International Emerging Market In-

dex (MSCI EM).

Notice that the Canadian index differs from

the indices for the rest of the industrialized

world in at least three respects. First, the price/

book value and price/earnings ratios in the

TSE 300 are significantly smaller than those of

the S&P 500 and the EAFE. Second, the compa-

nies represented in the Canadian index are

generally much smaller; only 6.5 percent are in

the large category, compared with 37.7 percent

of the EAFE index and 60.3 percent of the S&P

500 companies.10

Finally and perhaps most important, Ca-

nadian stocks have an economic sector mix

quite different from that of US, Asian, and

European equities. Almost half (47.3 percent)

of the TSE 300 market value comes from stocks

in the financial services, materials-processing

(metals, minerals, forestry, and so on), and en-

ergy categories. These three sectors account for

slightly more than a third of the EAFE index

and only a quarter of the S&P 500 weight. The

flip side is that the TSE 300 is underrepre-

sented in some key sectors. For example,

health services and technology (two high-

growth sectors) account for only 13 percent of

the TSE but 17 percent of EAFE and 30 percent

of the S&P 500.
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Table 2: Economic Profiles for Major Stock Indices, March 31, 1999

TSE 300 S&P 500 EAFE MSCI EM

Total market value (US$ billions) 377 10,482 7,613 825

Market value/book value (US$ billions) 2.08 4.93 2.77 1.55

Price/earnings, ex negative 16.70 28.48 25.02 14.29

Sizea

Large (%) 6.5 60.3 37.7 0.0

Medium (%) 67.4 38.5 58.1 68.2

Small (%) 21.6 0.4 3.7 26.8

Unclassified (%) 4.6 0.8 0.5 5.0

Ten largest/total (%) 37.0 21.6 14.4 16.2

Number of companies 299 500 1,026 940

Auto and transportation (%) 3.5 2.5 7.5 3.4

Energy (%) 9.6 5.7 6.2 7.0

Financial services (%) 22.6 16.2 24.1 21.6

Health services (%) 1.5 11.7 8.4 1.2

Materials processing (%) 15.1 3.4 8.5 17.2

Other consumer (%) 16.0 23.4 16.8 15.0

Producer durables (%) 3.1 2.6 3.9 2.8

Technology (%) 12.1 18.1 8.0 8.5

Utilities (%) 14.0 11.4 15.1 19.1

a Large = � US$ 60 billion; medium = < US$ 60 billion; small = < US$2.3 billion.

Source: Frank Russell Canada Limited, personal communication.

10 Notice, however, that Canada’s ten largest companies
dominate the TSE 300 index much more than the ten
largest companies dominate either of the other two
developed-country indices — a product of the Cana-
dian firms’ being moderate-sized fish in a small pond.
This result also suggests that the amount of diversifi-
cation one gets from the Canadian market does not
provide that much diversification across firms.



In short, the small size and idiosyncratic

industry structure of Canadian assets make a

strong prima facie case that Canadian investors

can significantly reduce risk through substan-

tial international diversification. The optimal

level of foreign investment is almost certainly

well in excess of the 20 percent allowed under

the FPR. Shortly, we will provide strong em-

pirical evidence to support this inference. But

there is one other point to be made first.

Insufficient diversification causes an un-

necessary rise in risk. It also changes behavior

as investors react to the higher levels of risk by

choosing a more conservative asset mix. In

other words, they tend to control risk at the

cost of lower expected return. For example, if

equities are more risky as an asset class than

they would be if there were no restriction on

the degree of international investment, then

investors are likely to choose a lower propor-

tion of equities (and a correspondingly higher

proportion of fixed income investments) than

they would otherwise. Investors are thus able

to reduce their risk exposure but only at the

sacrifice of the higher long-run expected re-

turns that equities provide.

The Costs of
Nondiversification

These issues become important as we estimate

the costs of the loss of diversification entailed

by the FPR. Our calculations have two compo-

nents. First, we estimate the historical costs of

the FPR under the assumption that it has been

a binding constraint on investment behavior.

Second, we estimate the annual costs to be ex-

pected in the future if a binding 20 percent rule

remains in place.

The Historical Costs

For our historical analysis, we used quarterly

data from the past 23 years for six asset classes:

1. 30-day government of Canada T-bills;

2. long-term government of Canada bonds (as

reported in the ScotiaMcLeod Long-Term Gov-

ernment of Canada Bond Index);

3. Canadian equities (from the TSE 300 index);

4. US long-term bonds (as reported in a series

from Ibbotson Associates);

5. US equities (from the S&P 500 index); and

6. international equities (from the Morgan Stan-

ley EAFE index).

Table 3 summarizes the basic statistics on

these asset classes and on Canadian inflation

as measured by the consumer price index (CPI).

A quick glance at these data reveals two rea-

sons net gains have been available to Canadi-

ans from international diversification. First,

over the period, Canadian equities yielded a

compound return significantly lower than did

either US or overseas stocks while exhibiting a

risk level (as measured by the standard devia-

tion of returns — see Box 3) roughly intermedi-

ate between the two. Second, Canadian assets

have been poorly correlated with corre-

sponding international assets, a point that un-

derscores the potential diversification gains

discussed earlier.

An Exercise in Alternatives

To gain additional insight into the benefits that

international diversification could have offered

Canadians over the period covered in Table 3,

we modeled a variety of hypothetical portfo-

lios, as set out in Table 4. For simplicity, half of

each portfolio consisted of Canadian bonds

(roughly the proportion Canadians have in ex-

isting pension plan assets). The other half was

in equities, varying from entirely Canadian

stock to entirely foreign shares. (In each case

involving foreign stocks, we used 60 percent

US stocks and 40 percent EAFE stocks.)

Table 4 makes it immediately evident that

increased international diversification resulted
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in both an increase in returns and a decrease in

risk. Furthermore, these improvements in the

risk/return relationship continued to occur

even at foreign investment percentages well in

excess of the 10 to 20 percent range.

In short, the long-term historical data

support the prior reasoning that Canadians

should be far more diversified than is permit-

ted under the FPR.11

Another Exercise

Next, we considered more closely the decade

of the 1990s, when debate about the FPR has

been most prominent. To do so, we hypothe-

sized two portfolios, both including 50 percent

domestic bonds but differing in their equity

diversification. The first, which we call the con-

strained portfolio, included the maximum de-

gree of international diversification permitted

in each year of the 1990s under the FPR. The

second, the internationally diversified portfolio,

split the equity component into 20 percent Ca-

nadian and 80 percent foreign — a 40 percent
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Table 3: Historical Statistics on Asset Class Performance, 1976:Q4–1999:Q1

Return and Risk

Asset Class
Annual

Compound Return
Annualized

Standard Deviation

(percent)

Canadian T-bills 9.2 2.0
Canadian government long-term bonds 12.3 13.8
Canadian equities (TSE 300) 11.8 18.0
US government long-term bonds 11.6 13.9
US equities 18.3 15.8
International equities 17.1 19.9
Consumer price index 4.9 1.9

Correlation Coefficients

Canada United States

30-Day
T-Bills

Government
Bonds TSE 300

Government
Bonds S&P 500 EAFE CPI

30-day T-bills 1
Long-term government bonds –0.01 1
TSE 300 –0.09 0.41 1
US long-term government bonds 0.04 0.77 0.08 1
S&P 500 –0.16 0.36 0.68 0.28 1
EAFE –0.16 0.25 0.48 0.26 0.57 1
CPI 0.69 –0.13 0.04 –0.09 –0.1 –0.1 1

Note: All series are nominal quarterly data for total holding-period returns (price gains/losses plus reinvested dividends and interest
payments) and exclude the impact of any taxation or transaction costs.

Source: Authors’ calculations, based on data described in the text.

11 Additional gains could have been obtained by diversi-
fying the bond component of the portfolio. We focused
on gains from greater equity diversification since that
is by far the more common practice among both RRSP
and pension investments. Apossible reason is that, for
defined-benefit pension plans at least, many of the li-
abilities of these plans are long-term, nominal Cana-
dian dollar cash flows. Canadian bonds, therefore,
represent a risk-free investment for such plans.



foreign equity exposure in the total portfolio.

(Again, the foreign equity component consisted

of 60 percent US stocks and 40 percent EAFE

stocks.)

Figure 1 summarizes the cumulative per-

formance of the two portfolios.

The superior performance of the interna-

tionally diversified portfolio is striking. An

initial $10,000 investment in the constrained

portfolio would have grown to $29,000 while

the same amount invested in the diversified

portfolio would have become $34,000, re-

presenting a gain of close to 2 percentage points

a year. At the same time that return was im-

proved, risk would have been reduced — an

additional benefit of diversification.

Across the full gamut of tax-deferred

savings instruments, the losses represented

by being bound to the constrained portfolio

are truly stupendous. We combined the data

on asset amounts affected by the FPR (given in

Table 1) with the differential portfolio per-

formance embodied in Figure 1 to obtain esti-

mates of the economy-wide impact of a

binding FPR during the 1990s.

Specifically, we assumed that, on aver-

age, these assets were invested in the con-

strained portfolio. The resulting returns

represented what would have been possi-

ble using the international diversification

to the maximum extent permitted under

the FPR. We then compared the resulting

investment income to the year-by-year in-

come that would have been obtained if the

assets had been invested according the as-

set allocations specified in the interna-

tionally diversified portfolio. The results of

this exercise are given in Figure 2, which

reports the estimated cumulative loss from

a binding FPR.

The picture is truly staggering. Cumu-

lative losses trended up throughout most

of the decade and then rose sharply in

1998. If Canadians had held 40 percent,

rather than 20 percent (or less), of their

tax-deferred retirement assets in foreign

equities, their wealth would have been much

greater than it is. Our exercise estimates the

losses in wealth due to the FPR at more than

$140 billion over the decade.

We emphasize that this figure is based on

the assumption that the FPR was fully binding

during the decade. As we argue later, the FPR

was almost certainly not fully binding, so

actual losses were fortunately lower than this

estimate. Nonetheless, $140 billion represents

what the cost of the FPR would have been if its

impact had been as restrictive as the legisla-

tion intended.

The Prospective Future Costs

Much of the historical cost of the FPR has

occurred directly as a result of the relatively

weak performance of the Canadian equity

market during the 1990s. This, of course, is the

basis for the international-diversification ar-

gument in the first place: the diversified Cana-
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Table 4: Effect of Alternative Degrees of
International Diversification,
1976:Q4–1999:Q1

Annual
Compound

Return

Annualized
Standard

Deviation

(percent)

50% Canadian bonds and

50% Canadian stocks,
0% foreign stocks 12.4 13.3

40% Canadian stocks,
10% foreign stocks 13.0 12.8

30% Canadian stocks,
20% foreign stocks 13.7 12.4

20% Canadian stocks,
30% foreign stocks 14.3 12.1

10% Canadian stocks,
40% foreign stocks 14.9 12.0

0% Canadian stocks,
50% foreign stocks 15.5 12.0

Note: In all cases, the foreign stock component is composed of 60 per-
cent US stocks and 40 percent EAFE stocks, as described in the
text. All calculations are in Canadian dollars.

Source: Authors’ calculations.



dian in ves tor is sig nifi cantly pro tected against
weak re turns on do mes tic eq ui ties. None the less,
there is no par ticu lar rea son to be lieve that
Canadian eq ui ties will sys tem ati cally un der -
perform for eign stocks in the fu ture. Un der -
per form ance in some years un doubt edly is
likely to be off set, in whole or in part, by over -
per form ance in other years.

Even given this fa vor able out look for
do mes tic in vest ments, how ever, di ver si fi -
ca tion would still lead to a sig nifi cant re -
duc tion in risk. Good and bad years would
be smoothed, leav ing at least an av er age
per form ance and much- reduced risk for
simi lar as set mixes. And Ca na dian in ves -
tors would have the added bene fit, de -
scribed pre vi ously, that the re duc tion in
the to tal risk of eq ui ties would al low them
to in crease the eq uity com po nent of their
port fo lios and thereby im prove their over -
all ex pected re turns.

We ex am ined these future- oriented is -
sues and costs us ing ef fi cient fron tier analy -
sis, which com pares al ter na tive port fo lios
on the ba sis of their ex pected re turns ver -
sus their stan dard de via tions (see Box 4).

For cal cu lat ing the pro spec tive ef fi cient
port fo lio com bi na tions of the six as set
classes un der con sid era tion, we used es ti -
mates of the ex pected re turns, stan dard de -
via tions, and cor re la tion co ef fi cients. The
ob vi ous start ing point was the his tori cal
ex pe ri ence de scribed in Ta ble 3.

For the stan dard de via tions and cor re -
la tion co ef fi cients, us ing these his tori cal
es ti mates is not a bad proxy for the fu ture.
De spite sig nifi cant varia tion from one
period to the next, rela tive risk and the re -
la tion ship among risks tend to re main rea -
sona bly con sis tent. (For ex am ple, eq ui ties
al most al ways have higher stan dard de -
via tions than bonds, which, in turn, are
more risky than bills. Ca na dian as set re -
turns are al most al ways more highly cor re -
lated with US as sets than with over seas
as sets.) Fur ther more, the es ti mate of ef fi -

cient port fo lios is sig nifi cantly less sen si tive to
er rors in these vari ables than to er rors in es ti -
mat ing the asset- class ex pected re turns, which
are the prin ci pal chal lenge in im ple ment ing
the ef fi cient fron tier analy sis. (Us ing the his -
tori cal re turns them selves would em bed the
as sump tion of ex pected fu ture un der per form -
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Fig ure 1: Value of Con strained and In ter na tion ally
Di ver si fied Port fo lios, 1990–99:Q1
(value of ini tial $1 in vest ment at the end of 1989)

in ter na tion ally di ver si fied port fo lio:
an nual com pound re turn = 14.1%
an nual stan dard de via tion = 10.5%

port fo lio con strained by FPR:
an nual com pound re turn = 12.2%
an nual stan dard de via tion = 10.9%

Source: See Ta ble 4 and text.

Fig ure 2: Cu mu la tive His tori cal Cost of Bind ing
For eign Prop erty Rule, 1989–99:Q1

Source: See Ta ble 4 and text.



ance of the Ca na dian mar ket, which, as we
noted ear lier, is likely un war ranted; at the same
time, us ing any as sump tion other than the his -
tori cal data is open to the criti cism of be ing ar -
bi trary and po ten tially bi ased.)

The ap proach we adopted was to base the
ex pected re turns on KPMG (1999), a sur vey of
27 econo mists and fi nan cial ana lysts on their

ex pec ta tions about the fu ture course of key
eco nomic and fi nan cial vari ables. Among the
vari ables fore cast are the long- run ex pected re -
turns (av er age re turns from 2005 to 2014) on
Ca na dian T- bills, the Sco tiaMcLeod Uni verse
Bond In dex,12 the TSE 300 in dex, and the S&P
500 and EAFE in di ces (both in Ca na dian dol -
lars). In short, the sur vey is an ex cel lent source
of in formed, un bi ased con sen sus opin ion about
fu ture ex pected re turns, and there fore we used 
this data, with a few small modi fi ca tions,13 to
es ti mate the ex pected re turns of our six as set
classes.

Over all, our as sump tions for the ef fi cient
fron tier analy sis are sum ma rized in Ta ble 5.14

With these es ti mates es tab lished, the cal cu la -
tion of the ef fi cient fron tier was rela tively
straight for ward.15 Ta ble 6 gives our ef fi cient
fron tier points and the cor re spond ing as set al -
lo ca tions. Also given are the ex pected re turn
and stan dard de via tion of a typi cal constrained
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Box 4: Ef fi cient Fron tier Analy sis

In ef fi cient fron tier analy sis a port fo lio with a
higher ex pected re turn and the same (or
lower) stan dard de via tion as an other port fo -
lio is said to domi nate in the sense that any
wealth- seeking, risk- averse in ves tor would
pre fer it. Port fo lios that are not domi nated by
any other avail able port fo lio are con sid ered
ef fi cient in the sense that the choice be tween
them de pends on the risk tol er ance of the in -
di vid ual in ves tor.

In the fig ure be low, port fo lios to the north -
west are more ef fi cient than those with lower
ex pected re turns (to the south) or greater risk
(to the east). Thus, port fo lio A domin taes
port fo lio C, which has less ex pected re turn
and greater risk.

If we know the ex pected re turns, stan dard
de via tions, and cor re la tion co ef fi cients for in -
di vid ual as sets (or as set classes), we can cal -
cu late all the ef fi cient port fo lios con structed
from these as sets. This col lec tion of ef fi cient
port fo lios is the ef fi cient fron tier.

stan dard de via tion (%)

A

B

C

Choice among Port fo lios 12 The use of ex pec ta tions about the uni ver sal bond in -
dex as a proxy for the long- term bond in dex is un likely 
to cre ate any sig nifi cant dis tor tions.

13 First, the KPMG sur vey has a fore cast an nual re turn of
8.0 per cent for Ca na dian and for EAFE eq ui ties, but an
8.5 per cent re turn for US eq ui ties. Yet it seems rea son -
able to as sume that US eq ui ties are no risk ier than Ca -
na dian eq ui ties, even for Ca na dian in ves tors, so we
low ered the ex pected re turn on US eq ui ties to 8.0 per -
cent. Sec ond, we raised the ex pected re turn on EAFE
stocks to 8.5 per cent be cause one can ar gue that, from
the Ca na dian view point, their rela tively high stan -
dard de via tion makes them more risky than Ca na dian
or US eq ui ties. Fi nally, we had to ar rive at an ex pected
re turn on US Treas ury bonds, a vari able not fore cast in
the KPMG sur vey. We took the Ca na dian long- term
bond re turn and sub tracted 50 ba sis points to re flect
what we con sider to be the lower riski ness of US
bonds.

14 To check on the ro bust ness of our re sults, we ran the
ef fi cient fron tier analy sis us ing vari ants on the as -
sump tions de scribed, in clud ing the ac tual KPMG
as sump tions and the as sump tion that all ex pected re -
turns of the same types of as set class (that is, bonds
and eq ui ties) are the same. None of these al ter na tives
made any sig nifi cant dif fer ence to the gen eral na ture
of our con clu sions.

15 The macro- embedded spread sheet from which the
cal cu la tions were made is avail able from the authors
on re quest.



portfolio consisting of 50 percent Canadian

bonds, 30 percent Canadian equities, 12 per-

cent US equities, and 8 percent overseas equi-

ties. (For ease of comparison, the most efficient

portfolio and the constrained portfolio are in

bold italics in the table.)

Once again, it is clear that a binding FPR is

and will continue to be costly to Canadian in-

vestors. The constrained portfolio’s standard

deviation of 12.41 percent and expected return

of 6.89 percent are a combination well inside

the efficient frontier (see Figure 3).

In fact, the efficient frontier point with an

identical standard deviation has an expected

return of 7.56 percent, which is 67 basis points

higher than that of the constrained portfolio.

The two portfolios have two notable character-

istics in comparison. First and not surprisingly,

the efficient portfolio has substantially more

foreign content — almost two-thirds of the

portfolio value. It also has a much higher eq-

uity component (a total of 83.0 percent). This

outcome underscores the point made previ-

ously: if equity investment is well diversified

internationally, it becomes less risky. The ra-

tional investor can, therefore, increase the eq-

uity component over that of the constrained

portfolio without raising overall portfolio risk.16

18 / C.D. Howe Institute Commentary

Table 5: Statistical Assumptions for Our Efficient Frontier Analysis

Return and Risk

Asset Class
Expected
Return

Standard
Deviation

(percent)

Canadian T-bills 4.60 2.00

Canadian government long-term bonds 5.70 13.80

Canadian equities 8.00 18.00

US government long-term bonds 5.20 13.90

US equities 8.00 15.80

International equities 8.50 19.90

Correlation Coefficients

Canada United States

30-Day
T-Bills

Government
Bonds TSE 300

Government
Bonds S&P 500 EAFE

30-day T-bills 1

Long-term government bonds –0.01 1

TSE 300 –0.09 0.41 1

US long-term government bonds 0.04 0.77 0.08 1

S&P 500 –0.16 0.36 0.68 0.28 1

EAFE –0.16 0.25 0.48 0.26 0.57 1

Note: All calculations are in Canadian dollars.

Source: Authors’ calculations, based on data described in the text.

16 Two objections can be raised to this estimate of the
costs of the FPR; one would lower the estimate, the
other would raise it. First, the 67 basis point estimate
results from comparing an efficient unconstrained
portfolio to an assumed actual constrained portfolio.
Part of the gain in going from the latter to the former is
a result of the fact that the assumed actual portfolio is
not itself an efficient constrained allocation, given the
expected returns, standard deviations, and correlation...



Al though this 67 ba sis points is a maxi -
mum es ti mate of the FPR’s im pact, it is worth
tak ing a mo ment to con sider the im pact of an
an nual “free” in crease of that size. Since most
tax- deferred sav ings ve hi cles are de signed to
gen er ate re tire ment in come, one way to ap -
proach the point is to ask how much im pact
these ex tra points would have on the re tire -
ment in come of a typi cal Ca na dian.

As sume, for ex am ple, that an in di vid ual
saves $4,000 per year in his RRSP from the time 
he starts work at age 22 un til he re tires at 65. In -
vest ing in the con strained port fo lio yields an
ex pected fi nal RRSP value of $961,000. In vest -
ing in the in ter na tion ally di ver si fied port fo lio
has an ex pected fi nal value of $1,161,000 — an
im prove ment of $200,000, which would fund a 
28 per cent higher re tire ment in come.17

An other way of con sid er ing the im pact is
to look at the ag gre gate an nual cost of a bind -
ing FPR. With well over a tril lion dol lars in -
vested in tax- deferred sav ings in stru ments, a
67 ba sis point dif fer ence rep re sents a cur rent
and fu ture cost of $7 bil lion to $8 bil lion per
year. This number is truly stag ger ing.

Lim its to the FPR’s Ef fec tive ness

For tu nately, there are good rea sons to be -
lieve that the FPR is not 100 per cent bind -
ing. The pre vi ous sec tion es ti mated the
ad verse im pact of the FPR un der the ex -
treme as sump tions that it is com pletely
bind ing and that with out it port fo lio as set
al lo ca tions would be at op ti mal lev els.
These as sump tions are much too strong,
for two rea sons.

The Offsetting Factors

The first limit on the FPR’s com plete ef fec -
tive ness is a phe nome non known as the
home- country bias. A con sid er able body of 
em piri cal evi dence sug gests that, even with -
out regu la tory in ter fer ence, in vestment al lo -
ca tions in vir tu ally every coun try have a

smaller in ter na tional com po nent than standard 
port fo lio the ory pre dicts. Sec ond, the FPR has a
number of ex emp tions that al low in ves tors to
in crease their in ter na tional in vest ment ex po -
sure be yond the no tional 20 per cent limit.

The home- country bias has been well docu -
mented for many years (for an over view, see
Lewis 1994). For ex am ple, in 1989, the United
King dom ac counted for ap proxi mately 11 per -
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Note 16 - cont’d.

...co ef fi cients of Ta ble 5. In par ticu lar, with these as -
sumed pa rame ters, an in ves tor would hold a smaller
pro por tion of fixed- income as sets and a larger pro -
por tion of Ca na dian eq ui ties. This ef fi cient con strained
port fo lio is still quite in ef fi cient com pared to the
situa tion in which the FPR re stricts for eign in vest -
ment at all, but the dif fer ence is about 28 ba sis points,
rather than 67 ba sis points.

Sec ond, on the other side of the ledger, the es ti -
mated ef fect of a bind ing FPR in cor po rates only the
im pact of the loss of di ver si fi ca tion. There is also a di -
rect regu la tory bur den of abid ing by the FPR. This is -
sue is dis cussed in the next sec tion, where we crudely
es ti mate the ad di tional cost at roughly 7 ba sis points.

17 The 28 per cent im prove ment is based on an ex pected
life span of 25 years. A shorter life span would de -
crease this dif fer en tial slightly, and a longer one would 
in crease it.

Fig ure 3: Ca na dian Ef fi cient Fron tier
Us ing Do mes tic and For eign As sets, 1999

ef fi cient fron tier with full
in ter na tional di ver si fi cation

port fo lio
con strained by FPR

Source: See Ta ble 4 and text.

         stan dard de via tion (%)



cent of world equity markets but UK investors

had 82 percent of their equity investments

placed in domestic firms. This disparity ex-

isted despite the absence of foreign investment

restrictions since 1970. In the same year, US eq-

uity value represented approximately 40 per-

cent of the world total, but Americans held 94

percent of their equity investments in US firms

(French and Poterba 1991).

Economists advance a number of ex-

planations to explain the home-country bias,

including taxation effects, the risk hedging of

domestic liabilities by pension funds, lack of

knowledge, and limits to easily accessible in-

vestment vehicles for international investing.

Given the rapid increase in the accessibility of

all types of investment information and the

strong growth in international mutual funds

and other investment vehicles, it is likely that

the home-country bias has weakened and will

continue to do so.18

A recent study of asset allocations in the

pension plans of different countries (Griffin

1998) concludes that the most important deter-

minant of international asset allocations is the

importance of world trade to the country’s

economy. Highly trade-oriented countries, such

as Canada, have much larger international in-

vestment allocations than more closed econo-

mies. The study also looks at the impact of

regulatory restrictions on international invest-

ments and concludes that only South Africa

and Canada have restrictions that reduce na-

tionals’ allocations more than would other-

wise occur. In short, the home-country bias

probably reduces, but does not eliminate, the

extent of the adverse impact of the FPR.
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18 Data from InterSec Research Corporation on the inter-
national asset allocation of pension funds in different
countries support this conclusion. The average for-
eign content of pension plans worldwide increased
from 8.2 percent in 1992 to 13.2 percent in 1997.

Table 6: Efficient Frontier Points

Asset Mix

Portfolio Canada United States

Standard
Deviation Return T-Bills

Long-Term
Bonds TSE 300

Long-Term
Bonds S&P 500

EAFE
Equities

(percent)

Unconstrained Portfolios

2.00 4.60 100.0 0.0 0.0 0.0 0.0 0.0

2.31 5.03 87.9 0.0 1.7 0.0 6.3 4.1

3.71 5.47 75.7 0.0 4.5 0.0 11.9 7.9

5.41 5.90 63.5 0.0 7.3 0.0 17.4 11.8

7.20 6.33 51.3 0.0 10.0 0.0 22.9 15.7

9.03 6.77 39.2 0.0 12.8 0.0 28.4 19.6

10.88 7.20 27.0 0.0 15.6 0.0 34.0 23.5

12.41 7.56 17.0 0.0 17.8 0.0 38.5 26.7

12.74 7.63 14.8 0.0 18.3 0.0 39.5 27.4

14.60 8.07 2.6 0.0 21.1 0.0 45.0 31.2

19.90 8.50 0.0 0.0 0.0 0.0 0.0 100.0

Constrained Portfolio

12.41 6.89 0.0 50.0 30.0 0.0 12.0 8.0

Note: Because of rounding, the asset shares in some rows do not quite add to 100 percent. All calculations are in Canadian dollars

Source: Authors’ calculations as described in the text.



The ef fect of the FPR is also lim ited be cause 
Ca na dian in ves tors have at least three ways in
which to cir cum vent its re stric tions. The first is
stack ing. A mu tual fund that holds no more
than 20 per cent of its value in for eign as sets
quali fies as a do mes tic in vest ment. By stack ing 
such funds on top of the spe cifi cally di rected
for eign con tent of 20 per cent, in di vidu als can
raise the ef fec tive for eign con tent of their RRSPs 
to 36 per cent of their port fo lio value.

The sec ond way in ves tors can cir cum vent
the FPR is through the seg re gated funds that
are in sur ance com pa nies’ ana log of mu tual
funds. Be cause they come with in sur ance com -
pany guar an tees, seg re gated funds are con -
sidered do mes tic con tent and are 100 per cent
RRSP- eligible even if they are in vested in for -
eign as sets. (This ex cep tion to the FPR is slated
to ex pire on Janu ary 1, 2001.)

The third cir cum ven tion in volves the use
of de riva tives. A mu tual fund that holds Ca na -
dian T- bills and the same no tional value of, say, 
S&P 500 in dex fu tures con tracts has a risk/
return pro file equiva lent to that of di rect own -
er ship of the S&P 500 stocks hedged against
cur rency risk. The ad van tage of the de riva -
tives ap proach is that fu tures con tracts have
no market value and hence do not use up any
of the room for for eign prop erty in the port fo -
lio. Reve nue Can ada there fore looks only at
the value of the T- bills and con sid ers the Ca na -
dian con tent of the derivatives- based in vest -
ment to be 100 per cent.

Such use of de riva tives has be come more
and more wide spread among pen sion funds
and mu tual funds. For ex am ple, a re cent sur -
vey of the 100 larg est pen sion plans in Can ada
re vealed that 20 per cent of them use de riva -
tives to in crease for eign ex po sure (Press 1999,
20). Some pen sion plans use index- based fu -
tures very ag gres sively to achieve far greater
for eign ex po sure than in tended by the FPR.19

In the ory, noth ing pre vents a pen sion plan or
an in di vid ual RRSP ac count from hav ing a for -
eign in vest ment ex po sure of 100 per cent.

In short, the use of de riva tives has been a
god send for Ca na dian sav ers who are try ing to 
avoid the con straints on in ter na tional di ver si -
fi ca tion im posed by the FPR. The use of de riva -
tives weak ens both the im pact and the cost of
the FPR. None the less, they are not a per fect so -
lu tion to the dif fi cul ties it pres ents. A number
of prob lems re main.

• In for ma tion and regu la tory im pedi ments: Stock
in dex fu tures are not them selves a per mit -
ted in vest ment in a self- directed RRSP,
which means in di vidu als must own them
in di rectly through a mu tual fund. Fur ther -
more, for both in di vidu als and pen sion
funds, de riva tives are not al ways a com -
fort able in vest ment as there re mains wide -
spread con cern about the risks of us ing
such ex otic fi nan cial in stru ments.

• Im per fect cov er age: Derivatives- based strate -
gies gen er ally re quire listed fu tures con -
tracts with rea son able li quid ity. Al though
most ma jor mar kets now have such con -
tracts, their avail abil ity is far from uni -
versal. Also, even the con tracts that are
avail able ac count for only 65 to 85 per cent
of the to tal stock mar ket value in each
coun try. Be cause of im per fect cov er age of
coun tries and com pa nies within coun tries, 
the Ca na dian in ves tor proba bly has ac cess
to about 60 per cent of the world eq uity
mar ket (Bur gess and Fried 1998, note 19).

• No ac tive man age ment: The use of in dex de -
riva tives forces in ves tors to have a spe cific
mix of com pa nies for each coun try. Ac tive
se cu rity se lec tion is im pos si ble. Of course,
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19 For ex am ple, the On tario Teach ers’ Pen sion Plan, the
larg est pen sion plan in Can ada, had a for eign ex po -
sure of 31.5 per cent in 1995 (noted in Bur gess and Fried 
1998). The pen sion plan of the Uni ver sity of West ern
On tario, one of the larg est de fined con tri bu tion plans
in the coun try, has a for eign ex po sure in its eq uity fund 
of 70 per cent but only 15 per cent for eign prop erty.



many in ves tors may pre fer a pas sive in -
vest ment strat egy, but oth ers may not.20

• Ad di tional costs: In dex in vest ing us ing
futures con tracts re quires that these contracts 
be rolled over roughly every three months.
Over a long time ho ri zon — which pre -
suma bly is the case for both RRSP and pen -
sion in vest ments — these rollo ver costs
make us ing de riva tives more ex pen sive
than di rect own er ship of the un der ly ing
stocks. Over 30 years, for ex am ple, the cost
dif fer ence is es ti mated at nearly 1 per cent,
or about 3 ba sis points per year (cal cu la -
tions based on Frank Rus sell Can ada Lim -
ited 1997).

The Size of the Off sets

Given the ex is tence of the home- country bias
plus the vari ous meth ods of cir cum vent ing the 
rule, how se ri ous a con straint on in ter na tional
in vest ing is the FPR? Bur gess and Fried (1998)
ad dress this ques tion by com par ing the for -
eign con tent of mu tual funds in side and out -
side RRSPs. Un der the as sump tion that the
lat ter rep re sents the de sired level of in ter na -
tional di ver si fi ca tion, they cal cu late that the
FPR has a maxi mum im pact of low er ing for eign 
con tent by 12 per cent age points. They fur ther
as sume that this dif fer en tial also ap plies to pen -
sion funds. Fi nally, they con sider this es ti mate
to be an up per bound since they rec og nize that
an in di vid ual might tar get her in ter na tional
con tent on her com bined hold ings of RRSP
and non- RRSP funds, off set ting the constrained 
lower for eign con tent in RRSPs with a higher
con tent in non- RRSP funds. Of course, such an
op tion is only avail able to those in di vidu als
who have sig nifi cantly large non- RRSP in vest -
ments. None the less, the ar gu ment does sug -
gest that 12 per cent age points is an up per-
bound es ti mate of how much for eign con tent
would in crease if the FPR were elimi nated.

A re cent sur vey by the Ca na dian In vest ment
Re view (1998) pro vides an other es ti mate of the

im pact of the FPR on as set al lo ca tions. The
sur vey asked ma jor Ca na dian pen sion plan
spon sors what their for eign as set al lo ca tions
would be on Janu ary 1, 2000, with and with out
the FPR re stric tion. The re sponse was that
aver age for eign con tent would in crease from
25.4 per cent to 29.0 per cent if the FPR were
elimi nated — a rise of 3.6 per cent age points.

We be lieve this es ti mate is the lower bound 
of what would hap pen. The ex pe ri ence when
the FPR was raised from 10 to 20 per cent sug -
gests that in vest ment de ci sions ad just only
gradu ally to the loos en ing of re stric tions —
that is, for eign con tent in creases slowly as
comfort lev els with higher ex po sure in crease.
Thus, the 3.6 per cent rise would be an ini tial ef -
fect that would be come larger over time.

Moreo ver, large pen sion plans are proba -
bly among the best in formed and most so phis -
ti cated in ves tors af fected by the FPR. To day
they are likely to be us ing de riva tive in stru -
ments to mini mize the im pact of the FPR and,
there fore, would be less af fected by its removal.
Smaller pen sion funds and many in di vidu als
man ag ing their own RRSPs would proba bly
make larger shifts in their al lo ca tions to for -
eign in vest ments.21
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20 In a re cent in no va tion, a number of mu tual fund com -
pa nies have started to of fer RRSP- eligible funds that
are “cloned” to ac tively man aged for eign in vest ment
funds. The clone funds hold Ca na dian money mar ket
in stru ments to main tain RRSP eli gi bil ity and use
over- the- counter de riva tives to mir ror the per form -
ance of the un der ly ing for eign in vest ment fund. Like
index- based de riva tive prod ucts, these clone funds al -
low in ves tors to fully cir cum vent the 20 per cent FPR
rule. But the act of clon ing is costly; it cur rently av er -
ages 50 or more ba sis points. This is the price Ca na dian 
in ves tors must pay to cir cum vent the FPR and have
ac tive pro fes sional man age ment. For ex am ple, see the
de scrip tion of the Mack en zie funds at Inter net web site 
www.mack en ziefi nan cial.com/RSPfunds/RSPfunds5.
html (Sep tem ber 21, 1999).

21 This ar gu ment sug gests that in ves tors with rela tively
small cur rent al lo ca tions to for eign in vest ments
would be likely to ex pe ri ence the larg est in crease with
the re moval of the FPR. The sur vey of the Ca na dian In -
vest ment Re view (1998) pro vides a small hint that sup -
ports this sur mise. It re ports the range of for eign...



Summary of the Calculations

Overall, we estimate that the FPR reduces

foreign asset allocation by between 3.6 and

12.0 percentage points. This range can be used

with the efficient frontier inputs to calculate

the cost of the loss in diversification. Specifi-

cally, we used the following procedure.

We assumed that the FPR is binding on

some but not all investors, with overall foreign

content constrained to 20 percent of portfolio

value.22 In particular, we assumed that the FPR-

constrained portfolio is composed of 50 percent

Canadian bonds, 20 percent foreign equities

(split 60:40 between US and overseas equi-

ties), and 30 percent Canadian equities. From

these asset allocations, we calculated the port-

folio’s expected return and standard deviation

using the statistical assumptions of Table 5.

For the unconstrained portfolio, we added

a further 3.6 to 12.0 percentage points to the

foreign equity allocation (again with a 60:40

split between US and overseas equities). The

remaining investment was split between Ca-

nadian bonds and Canadian equities, with the

proportion adjusted to ensure the identical

standard deviation as the corresponding FPR-

constrained portfolio. This adjustment resulted

in the equity allocation’s rising to between

53 percent (lower bound) and 59 percent (up-

per bound). As we have noted several times

before, this additional equity investment is one

of the gains from increased international di-

versification. With the same risk levels, the dif-

ference between the two portfolios is simply a

matter of a difference in expected returns.

The result of these calculations is that the

FPR causes an annual reduction in expected re-

turns of 8 basis points (lower bound) to 23 ba-

sis points (upper bound) per year. To this cost

from the loss of diversification must be added

the costs associated with efforts to avoid the

FPR. For example, as discussed previously, the

use of derivative indexing, rather than direct

stock ownership, raises implementation costs

by about 3 basis points per year. In addition

are costs associated with the fact that country

and company coverage are imperfect. (Of

course, these additional costs apply only to

derivatives-based investments.) Overall, these

and other avoidance problems may raise costs

by 1 to 2 basis points.23

Finally, there are direct regulatory burden

costs. For instance, suppliers of RRSPs are re-

quired to maintain two sets of accounting sys-

tems, one for market values and the second for

book values (since the FPR binds the book

value of foreign investment). Also, there are

added legal requirements about what types of

trust arrangements can be entered into to meet

the FPR requirements as well as what institu-

tions are eligible to offer registered plans.

Estimating the magnitude of this regula-

tory burden is difficult. One hint that it is not

trivial can be gleaned from the difference be-

tween the average management expense ratio

(MER) for international equity funds sold in

Canada (1.79 percent) and that for similar funds

sold in the United States (1.05 percent) (see

Clemens and Mihlar 1999, 40). Although other

factors are undoubtedly also at work, if only
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Note 21 - cont’d.

...investment allocations under the FPR as 18 to 36
percent; without the FPR, this range becomes 20 to 36
percent. In other words, the fund with the highest for-
eign content component did not increase it at all in ad-
justment to the hypothetical disappearance of the
FPR.

22 This assumption seems roughly consistent with the
finding of the Canadian Investment Review (1998) sur-
vey, which reports that major Canadian pension plan
sponsors currently have an average foreign content of
25.4 percent. For the reasons previously given, we be-
lieve that this amount represents an upper bound on
the foreign content of the average investor using tax-
deferred savings. In any case, our estimate of the
cost of the FPR is not very sensitive to the assumed for-
eign content under the FPR. The critical issue is how
much this foreign content would rise if the FPR were
removed.

23 These costs of using derivatives could rise substan-
tially if they are used to provide active management.
See the discussion in note 20.



one- tenth of the ex cess MER is at trib ut able to
the FPR, an ad di tional cost of slightly more
than 7 ba sis points is im posed.

In to tal, then, we es ti mate that the FPR im -
poses costs of 16 to 32 ba sis points, which is
sub stan tially less than the 67 ba sis points given 
pre vi ously as the es ti mate of a fully bind ing
FPR ver sus an equiva lent ef fi cient fron tier
point. This re duc tion rep re sents the com bined
im pact of the home- country bias, the cost of
the sev eral avail able meth ods of cir cum vent -
ing the FPR, and the es ti mate of the di rect
regu la tory costs.

In short, sim ply be cause the FPR is rela -
tively in ef fec tive, the costs of the regu la tion are 
less than they might oth er wise be. Yet the FPR
does en tail sig nifi cant costs. Con sider again
the ex am ple cited ear lier of an in di vid ual who
is sav ing for re tire ment. Even with the many
means avail able to re duce its ad verse ef fects,
the FPR causes a re duc tion in re tire ment in -
come of 6.3 to 12.9 per cent. On an ag gre gate ba -
sis, the cost is $2 bil lion to $4 bil lion an nu ally,
con sid era bly less than the im pact that would
have oc curred if the FPR were fully ef fec tive
but still a very con sid er able sum of money.

Conclusion

In sum mary, the FPR does not re strict for eign
in vest ment in the way it was in tended to do. A
bind ing FPR would be ex tremely costly, cre at -
ing losses of bil lions of dol lars per year for Ca -
na dian in ves tors. But, for vari ous rea sons, the
FPR is an in creas ingly in ef fec tive con straint on 
in ter na tional di ver si fi ca tion. This fact re duces, 
but cer tainly does not elimi nate, the rule’s ad -
verse costs but also com pletely ne gates any of
its sup posed bene fi cial ef fects. Moreo ver, that
more and more in di vidu als and in sti tu tions
openly and proudly cir cum vent the spirit of
the FPR can hardly in crease re spect for the
regu la tory and le gal sys tems gen er ally.

Gov ern ment Reve nue

The FPR is struc tured as a tax, but be cause the
rate is pro hibi tive, the regu la tion es sen tially
has no di rect reve nue ef fect. In fact, the FPR
cre ates in di rect ef fects that, on net, ad versely
af fect gov ern ment reve nue. Thus, elimi nat ing
the FPR would likely in crease gov ern ment reve -
nue in the longer run. At least three ef fects
would be at work. The first might have a nega -
tive im pact on reve nue, but the oth ers would
un am bi gu ously in crease reve nue.

First, by mak ing tax- deferred sav ings in -
stru ments more at trac tive, re moval of the FPR
might in crease the amount of sav ing that goes
into these pro grams. This rise could cause tax
reve nue to de crease in the short run (al though
reve nue would in crease on with drawal of these 
ad di tional sav ings). On the face of it, the poten -
tial ex pan sion in RRSPs ap pears quite large. For 
in stance, in 1995 only 29 per cent of tax fil ers
con trib uted to RRSPs, sug gest ing that the re -
main ing 71 per cent could take ad van tage of
this tax ex pen di ture if it were more at trac tive.

How ever, as the As so cia tion of Ca na dian
Pen sion Man age ment (ACPM) (1997) points
out, us ing RRSPs would be un eco nomic for
many of the non par tici pants. Those who have
re tired and con tinue to file taxes have lit tle use
for this sav ing ve hi cle. The young also have
less need of this income- averaging mecha nism 
be cause they are typi cally at in come lev els be -
low their ex pected life time av er age; it of ten
does not pay to de fer taxes when the cur rent
mar ginal rate is rela tively low but the even tual
rate is ex pected to be high. Ca na di ans in RPPs
have lit tle need of RRSPs be cause they have an
al ter na tive ve hi cle for re tire ment sav ing. Fi -
nally, in di vidu als with low ex pected life time
in comes do not find it eco nomic to use RRSPs
be cause of the rela tively gen er ous in come sup -
port pro grams for the eld erly; if they in crease
their sav ings while work ing, they would be
bet ter off in re tire ment than they are now. (The
ob jec tive of sav ing is gen er ally to en able
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smooth ing con sump tion over the in di vidu al’s
life time. Sav ing in this case would lead to uneven
con sump tion and thus be wel fare re duc ing.)

The ACPM study sug gests that, if the cal -
cu la tion of RRSP par tici pa tion omits those
groups over age 65, un der age 25, in RPPs, and
with in comes of less than $20,000, then the par -
tici pa tion rate rises from 29 to 77 per cent.
There fore, it is doubt ful whether drop ping the
FPR would have much, if any, im pact on RRSP
par tici pa tion rates.

The sec ond as pect of elimi nat ing the FPR
that would af fect gov ern ment reve nue — one
with far less am bigu ous im pli ca tions — is
that it would raise fu ture tax reve nue be cause
of the port fo lio re al lo ca tion to ward higher-
 yielding se cu ri ties. As we ar gued ear lier, re -
mov ing the FPR would per mit a more ef fi cient
port fo lio choice, which means that, for any
given level of risk, the ex pected re turn would
be greater. When the funds were even tu ally
with drawn from the tax- deferred ve hi cle, the
higher re turns would rep re sent a pure reve nue 
gain to the gov ern ment. Every dol lar of in -
creased re turn would gen er ate an in crease in
tax able in come, a de crease in the pay outs on
income- tested pro grams for the eld erly, or both. 
But if a bind ing FPR re mains in place, both Ca -
na di ans and their gov ern ment would lose.

Fi nally, as we de tail be low, to the ex tent
that the re moval of the FPR in creased em ploy -
ment, cur rent gov ern ment reve nue would rise
be cause of the in crease in prof its and earned
in come en joyed by Ca na di ans as well as the
de crease in wel fare and em ploy ment in sur -
ance (EI) pay ments to the un em ployed.

Dis tri bu tional Is sues

The FPR does not meet its im plicit ob jec tives of 
in creas ing Ca na dian busi ness in vest ment and
job crea tion. Nor does it sta bi lize the ex change
rate. It cre ates ef fi ciency losses and re duces gov -
ern ment reve nue. But per haps it helps some dis -

ad van taged groups even if it has an over all
nega tive eco nomic im pact. Thus, we ex am ine
of the re dis tri bu tional is sues in this sec tion.

A Pay roll Tax on Work ers

As al ready noted, the FPR is struc tured as a
tax. Its rate is so high that no one un der takes to
pay it di rectly. Yet, like any tax, it forces choices 
that make in di vidu als worse off rela tive to
their situa tion had no tax been im posed. There
is, in other words, a tax bur den over and above
the reve nue paid. The ques tion then is, on
whom does the bur den from the FPR fall?

We be lieve that the bulk of this bur den falls 
on work ers and the un em ployed. In ef fect, the
FPR can be seen as a tax on la bor in come.

To see this, note first that eli gi bil ity for
RRSPs and RPPs de pends di rectly on earned
in come. Any thing that de tracts from the re turn 
on the sav ings in these plans im pinges di rectly
on the bene fits in di vidu als re ceive from earned
in come. Be cause the FPR re duces the re turns
on these plans, it can be re garded as a tax on
those en ti tled to them — namely, work ers.
Con se quently, the FPR can be treated as a tax
on earned in come broadly de fined to in clude
bene fits as well as money wages, and those
“taxed” are the pri mary los ers from the rule.

The losses to la bor can oc cur in one of two
ways. Con sider first in di vidu als who have no
com pany pen sion plan at all and save for re -
tire ment us ing an RRSP or who work for
compa nies with defined- contribution pen sion
plans or group RRSPs. In these cases, the work -
er’s choice about how to al lo cate her sav ings is
di rectly lim ited by the FPR. It forces her to ac -
cept a lower re turn on her sav ings or to as sume 
greater risks. In ef fect, the FPR re duces the real
value of her earned in come rela tive to what it
would be oth er wise.

Sec ond, for work ers who have company-
 provided, defined- benefit pen sion plans, the
tax bur den is less trans par ent but just as real.
The FPR raises the cost of pro vid ing a given
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level of re tire ment in come. The spon sor ing
firm re sponds by re duc ing the bene fits
package it of fers its work ers, of fer ing a lower
money wage, or hir ing fewer work ers. In short,
by in creas ing the ef fec tive cost of em ploy ing a
worker, the FPR can de crease em ploy ment.

In deed, the FPR op er ates al most iden ti -
cally to EI pre mi ums in pro vid ing a dis in cen -
tive to em ploy ment. Both in crease the amount
em ploy ers must pay to of fer the worker a
given net wage and bene fits pack age. This cost
is not in sub stan tial. As a case in point, the Mor -
gan Stan ley Global In dex for 1998 re ported a
rate of re turn more than 35 per cent greater
than the re turn on the TSE 300. Had Ca na dian
house holds and pen sion funds held 10 per cent
more of their $1 tril lion of RRSP and RPP money
in for eign as sets, their wealth would have been 
$35 bil lion greater at the end of that year. That
amount is roughly twice the to tal taxes paid in
EI pre mi ums that year. And that money would 
have been tax able when work ing Ca na di ans
ul ti mately re tired.

RRSPs and Low-Income Canadians

A pos si ble re dis tri bu tion con cern is that elimi -
nat ing the FPR might be dis ad van ta geous to
lower- income groups. Pre suma bly, the ba sic
ar gu ment would as sert that RRSPs (and per -
haps RPPs) are tax ex pen di tures that are lit tle
used by lower- income groups; re moval of the
FPR would bene fit the rich at the ex pense of
the poor.

We can of fer three re sponses to such an
argu ment. The first chal lenges its im plicit
assump tions, the sec ond ques tions whether
RRSPs and RPPs should be con sid ered tax ex -
pen di tures, and the third ar gues spe cifi cally
that the FPR is harm ful to all Ca na di ans, in -
clud ing the poor.

First, con sider the as sump tions. One is that 
what mat ters is rela tive in come, not ab so lute
in come — in other words, the claim is not that
re mov ing the FPR would ac tu ally hurt the

poor, only that the rich would bene fit more.
An other as sump tion is that it really is the rich
who bene fit from RRSPs and RPPs. In fact,
because of the con tri bu tion lim its, these
programs tend to be of most use to the mid dle
class.24 The rich re ceive rela tively lit tle bene fit
as a pro por tion of their in come.

Sec ond, we think that RRSPs and RPPs
should not be con sid ered tax ex pen di tures but
a lim ited means of mov ing to ward a con sump-
tion- based tax sys tem, rather than one based
on in come25 — in other words, a sys tem of tax -
ing peo ple on the ba sis of what they take out of
the eco nomic sys tem in stead of what they put
into to it. Econo mists have been drawn to the
idea of consumption- based taxes for some time. 
One at trac tion is that an income- based tax sys -
tem tends to dis tort consumption- savings de -
ci sions since these de ci sions are based on af ter- 
tax, not before- tax, rates of re turn. Also, tax ing
con sump tion in stead of in come in creases
horizon tal eq uity be cause con sump tion re flects
life time ex pected av er age in come more closely 
than does cur rent in come. Con sump tion-based
taxes, there fore, would not pun ish in di vidu als
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24 His tori cally, RPPs rep re sented a gov ern ment in cen -
tive for firms to fund pen sion bene fits. Ot tawa added
RRSPs as a mecha nism to pro vide eq ui ta ble treat ment
for work ers in firms that do not have company-
 sponsored plans. The cur rent lim its on con tri bu tions
lev els be come bind ing at roughly $75,000 of earned in -
come, sig nifi cantly lim it ing the pro por tion of in come
that the wealthy can put in tax- deferred ac counts.

25 Even if the reader chooses to re gard RRSPs and RPPs
as tax ex pen di tures, the Ca na dian In sti tute of Ac tu ar -
ies ques tions the De part ment of Fi nance’s es ti mate of
their mag ni tude. The in sti tute ex am ines the de part -
ment’s meth od ol ogy and con cludes that, for the year
ex am ined (1991), a more ap pro pri ate es ti mate of the
tax ex pen di tures for tax- deferred sav ings plans would 
be 26 to 36 per cent of the gov ern ment’s es ti mate (1995,
44–56). This cal cu la tion does not take into ac count the
change in ex pen di tures on income- tested pro grams
pro vided to sen iors that would be in creased if these
tax- deferred plans did not ex ist. Fi nally, it should be
noted that more than 60 per cent of the tax ex pen di -
tures were due to the RPP pro gram and less than
40 per cent to RRSPs.



with vola tile year- to- year in comes to the same
de gree that the in come tax sys tem does.

We be lieve that RRSPs and RPPs can be
viewed as a step in the di rec tion of a con sump-
tion- based tax sys tem. Cer tainly, these mecha -
nisms do not go all the way in that di rec tion
(be cause ceil ings on con tri bu tion rates and other 
re stric tions im ply that, for many in di vidu als,
in cre mental sav ings de ci sions con tinue to be
based on after- tax, rather than before- tax, rates 
of re turn). None the less, RRSPs and RPPs do per -
mit a sig nifi cant amount of in come smoothing,
es pe cially be tween pre- and pos tre tire ment.

Of course, consumption- based taxes face
coun ter ar gu ments, many of which are based
on the be lief that an in come tax sys tem has
lower col lec tion costs and can more eas ily im -
ple ment pro gres sive tax rates. How ever, these
prob lems are the very ones that the use of
RRSPs and RPPs com pletely avoids. In short,
RRSPs and RPPs should be seen as a means of
al low ing us ers to smooth their tax able incomes
more ef fi ciently over their life time while pro -
gres siv ity and low col lec tion costs for the tax
sys tem con tinue.26

What im pact does the FPR have on these is -
sues? It re duces the income- smoothing bene -
fits of RRSPs and RPPs be cause of the im posed
loss of di ver si fi ca tion. But it also in di rectly
harms lower- income groups. Un der cur rent
plans, the new, ex panded CPP fund will be rig -
idly bound to a 20 per cent for eign con tent rule
par al lel ing that of the FPR. The CPP, there fore,
will suf fer the same par tial lack of di ver si fi ca -
tion; thus, con tri bu tion rates will have to be
higher or bene fits lower than they would
be with out such a re stric tion, with a se ri ous
ad verse ef fect on lower- income Ca na di ans.
Moreo ver, since the FPR acts an in di rect em -
ploy ment tax, it re duces wages and job crea -
tion, harm ing lower- income Ca na di ans.

In short, the re moval of the FPR is likely to
bene fit vir tu ally all Ca na di ans, in clud ing lower-
in come groups.

The Financial Industry

If, in the ag gre gate, firms, house holds and gov -
ern ments lose from the con tin ued ex is tence of
the FPR, op po si tion to its re moval must arise
ei ther from a lack of un der stand ing of some
ba sic eco nom ics or from agen das that are di -
rected to ward spe cial in ter ests. Our view is
that ig no rance rather than ve nal ity is the pri -
mary rea son for those ad vo cat ing the con tin -
ued ex is tence of the FPR.

There are some can di dates whose nar row
self- interest might lead them to ar gue for its
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con tin ued ex is tence. For in stance, the ex ist ing
sup pli ers of RRSP prod ucts might have an in -
ter est in the FPR’s main te nance as a mecha -
nism to re duce com pe ti tion. Ca na dian bro kers
and mu tual funds proba bly have a com para -
tive ad van tage over non resi dents in evalu at -
ing Ca na dian se cu ri ties. Re mov ing the FPR
would mean that more for eign mu tual fund
com pa nies, which are bet ter ac quainted with
for eign mar kets, might de cide to set up shop in 
Can ada, cut ting into the prof its of ex ist ing,
actively man aged, Canadian- owned fund com -
pa nies. As well, more Ca na dian se cu ri ties
would be held by non resi dents and pur chased
through non- Canadian bro kers. The FPR thus
serves as a way to limit de mand for funds that
are not Canadian- run and, there fore, to re duce
the in cen tive for these for eign com pa nies to
en ter the Ca na dian mar ket, as well as to in -
crease the de mand for Ca na dian bro ker age
serv ices.

The higher MERs of Ca na dian mu tual funds 
noted ear lier pro vide some sup port for this ar -
gu ment. This ex cess MER could rep re sent mo -
nop oly rents that are sus tained through the
use of the FPR to keep out po ten tial en trants.
Yet this self- interest ar gu ment re mains un con -
vinc ing since the In vest ment Funds In sti tute of 
Can ada (IFIC), the in dus try as so cia tion for mu -
tual funds in Can ada, strongly sup ports the
elimi na tion of the FPR.27 Fur ther more, foreign-
owned mu tual funds al ready have a sub stan -
tial pres ence in Can ada.

A more rea son able in ter pre ta tion is the
infant- industry ar gu ment. The FPR served to
give Ca na dian mu tual funds a com peti tive ad -
van tage over for eign sup pli ers at the out set,
but it has now out lived its use ful ness. The high 
Ca na dian MER now rep re sents the cost of the
ex cess regu la tory bur den borne by the Ca na -
dian in dus try rela tive to its US coun ter part.

Since both the United States and Can ada
regu late to main tain pru den tial be hav ior, it
seems likely that the ex cess bur den in Can ada
is linked to the moni tor ing re quire ments of

Reve nue Can ada to en force the FPR, as we ar -
gued ear lier. In con se quence, some of the scale
econo mies avail able to the US in dus try can not
be re al ized in the Ca na dian mar ket.

Fi nally, two groups of fund sup pli ers cur -
rently have ma jor ex emp tions from the FPR.
These are labor- sponsored ven ture capi tal firms
and in sur ance com pa nies of fer ing seg re gated
funds. As an in cen tive to use the former, gov -
ern ment per mits them to dou ble the for eign
prop erty con tent of an in di vidu al’s RRSP
accounts.28 The lat ter sells a claim on its own
port fo lio, and there are no re stric tions on where 
it can in vest those funds.

To the ex tent that other funds can not con -
tain these higher lev els of for eign prop erty, the
prod ucts of these two groups are rela tively
more at trac tive. These or gani za tions, plus those
in di vidu als di rectly in volved in moni tor ing the
FPR — law yers, ac count ants, and regu la tors
them selves — may be the only ones who gain
from the con tin ued ex is tence of the FPR.

Con clu sions

It is hard to con ceive of a less de fen si ble regu -
la tory in ter ven tion than the for eign prop erty
rule. To an ever- increasing ex tent, it is widely
cir cum vented, chiefly through the use of
finan cial de riva tives. A cen tral tenet of le gal
theory is that laws should not be made if they
can not be ef fec tively en forced. The ever-
 weakening abil ity of the FPR to con trol
Canadian own er ship of for eign as sets makes it,
from this view point alone, a sin gu larly un at -
trac tive le gal stat ute.
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Even if the FPR were com pletely bind ing,
the evi dence is over whelm ing that it would ac -
com plish noth ing of its sup posed ob jec tives.
An in crease in do mes tic capi tal ex pen di tures
and em ploy ment could oc cur only if the FPR
low ered the cost of capi tal to Ca na dian firms.
Yet gen eral ob ser va tion as well as di rect empiri -
cal tests sup port the con clu sion that the Cana -
dian eq uity mar ket has be come well inte-
grated with US and world mar kets, es pe cially
since the mid- 1980s. The key im pli ca tion is that
the FPR does not sig nifi cantly de crease the
cost of capi tal for listed Ca na dian com pa nies.

About the only pos si ble way for the FPR to
have an im pact on do mes tic busi ness capi tal
ex pen di tures and job crea tion is by low er ing
the cost of capi tal for small, un listed Ca na dian
com pa nies that can not eas ily ac cess in ter na -
tional capi tal mar kets. Yet, at most, the FPR has 
a very small ef fect on the avail abil ity of venture 
capi tal. And the ex pe ri ence of la bor-spon sored
in vest ment funds sug gests strongly that any
fi nanc ing prob lems that small Ca na dian firms
face have to do with fac tors other than the
sheer avail abil ity of funds. In short, the FPR
has es sen tially no bene fi cial ef fect on busi ness
capi tal ex pen di tures or em ploy ment. In fact,
since the FPR acts as an in di rect tax on la bor
com pen sa tion, it may well re duce to tal em -
ploy ment in Can ada.

The FPR is in ef fec tive with re gard to other
ob jec tives as well. It has no sig nifi cant ef fect on 
the value of the Ca na dian dol lar, so there is no
rea son to be lieve that its re moval would cre ate
ex change rate in sta bil ity. The FPR gen er ates
no bene fi cial ef fects on the hori zon tal or ver ti -

cal eq uity of the in come tax sys tem. And most
ironic of all, al though it is for mally in sti tuted
as a tax, its pro hibi tive na ture and its ad verse
ef fi ciency ef fects mean it ac tu ally re duces gov -
ern ment reve nue.

In ad di tion to be ing widely cir cum vented
and in ef fec tive, the FPR also causes sig nifi cant
un in tended costs, the most im por tant of which 
fol lows from the loss of di ver si fi ca tion. By wors -
en ing the risk- return re la tion ship avail able to
Ca na di ans who are sav ing for re tire ment and
by in duc ing them to use ex pen sive meth ods of
evad ing the con straints, the FPR im poses es ti -
mated costs of $2 bil lion to $4 bil lion an nu ally.
For the av er age Ca na dian, it low ers re tire ment
in come by 6.3 per cent to 12.9 per cent per year.
(In one sense it is for tu nate that the FPR is
widely avoided; if it were fully bind ing, it
would im pose costs con sid era bly larger than
these es ti mates.) Fi nally, the FPR has an adverse 
im pact on la bor mar kets as it acts as an in di rect 
tax on em ploy ment in come and bene fits.

Given all these con sid era tions, we strongly 
urge that the for eign prop erty rule be abol -
ished. Fur ther more, we see no rea son why this
change should be ei ther par tial or phased. De -
lay or half way meas ures would sim ply mean
that ad verse costs would con tinue to mount. In 
any case, port fo lio ad just ment of retirement-
 oriented sav ings is al most al ways a grad ual
pro cess. The sooner a clear sig nal of the new,
im proved rules of the game was sent to both
Ca na dian and in ter na tional in ves tors, the bet -
ter would be the re sult. The FPR is an ill-
 conceived, costly regu la tion. It is high time to
rid Ca na di ans of its bur den.
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