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Financial History of Canadian Governments

EDITORIAL FOREWORD

Stewart Bates, then Secretary of the Economic
Council of Nova Scotia, and now Professor of Commerce at the
University of Dalhousie, was retained by the Royal Commission
on Dominion-Provincial Relations to make a study of the
financialnhistory of Canadian governments, Professor Bates
was asked to include a review of the public finance history
of the Dominion and of each provincial government with
particular emphasis on the relation between fiscal policy,
economic policies, and underlying economic developments, It
was expected that his analysis of revenue powers, governmental
functions, and debt growth would indicate the points in the
Canadian public finance system at which important strains have
‘developed,

A large part of Professor Bates' material was
supplied by the returns to the financial questionnaire cir-
culated by the Commission's Public Accounts Inquiry under
Mr, J. C. Thompson, and by the regional and general economic
studies made under the direction of Dr, W. A, Mackintosh,
although it was not possible to complete these studies in time
to permit their fullest utilization, The method of presentation
and any expressions of opinion are solely the responsibility
of the author, anmd not of the Commission,

Professor Bates finds a clear cut objective in the
fiscal policy of both Dominion and provincial governments prior
to the War, This was the development of the country's
resources by extension of its frontiers and assistance to
private enterprise, Freedom from other burdens and responsibili-
ties, partly as a result of the orthodox laissez-faire policy
of governments in other activities, and partly as a result of
the young structure of the country and of the general

prosperity accompanying the 1896 to 1913 expansion, put the
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governments in a financial position to pursue this policy
aggressively, Although this fiscal policy was related to

such national economic policies as western settlement, railway
construction, and tariff, Professor Bates finds a notable

lack of co-ordination between the governments concerned, and
points out that the combined actions of ten independently
operating governments was not likely to be a well integrated
programme, or the most appropriate one for the economy;

Over expansion was likely, and occurred in some fields, and
neglect in others. The rapid expansion of the period, however,
obscured the bad effects of non-coordination of capital
programmes, tax systems, and current expenditures,

The War saddled the Dominion with a heavy debt and
heavy railway obligations, and by marking the end to further
frontier expansion (with a few exceptions), ushered in a
period of economic readjustment and social philosophy change
which had important implications for fiscal policy, Provineial
governments were not initially as hampered by debt in the
post-war period, and were to some extent able to step into the
gap left by the Dominion and pursue intensive developmental
policies., In the thirties, however, the cumulative effect on
their debts of their taxation policies end capital programmes
in the twenties, and of their depression burdens,‘handicapped
positive policie s,

Throughout the post-war period, when ad justment had
to be made to basically changing economic conditions and trends,
and when the proportion of the national income which passed
through govemments' hands mounted to unprecedented levels,
the need for a cuherent fiscal policy increased greatly,
Co-ordination of government investments, taxes, and expenditures,
and integration with tariff, transport, monetary and other
economic policies were necessary to minimize the cost of
government on industry and to maximize its efficiency. The new

importance of public finance operations and fiscal policy was
{
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not recognized; even in recent years, when one-third of the‘
national income is directly redistributed by governments
fiscal policy has been considered as something determined by
prevailing economic conditions rather than as a governing
factor in itself,
As a result of this traditional attitude, of the
accumulated debt burdening all layers of government and of
the economic outlook, Cgnadian governments are now faced with
two major problems, One is the'dilemma which must be faced
in the next depression. Then, (particularly in view of the
present inability of governments to balance bﬁdgets even in
"normal recovery" years) reliance on a negative policy as in the
last depression will probably result in deficits, cuts in ex-
penditure, increases in taxation, further unemployment , larger
deficits, and increasing debt, On the other hand, an attempt at a
positive policy of increasing expenditures and reducing taxation
will also increase debt, As in the past, but on an ever increas-
ing scale, lack of co-ordination between governments' fiscal
policies will aggravate the cyclical swings, and prevent any
constructive use of the powerful weapon of public finance action,
This leads to consideration of the second major
problem peculiar to federal organization, which is whether a
compromise can be found to preserve local autonomy and
provincial rights without completely hamstringing effective
fiscal action and involving costs and waste which the
Canadian economy can no longer afford, There are many related
problems, made more complex by the federal structure, such as
the policy which should be adopted for the chronically 'needy!
regions, Of basic importance, Professor Bates suggests, is
the economic outlook, and the need for policies appropriate
to the altered economic circumstances, and to the political

and social structure which exist in Canada today. Thrdughout
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he emphasizes the need for an integrated fiscal system and
coherent policy for effective action, and the disabilities
which will result if it is lacking.

Following a brief introduction which discusses
some general considerations of Csnadian public finance
development, Professor Bates reviews seriatim the financial

history of the Dominion and provincial governments,
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Financial History of Canadian Governments

Introductory Sumary

At the beginning ~f this study on the fiscal policy
and financial position of Canadien governments it might be
helpful tc single zut some of the factors that have dominated
the history of Canadian public finance, and tc note their
relevance to presenv-day budgetary problems.

1. Character of Cenada's Financial History

Contrast between pre-war and poest-war fiscal policy in Canada

The Great Wer stands out as the major turning-point
in Canada's financial history. Before that time the fiscal
policy of the Dominion government, as disclosed by the nature
and extent of its expenditures and tax methods, was directed
in a pesitive way at one central purpose, namely,the extensive
expansion of the Canadian economy. Since the War, however,
for reasons tc be given later, the Dominion government has
taken a more negative attitude towards fiscal policy: fiscal
action came to be something dictated to the Dominion by the
economic and financial characteristics of the post-war period.
The provincial governments, from the War to 1930, tended to
follew up the pre-war Dominion policy of using public finance
as an active means of economic expansion, but they too, after
1930, have considered it expedient to take a passive attitude
towards public finance. In short, it might be said that
Canadian governments as a whole were traditionally ccmmitted
to the active pursuit of econ-mic development through public
finance, but that since the War, and especially since 1930,
they have passively accepted the public finance position as it
has been determined for them by the econcmic exigencies of the
time .

It is necessary to expand this summary statement, and

to examine its implications.
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Nature of pre-war fiscal relations between Dominion and
provincial governments.

From Confederation up to the Great War the dominant
purpose of Dominion fiscal policy was to develop the resources
of the country by extension of the "frontiers" and by assistance
to private enterprise. This end was pursued more vigorously
at some times than at others as succeeding parties in power
found expedient opportunities and means, but the aim remained
fairly constant., The policy took the form of pushing settle-
ment, supplying an all-Ceanadian transportation system, and
encouraging homs production by tariffs and other means. In
Canada, as elsewhere, the pre-war concept of good government
was the minimum of govermment, but in Canada the minimum was
a very different thing from that in older cocuntries. From
Confederation Canada's “ainimum" included positive governmental
action to stimulate settlement and private enterprise.

But while the Dominion govermnment, in its relations
with private enterprise, thus generally adopted a positive
attitude towards development, it did not, in its relations
with the provincial grvernments, adhere so positively to the
same principle. The pr-vinces were not then regarded as agents

directly concerned with the stimulating of econcmic development.

(1) The methods by which Cenadian governments (Dominion and
provincial) have encouraged private enterprise at one time or
another are many. Some may be enumerated: (a) Direct subsidies
to industries, (b) Tariffs, (c¢) Building of railways and
subsidies to transport, (&) Alienation of natural resnurces,
(e) Moncpoly licences, or special privileges, (f) Direct loans
or cheap credit, (g) Relief of some enterprises from special
imposts laid on others that compete with them, {(h) Collateral
aid to certain industries; e. g. to the coal, steel and railway
equipment industries by railway construction; to the automobile
industry by road building; to the construction industry by
housing lcans, (i) Government orders.

The exten$ to which many private enterprises have always
been dependent on government intervention has not been incon-
siderable in Canada.
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Before the War discussions of Dominion-provincial relations
were concerned more with the size of the Dominion subsidy to
the provinces than with their mutual concern over economic
development . Thevsubsidy question was not, of course,
unconnected with the question of economic expansion, because,
as the provinces undertook greater respconsibilities and served
growing populations, they required larger revenues. But the
statutory subsidy from the Dominion government was not
flexible, and as provincial expenditures increased, the subsidy
became a constaantly diminishing prcportion of the provincial
revenue requirements. In 1870 the subsidy had provided 60%
of the total provincial revenues: by 1890 the proportion had
fallen to about 35%: by 1920 it was less than 15%, and by
1930 less than 10%. Faced with an almost static grant from
the Dominion government, and with expanding expenditure needs,
the provinces sought, sometimes singly and sometimes collec-
tively, readjustments of the subsidy arrangements. And the
Dominion government did make revisicns of the stvbsidy at
various times, sometimes to single provinces and sometimes to
the provinces as a whole. In this indirect way, the Dominion
still adhered to its policy of na%ional econcmic development,
for the subsidy revisions were made to remove political
disputes that might, among other things, have impaired economic
progress, and they were alsc made to counteract what seemed tao
be a comparative weakness in the financial status of some
province. But, it is important to nonte, the statutory subsidies
to the provinces have not increased significantly since
Confederation. The Dominion's realization that financial
concessions to the provinces might be made at too great a price,
and that they could be made only when the Dominion had ample
revenues of its own, reduced the potential variability of the
'statutory subsidies. Indeed it was not until 1930 that Dominion
grants tc the provinces began to rise with any significance,

firstly in the expansion of conditional grants, like those for
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0ld age pensions, and secondly, in the increased assistance to
the provinces to meet the special problem of relief in the
depression years. These latter relief grants alone have
exceeded any previous inter-governmental transfers‘in Canada.
Accordingly, while Dominion-provincial discussions on the
subsidy question have been relatively important in Canada's
political history since 1867, the actual amouﬁts of revenue
involved did not change significantly in Canada's financial
history until after 1930.

Lack of co-ordination of fiscal actions in Canada before
the War

While the pre-war discussions on Dominion-provincial
relations emphasized the subsidy question, a more fundamental
relationship between the governments was implicit, because
both the Dominion and the provincial governments were
directly interested in the problem of econemic expansion. The
provinces, as well as the Dominion, were involved in aids to
railways. And the provinces' concern with economic development
required them t¢ make expenditures on colonization, to provide
the equipment of settlement (government, justice, roads, schools,
hospitals), and to stimulate the utilization of their provincial
resources by other methods. These expenditures of the provinces
(including their‘municipalifies) rose very rapidly in the
pre-war boom pericd (1896-1912). But since there was no
conscious or explicit recognition of their mutual concern in
the matter of economic progress, the Dominion and the several
provinces, each within its own sphere, pursued their ocwn
particular developmental policy without much reference to the
policies being followed by other Canadian governments.

There was danger, which now seems obvicus, in this
lack of co-ordination. The danger arose not only from the
fact that the Dominion and the provinecial governments divided
jurisdiction on certain matters (e.g. agriculture, etc.), and

that therefore some areas in the field of their mutual concern
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might receive overlapping attentions while other areas suffered
some neglect. That danger has always been present under
divided rule, but it was dwarfed by the more important economic
problem of federalism in a growing country - the fact that the
combined result of the economic aims of ten independently
operating governments might not be the one at which a well-
integreted national economic prcgramme would aim. There was
the danger that each government, especially when it subseribed
to the Gladstonian lesson that the budget was a means of
civilization and progress, would regard these ends from a
local, and not from a national, standpoint, that it wculd
extend its institutional equipment (schools, hospitals; publie
buildings, works, etec.) according to its ewn hepes concerning
the future of its territories, that it would engage in capital
works, government enterprises, and aids to local industries in
order to hasten its economic expansion or te try to keep up
with the pace of expansion being established in other regions
of the country. In short, the lack of co-ordination in fiscal
policies and their pre-occupatien with loeal rather than
national economic development, were likely to exert varying
pressures on the distribution of settlement and industries
throughout the country. Sometimes these pressures exerted by
fiscal actiens would reinforce the pressures being exerted by
natural facters, like the distribution of natural resources, and
would thereby intensify the "pull" of that locality on certain
industries, and sometimes these local fiscal pressures would
strengthen the pewer being exerted by national policies, like
the tariff, and would thereby help te speed up develcpment in
the particular area. But eccasionally local fiscal encouragement
applied a pressure oppsesite to thcse being exerted by natural
forces and by Dominion national policies, and thereby helped to
maintain or even encourage local industries which would otherwise
have proved to be uneconomic. Since provinees ocould not

encourage local economic expansion by erecting tariffs around
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their local economies, they were likely toc try to reach the

same end by more direct forms of industrial encouragement,

and this, in turn, was likely to reflect itself later in their

debt structures. And since their fiscal actions were not
integrated, there might result over-expansion of certain

equipment, e.g. in railways. And since fiscal actions were

aimed at securing the maximum local expansion, there was little
chance that the ultimate distribution of industries and

settlement would te the most econcmic from the national standpoint.
Indeed the fiscal actions of the several governments were more
likely to further the ecenomic regionalism which nature seems

to have decreed forACanada when selecting her geography.

But these dangers do not seem to have been considered
in the pre-war period. Questions of racial and regional
particularism had, it must be recalled, come to the surface
during the depression in the 80's and early 90's, but the
emergence of the world trade bococm after 1896 ccmmunicated so
great an economic stimulus to Canada that these questions
repidly gave place to the new confidence that the 20th Century
- belonged to Canada. And during the boom (1896-1915), the
Canadian economy was expanding so rapidly that in financial
matters the projects of most of the governmeﬁts seemed quickly
te justify themselves, and the need for securing efficient
co-ordination of the capital works of the different governments,
and of their tax systems and current expenditures, was never
very obviocus. In the post-war period, however, when new
frontier expansion was confined to only a few wheat and mining
territories, and when €anada's econcmie vulnerability in
.depending on a limited number of great exports became insreasingly
evident, it became also apparent that the pre-war unco-ordinated
econcmic poliey had in itself resulted in two significant
difficulties. -On the cne side, the volume of transport equipﬁsnt
that had been provided in the pre-~war beem became in itself a

problem. On the other, the great extension ¢f frontiers that
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had been made, and that enclosed the areas specialized to
yield the great experts, were economically sensitivé to the
vagaries of international trade which in itself began to exhibit
new instabllities. A question now began to arise¢: whether the
extensive development of the country hed been pushed to the
neglect'of intensive developnent, whether the economic actions
of the independently operating governments had been directed
too much at frontier expansion, and tco little towards making
the best use of already developed resources, too little towards
the encouragement of industrial innovations and adaptations,
towards the search for new commodities or new products that
might be derived from the natural resources, towards the
stimulation of new or more efficient procésses of production.

New significance of uniform, fiscal policy for post-war
problems

The post-war economic conditions called for government
economic poliecies at least as positive as those of the pre-war
reriod. But further frontier expansion (and the provision of
the equipment of settlement and communication by governments)
could no longer be looked to as solvent to all economic
difficulties. The rate of economic progress was slowing down,
although the oénsequent changes in the structure of the Cesnadian
economy were difficult to disentangle from the short-period
disturbances that arose out of the post-war internatiocnal trade
position, Ideally what was wanted was a national_pol;oy which
would overcome, or at least mitigate, the observed weaknesses of
the Cenadian eeconomy; and which, to that eng, would use in a
so-ordinated way all the finaneial powers and instruments of
the various governments. But in fact no such integrated
national economic policy was forthcoming.

The difficulty of formulqting an appropriate policy
arose, first, out of the somplex nature of the economie problems

that confronted the country and the egnsequent lack of precise

ideas about the objeotive and the teohnique of attaining it;
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and secondly, because of debts, on a scale unknown and unimagined
before 1914, which have hampered Dominion action ever since the
War, and provincial action especially aince 1930. Some attention
should be given to each of these difficulties that confronted
Canadian governments as a whole.

Dominion fiscal action since the War

So far as the Dominion government was concerned, both
difficulties were present, At the conclusion of the War, its debt
had risen from $521 million in 1913 %0 $3,520 million in 1921, the
- War and the railways having been the main contributors to the
change. As a result, its current budget had a large uncontrollable
sector of expenditures after the War. Net debt charges, pen-
sions, and transport subsidies had formed 38% of the pre-war
budget, but after the War the proportion was nearer 65%, and 1t
increased in the depression after 1929. The new level of the
Dominion’'s commitments, and the large proportion of necessary
expenditures in the ordinary budget, reduced the Dominion's desire
to make new expenditures: the tendency was rather to await buoyant
economic conditions that would increase revenues and help %o

reduce the debt, as happened in 1926-8. Consequently, the
Dominion's concern with national equipment involved mainly the
rehabilitation of the railways it had taken over and the rounding
out of the pre-war programme - in itself a very substantial under-
taking. Contributing also to the unwillingness to indiilge in new
works was the recognition that the economy probably required 1iftle
more extensive equipment. That had been the principal means |
adopted before the War to encourage national and regional develop-
ment. But after the War, further extensive expansion did not
appear to be appropriate; intensive development of industry within
Canada seemed more desirable. The post-war economic conditions and
the changing nature of international trade called for some
readjustment in the Canadian economy, not so much in the direction
of further extension of frontiers and exploitation of resources, as
in the search for methods of increasing the utilization of already

developed resources, the search for methods of deriving new
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commodities and new qualities of precducts, the search for more
intensive manufacturing methods to be applied to Canada's raw
materials. But this post-war problem called for a clear-cut,
coherent national economic pclicy. And that was difficult tc

provide because public opinion had no precise views about either

the end or the means. Canadian governments had never tried t-
integrate their investments, their current expenditures and taxes,

as a means of reaching a national objective, nnr had they ever
attempted to welate any such fiscal acticn te tarirf, transport and
ﬁonetary policies in order %o provide a coherent naticral eccnomie
policy. DPublic opinion iaterpreted national {(economic) policy as
tariff policy, while the other elements, and their inter-relations,
were not considered. Since public opinion was inert, it is not
surprising that the Dominion's economic policy, in face of the new
problems, wes a negative one in the post-war pericd. The Dominion
felt it mecessary to be cautious about adopting even a dynamic fiscal
policy because it was already committed to a high level of necessary
expenditures. In ithese conditions, the Dominion tended tc wait for a
boom in external trade, because that would raise the Canadisn national
income, wculd encourage the scrt of intensive development that was
necessary, would add to the revenues and tend to reduce the debt
burden in the Dominion budget. Unfortunately, in the post-war
period, the number of becoms in internatisnal trade has been dis—.
appointingly small; and the present position of international trade
does little to encourage the belief that the trade pesition of the

next few years will be greatly improved.
Provincial fiscal actions since the War

So far as the provinces were concerned, the developments of
the post-war period raised their debts and their current expenditures.
On the one side, the change in opinion on social questions, coupled
with the change in the rate of econemic progress, involved the pro-
vincial governments in new welfare expenditures. Even if the economic
position remained fairly satisfactory, the gradual social stratifi-

cation of Canada,and the example of growing social services in other
countries,were in themselves likely to lead to new levels of social

service in the future. Welfare and similar services are in their
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infancy in Canada.But if the economic position were disturbed,the

provinces were likely to @ncounter a sudden increase in their
relief and welfare costs. If the depression were a large one,
this would affect not only the current expenditures of the
provinces, but alsa their debt structure, as happened from

1929 cnwards. The provincial debt picture was coloured also

by ansther circumstance. All the provinces, in greater}or less
degree, were affected by the change in the long term rate of
economic progress in the post-war period. In enly a few areas
was further frontier expansion possible: in nost provinces

some need was felt for encouragement to local industry, for
further intensive development; and this tended to become a
provincial problem. In c¢ontrast to the Dominion's negative
attitude towards development, the provinces, because of the
constitutional distribution of powers, and because of their
clese contact with local resources and local needs, felt it
necéssary to expand investments that seemed likely to strenscthen
their economic position. Between 1920 and 1930 provincial debt
was doubled, some 44% of the increase going to highways, 25%
to utilities, 12% to public works, about 10% to advances to
local industries (from which little interest was received), and
the remainder to miscellaneous purpcses, including deficits

on current account. During this period therefore, the

econcmic aims of the provinces tended to be more positive

than those of the Dominion: but there was still little or no
co-ordination of effort between the provinces. Indeed fhere

' is some evidence of inter-provincial competition for both new
and old industries during this period. Attempts were made to
expand lccal road transport, power and other undertakings,
(notoriously in the case of pulp mills), without much regard
for the effects of these actions »n the country's existent equip-
ment in transport, coal and other affected industries. Such
inter-provincial competiticn was net without advantages, but

some consideraticns suggest that these advantages were subject
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to qualification. In Canada, with its economic regicns and
its regicnal loyalties, the competition of industrial
innovations, whether due to public or private investment in
some area, do not always drive older and less efficient
industries out of business: it ocften leads to demands for
government support of the industries that are adversely
- affected by the new developments, and thereby induces the
governmment in the affected area to try to maintain its local
industry or to call for help from the Dominion government in
the form of a direct industrial subsidy, or alteration of
the freight charges in the affected commodities, or an
increased subsidy te the provincial govermment sc¢ that it may
directly suppert the area affected by the new developments
elsewhere. In this way, technical progress in one industry
or region dves not always represent a net economic gain to the
country as a whole. Before the gain can be calculated, it is
necessary to ask whether the technical change in some regicn
has provoked new gbvernment support of some competitive
industry or region, and whether the governmental acticn is
thereby hindering the occupational, industrial or regional
read justments necessitated by the initial technical change.
In another way also the inter-provincial competition created
some disadvantages. In their labour legislation the provinces
revealed some unwillingness to make advanced legislation lest
that might penalize the industrial prcspects of the province.
In the welfare services as a whele, the lack of cc-ordination
was very marked. There was little recognition that the
several provincial peclicies in matters of public health,
welfare and labour legislation were each phases of the general
problem of poverty which in turn, depended on national more
than on local econcmic conditions. The form of administration,
and the consequent lack of co-crdinetion were leading to

dangerous policies.
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Fiscal Actiogs of all Cenadian gevernments in the de-
pression after 1929

After 1929, the need for industrial encouragement
and for a coherent national economic policy was greater than
before, especially in those areas dependent mainly on external
trade, but most prsvinces then considered it necessary to
raise their taxes, to curtail their capital and even current
expenditures, and to devote most of their new borrowings and
revenues to direct relief and to certain types of welfare
expenditure.

In the depression the Dominien also had to devote
large sums to relief financing and to special "depression"
cxpenditures. And so, after 1929, Canadian budgets, which
had always to some extent been instruments for stimulating at
least local economic development, became largely instruments
for transferring income t» rentiersZ)and to those requiring
relief. On the expenditure side, the great curtailment of
new capital works, the failure to maintain existent equipment,
the reduction in current expenditures on health, education,
public domain and highways, and the increased charges for
debt and relief, all reflected the passive role of government
expenditures in face of the depression. On the taxation side,
the increases in tax rates, almost regardless of the effects
of this action on depressed private enterprise, and almost
regardless of the equity or justice of the tax system as &
whole, also reflected the negative attitude towards economiec
development. Thcre was little or no co-ordination of Dominion
and provincial revenues and expenditures, no general, uniform

fiscal policy.

(2) The attempt of the Dominion govermment to lower interest
rates after 1932 was aimed at redueing the burden of the
transfer to rentiers.
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Yot since these budgets began t< abs-rb cne quarter
of the national income (or more than a third if municipal
govermments are included), they were presumably affecting
private enterprise. But there was nc conscious fiscal poliecy
that aimed at prcducing the most desirable (or the least
undesirable) group >f effects. Fiscal action was still
"gccidental', not viewed as a whole, nor in relation to monetary,
transpert, and tariff policies. Indeed in the "timing" of
their fiscal actions, the different Cenadian governments tended
tc aggravate rather than smooth the disturbances imposed sn
the Canadian econ»my by the movements in external trade. When
external trade was prosperous; and the Cenadian national income
rose, most governments tended to‘lower tax rates and to
increase capital expenditures, thereby giving an extra impetus
to the boom that was in prcgress(1925-8). With the depression
and the decline in external trade, the governments increased
their taxatisn, cut capital works, and added t¢ the f~rces
creating depression. Since the fiscal actions of the
different governments were n.t CO¥ord1nated, either with each
other, or with other government economic policies, fiscal
policy was not envisaged as an instrument of control cver
economic conditions. Each government regarded its fiscal
actigdn as scmething determined for it by the economic ccnditisns
of the time.

The most skilfully unified fiscal policy on the part

of the Cenadicn gcovernments, can not, of course, prevent such

depressicns as that after 1929, but it might do much to

mitigate their severity. Fiscal acticn is now significant in

the Canadian econemy, and if it is treated as a policy it
becomes an additicnal instrument of c:ntrol, to be used along
with the other policies. Since fiscal action was regarded as
an accident, and not as a policy, we cannot presume that the
deficit financing of the past years ($1.8 billi~n between

1929 and 1936) was direated at the objects most likely to
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stimulate recovery. Canadian governments as a whole, it has
been already shown, are spending one-third of the national
income. This sum, if directed by ene supreme authority, er
by co-ordinated fiscal actions on the part of all governments,
would represent a great power for influencing the mo&ements
of the national income. But since it is spent by different
authorities, with local as well as national aims, and with
the presumpticn that their fiscal actiens are decreed feor them,
the power of this sum to influence the course of the national
economy is greatly reduced. Nor can we presume that the
deficit financing of the depression years even remotely
harmonized with the various.government sconomic policies
(tariff, monetary, etc.)

It should not be implied that the failure to-devise
a fiscal policy on a national scale necessarily-indicated a
lack of statesmenship. The absence of a national fiscal
policy may indicate rather that regional divergences in Canada
are very real, and that accordingly people are willing to pay
a high price for having ten governments, each independently
trying to pursue what appearsto be its own ends.

It would be an error of analysis te underestimate the
importance of regional divergences in Canada, the different
regional economic interests, the racial,religious, historical
and philosophical cleavages. But these divergences are not
constant, and they are apt to find new expression and new
emphasis in times of econemic difficulty. The first great
depression in the 80's and early 90's brought them te the
surfacé?)but they were submerged in the subsequent beem from
1896 to 1913. The second great depressinn after 1929 fostered
a recrudescence of the regional movement in Cenada, as it did
the nationalist movement in many countries. At present,

however, it would be optimistic to hope that an external trade

(3) See G. Smith "Canada and the Canadian Question", 1891
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boom was around the corner to resolve regional divergences,
as happened before. On this occasion, the economic progress
neceséary to reduce the divergences may require some concerted
effort within Canada itself, in the formulation of a national
economic programme. In reaching this end, it may still be
possible, however, for people to have thé satisfaction of
possessing ten governments to which they can attach their
various loyalties without the country having to forego the
important weapon of unified fiscal control, a weapon that
promises to become increasingly necessary in the future as
Canadian governments as a whole have to try to achleve a
balance between social rrogress end reform on the one hand,
and encouragement to private enterprise on the other.

As a result of Canada's financial history, by 1936
about 25% of both Dominion and prqvincial expenditures went
to charges on the deadweight (i.e., non-self-supporting) debt.
Apart from the factors which tend to increase the debt steadily,
the interest burden tends to remain high for two reasons:
(1) Conversion to lower rates is not easy since so large a part
of the debt is not callable in Canada, about 44% being callable
elsewhere; 12% is callable in any of three centres, and the
remainder in one or two centres. (2) The bulk of the debt
carries interest between 4% and 5%. Although precise information
is lacking, it is open to doubt whether even the Dominion has
succeeded in borrowing at a lower average rate on bonds than
private industry has through common share financing. Furthermorp,
the government debt represents the costs of war, settlement,
communications and utilities, as well as the costs of aiding
private enterprise and of conducting undertakings which pfivate
enterprise considered too risky: as such the government debt
service has to be met mainly from taxation, and since the
government debt contains within it no automatic adjustment to
the varying fortunes of the economy, it becomes particularly

burdensome in times of depression. As distinct from this
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question, there is also another. ZExperience indicates that
the volume of public debt is likely to ccntinue its growth,
perhaps sufficiently so as to make the propcrtion of pubiic
to private investment increase. If this should happen, the
real costs of the debt would prove more, or less, burdensome
according as the increase in public investment was, or was not,
bidding away capital from privete enterprise. This is another
reason why, with the present public debt level and more
especially if that level rises, public investment should be
"timed" so as not to conflict but rather to move inversely to
the ups and downs of privete investment.

If the proportion of public to private investment
increases steadily, and if that public investment is not
nationally co-ordinated to secure maximum efficieney in its
use and is not "timed" to compensate for fluctuations in
private investment, then the consequent growth in the proportien
of fixed interest to equity debt and the periodic bidding away
of capital from private enterprise, might render it increasingly
difficult for government debt to preserve its gilt-edge
character. In other words, if Canadian governments continue
their post-war policy of having their fiscal position (and
therefore their debt growth) dictated to them by the fluctuatiens
that external trade conditions impart to the economy, it will
be necessary for them to make a determined effort to strengthen
the sinking fund position, perhaps by building large funds in
times of boom, as an alternative tc pericdic downward revisions
of the interest rate (or to its counterpart of moderate

inflation).

2. Present Budgetary Position and Future Prospects

Unique view\of public finance by business at present

There is no Canadian historical parallel to the
present budgetary position, or to the position in which private

enterprise finds itself in relation to public finance. At the
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conclusion of the War, the sudden increase in the fiscal burden
represented a major problem, but expectations were that the
"natural®” rise in productivity, and an increase in population,
would lower the war debt burden just as England had recovered
from the effects of the Napoleonic War debt. And in Canada,
the boom that began after 1924 seemed to indicate the
beginning of the fulfilment of these expectatiomns. The
depression after 1929 was a setback, but, it was hoped, of
merely a temporary nature., It was only during the recovery
from 1933 onwards that increasing realization of the new
situation became widespread, The persistence of deficits up
to 1936, the changed nature of imnternational trade, the
recognition that depressions as well as wars now add greatly
to the debt burden, the tendency for tax rates to increase
rather than to decrease in the recovery years, all served to
bring home the fact that high taxation is likely to become

the normal condition in Canada. While it would be unwise to
read too much into any sudden change of business men's
expectations, it would be equally unwise to neglect the basis
on which these new expectations have been founded. In 1936,
which was an advanced year of recovery, the national income
was still some 30% below the 1929 level. But meanwhile the
gross funded debt of the Dominion and the provinces had risen
by over 3%6%, from $4.4 billion to $6.0 billion, the revenues
raised had increased by 8%, many of the necessary capital
expenditures of the governments that had been postponed in the
depression had not yet been renewed, and the stubborn relief
costs were not proving readily reducible., While the drought
had been an important factor preventing recovery and adding

to government charges, the changed nature of international
trade was such as to suggest that a sound and lasting recovery
in export trade would not be easy to achieve, And if there
were any slump in England after the cessation of the armament

programme, Canada's export position might be further disturbed.
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Even now (August 1938) it seems unlikely that the
1938 national income (in terms of dollars) will rise above
that of 1957; and the 1937 level was only midway between that
ofathe depression botiom (1933) and the previous peak (1929).
In view of these conditions, there is strong evidence that
expectations of fairly high texation in the future are well

founded.

Need to envisage future budgetary problem

It might be felt that any reference to future
Canadian budgets should be deferred until some of the more
pressing and immediate economic problems have become less
acute, or at least until the economic situation that is likely
to confront this country in the future is more clearly defiﬁ;d
than it now is. But it is not impossible that the gquestions
of financial policy which will arise in the next few years will
be at least as difficult as those that are present now, and so
there may be some value in trying to foresee the future
budgetary problem. Furthermore, any solution that is offered
for the immediate fiscal and financial problems must imply some
assumptions or pre-suppositions about the long-distance outlook,
so that even the discussion of the present-day position requires
that some attention be given to the probable future position.

Any inquiry into the probable future position has to
be made in the light of the financial history of Canada in the
years of economic recovery after 1933. The forces affecting,
the financial position were such in these years that the
Dominion and the provincial governments increased their
outstanding debts by'$6lé million: their combined current deficit
in 1936, an advanced *recovery" year, was still above $73
million despite a 44% rise in revenues between 1933 and 1936:
memy expenditures (both capital and current) that had been
postponed in the depression, had not been renewed by 1936, Even
in the year 1937, which was more prosperous than 1936, there was

only a little closer approach to budgetary balance,
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If the economic position that existed in 1937 were
maintained for some years, and if the expenditures kept near
their present levels, it might be expected that taxable
capacity would increase somewhat, as people become adjusted
tc the idea of higher taxation. In these conditions there
might be some small surplus available for capital works, or
perhaps even for debt redemption: and if Canadian governments
increased their efficiency in expenditure and in revenue
raising, the surplus might be 1arger. But Canada's financial
history suggests that certain strong resistances will have to
be overcome before.the governments will co-ordinate expenditures
and taxes in order te improve their efficiency, and that
equally strong resistances will have to be overcome before any
surpluses that happen to emerge will be used for debt
redemption. But given a maintenance of the 1937 conditions,
and no tax remissions (although possibly tex readjustments), a
ﬁosition approaching balanced budgets would emerge, with little
surplus available for capital expenditures or new services.
- It would be an equilibrium that would appeal to the tight-repe
artist. |

Probable future growth of government expenditures

But the above result presumes that there will be no
change in expenditures in the next few years, and no significant
change in the country's productivity.

It is likely, however, that certain expenditures will
tend to rise in the near future. Whether their rise will be
counterbalanced by declines in other expenditures is a matter
for conjecture.

It is clear that some expenditures that were reduced
or postponed during the depression years,'have not yet been
renewed. On capital account it is to be expected that
expenditures on certein public works, including highways in
some provinces, will increase in the future and that a sub-

stantial amount of deferred depreciation will have to be made good.
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In current account, especially in some regions, expenditures on
highways, health, education end domain, are still below their
former levels, and it is likely that increased attention to
natural resources, both human and physical, will require at least
the restoration of expenditure on all these items. In addition,
for the country as a whnle, it is likely that the growing demands
for sccial insurance, particularly for unemployment and for sick-
ness, will tend to prcvide a new upthrust to the expenditure
level. Ageain, the state of international confidence suggests
that Dominicn expenditures on defence may be subject to forces
that call for an increase. Also, it is not inconceivable that
the steady growth of road competition with the railways,
especially in some regions, may affect the level of Dominicn
expenditures on transport. Furthermore, if it should prove to
be true that Canada has some redundant capacity in certain of her
great export trades, +this also would affect the level of
Dominion and provincial expenditures, probably cn both current
and capital account. If the governments met any such situation
with their previous policies in this regard, the new expen-
ditures would show themselves as maintenance expenditures
(perticularly relief), but if they attempted the more pcsitive
(and more difficult) pclicy of industrial and regional
transference, the transition would again cause an upthrust
to expenditures, prcbebly of greater magnitude in this case
as attempts were made to encourage more intensive economic
develcpment as compensation fer the decline in export trade.
The latter policy, although causing greater expenditures in
the short run, would however provide some positive stimulus to
the growth of national income (e.g. by enceuragement to the
furthef working-up of natural resources, etc.) and would tend
to be mere economic than the mere maintenance of those men
and resources that seem to be suffering from more than a

tempcrary uhemployment.
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"Econonies" in gevernnent expenditure

Such increases in expenditure as mnay be expected in
the early future, nmay be conpensated by declines in other
expenditures so that in fact total expenditure would remain
near its present level. And several possibilities exist for
securing reductions in certain expenditures. It is not
impossible to envisage each Cénadian governnent naking efforts
towards econemy, such as have been made in the United Kingdenm
on two occasions since the War. It is true that in the United
Kingdom these efforts proved to be little more than a temporary
check to the steady growth of expenditure. But in Canada it
may be presumed that a determined effort by sach government
to maximize the efficiency of its services would lead to not
insignificant economies in expenditure. If the gevernment of
the United Kingdom, which has seme reputation for efficiency
of administration, still considered it worth-while to "take
up the slack" on two occasicns since the War, it may be
presumed that Canadian governments could secure scme reductions
in expenditures by similar methods. In some Canadian
governments, the lack of any efficient method of budgetary
control would in itself suggest that possible econcmies are
availeble. As distinct from this, it is possible that some
economy in government expenditure as a whole, some increase in
the efficiency of total govermment expenditures, may be effected
by a new co-ordination of services as between Dominicn, pro-
vineial and.municipal governments. If individual or collective
governmental efforts at increasing gevernment efficiency were
made in the next few years, they might suffice to cdunterbalance
many of the likely increases in expenditure that were enumerated
above, Of course, if international trade were to become more
profitabie in the next few years, one might hepe for such a
reduction in relief and other "depression" expenditures that

total expenditures might even be reduced, for a while at least,



-2 -
even if the new expenditures contemplated above were made. But
any such hope has to be tempered with the knowledge that relief
costs proved highly intractable in the recovery years after
1933: and it is well to remember that even with inproved
international trade, many rehabilitation expenditures on
equipment and on people may prove to be necessary. ZEven given
a rise in the national income, scme regions niay ccantinue to
show evidences of distress, and their need for social services
and rehabilitation services may be great. In short, an
increase in international trade ray not yield as great a
reduction in the so-called "depression" expenditures as is
suggested at first sight, although any improvement in trade
would provide scme relief to budgets.

Future budgets and future egconorniic position.

It is clear thet Canada's future econonic position
would be greatly affected by an outbreak of any European war.
If Canada were not amcng the belligerent nations, a war would
Probably affect an irmmense improvenent in her economic and
fiscal position (including a reduction of externsl debt). If
Canada were outside the fringe of the actual combat, she would
likely make the same sort of gains as accrued to the United
States in the early part of the Great War, and as accrued to
the United Kingdom in the early part of the Napoleonie wars.
Cenada's economy, and its financial institutions, are fitted teo
precvide many of the sinews of war to the coﬁbatants. 15
Canada were numbered ameng the belligerents, the effoat of a
War on her long-term econcmic and financial position is
impossible t8 envisage.

Apart from the case of war, the future budgeﬁary
position will be greatly dopendent on the future state of
international trade, and rarticularly so if Canadian governments
do not integrate their fisoal Pclicies and add them to the

armoury of economic weapons to be used ta fend off the cnslaughts
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that changes in international trade make on the level of
Canadian incomes. If internatienal trade suffered fewer
restrictions in the early future, some significant increase
in the national income might be hoped for. But at present,
politics and economics are appearing to become inseparable in
more and more countries, and international trade shows little
evidence of enjoying increasing freedom in the world as a
whole, 'Indeed the evidence is mainly to the contrary, and
the growth of new devices of trade management is already
beginning to make the old techniques of tariff adjustment and
commercial treaties appear ts be rather immature methcds of
affecting the flow of trade. If these devices extend in
operatien, the effects cn Canada may be far-reaching. But if
International trade suffers no mcre restrictions in the next
few years than it now does, Canadian governments still have
two distinct sets of problems ccnfronting them, one concerning
the shifts that have already occurred in Canada's trade position
and which have created more than tempecrary distress in some
regions, and one concerning the problems that would arise in
the event of an early recurrence of depressicn. These
difficulties seem to resolve themselves into two dilemmas. One
arises in this way. At present, Canadian governments try, so
far as they can, to support needy regions. While this course
is economically justifiable if the industries or regions are
suffering only temporary difficulty, it is less economically
Justifiable if they are suffering from a decline in resources
or a permanent loss of markets. For such conditions wisdom
dictates not mere maintenance, but the.difficult process of
gradual.industrial and population transfer. 1In so far as this
problem is not faced, a future depression would further
complicate the matter, and add to the number of uneconomic

positiens that would have tc be maintained.
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If a trade recession should occur in the next few
years, Canadian governments will face a further dilemma. If
they act in a negative way, as in the previcus depression,
there will be deficits, cuts in expenditures, increases in
taxatisn, further unemployment, and further deficits. The
downward spiral will be encohruraged by the gcvernments' budget-
balancing efforts, and their actions will again tend to
increase unemployment, add to> relief costs and tc debts, and
tc smaller chances of balance: If on the ¢ther hand, the
governments try to pursue a more positive policy, maintaining
or even expanding capital expenditures, refusing to increase
tax rates despite declines in revenues, they will again
encounter debt increases, prchbably even on a still greater
scale, for a while at least.

Either the negative or the positive policy will
result in debt increases. The success of the positive attitude
in alleviating the severity of depressions when they occur
would depend on the proper co-ordination of fiscal action as a
whele, and on the integration of this policy with foreign
exchange, banking, and tariff policy. In view of the lack of
fiscal co-ordination between governments at present, in view
of.the failure of their remedial pnlicies to differentiate |
between permanently and temporarily distressed areas, in view
of the fact that CanadianNgovernments have never in the past
made encugh out of the trade booms (either by way of debt
redemption or by the building up of extra-budgetary funds) to
assist their financing in the subsequent depressions, and in
view of the unbalanced budgets of the advanced recovery years
(1936-7) some people may feel uneasy about the probable
sucecess of any positive pelicies.

In the more remecte future, the budgetary position may
be of considerable significance in this econcmy, as in others.

In the future, demands for social progress and reform are
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likely to increase, and budgets will presumably have t2 try to
achieve some balance between social reform <¢n the one hand,
and encouragement te private enterprise on the other. Put in
other words, the task of governments is likely to become
increasingly the task of getting higher revenues without
causing undesirable repercussions on the skill and initiative
of those who motivate private enterprise. This task may
resolve itself intc two broad movements.

In the first place, Canadian governments have always
found themselves undertaking those works which private
enterprise would not or could not undertake. In only a few
instances do Canadian governments operate undertakings that
yield revenue, notably in the case of liquor control, some
power commisslons, etc. In the future, governments mayAhave to
search for the control of a greater number of revenue-producing
undertakings, so that new sources of revenue will be available
for meeting the growing expenditures of social reform without
involving too heavy taxation on households and fifms. Such a
movement may prove to be of great importance, for it may be
the only compromise which can at once yield the revenues to
meet the growing expenditures, and yet hold down, or even
reduce, the taxes that are distasteful to private enterprise.
In Canada such a movement would involve no change in principles:
Canadian governments have always owned enterprises. The only
change involved weuld be that they controlled socme more
profitable enterprises, as an alternative to the maintenance,
or perhaps the steady increase of,taxation.

The second movement that may be expected is the
gradual acceptance of high taxation by househ»lds and firms,
Governments can do much to win the confidence of those on
whom the dynamics of the economic system depend, so that they
will centinue to give their intelligence and determination to
enterprise, even if they do have to share the rewards. Pro-

bably this confidence can best be won by a determined effort,
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on the part of governments, to increase their own efficiency.

Future fiscal action as part of national econcmic policy

For as long as one cares to look ahead, the Cznadian
national income is likely to be affected by changes in external
trade. In the past, the regionalism «f the Canadian econcmy,
and the division cf power and lack of co-ordination of fiscal
policy inherent in federalism, resulted in an aggravation of
the movements communicated to Canada from the outside world.
When overseas trade boomed, the governments follcwed fiscal
policies that intensified the bcom, and when overseas trade
declined government action again tended to increase the oscilla-
tion. But a properly co-ordinated system of government ex-
penditures as a whole, and a properly co-ordinated tax system,
can if skillfully used, act towards "damping" and reducing
the variations in the national income caused by changing
conditions in the outside world. And if fiscal policies are
used appropriately with other national policies (Monetary,
tariff, etc.) then the resultant national economic programme
could go far towards insulating the Canadian national income
from the far-reaching effects of disturbances in the world of
trade. At present, external trade conditions communicate wide
changes to the volume of private investment and of ccnsumption
within Canada. But shifts in the volume of (co-ordinated)
public investment can be used to offset changes in private
investment, and shifts in the metheds of taxation (e.g. as
between taxes that mainly have their source in consumption,
like sales, excise, etc., and those that affect largely the
volﬁme of savings, like income tax, and especially sur-tax)
can be used to offset the changes in consumptisn initiated by
alterations in the external trade positicn. Accerdingly changes
in public investment and changes in tax methcds, if used at the
proper time and tc the proper extent, are important weapcns
for ccmbatting the changes in private investment and consumption

consequent cn the internaticnal trade position. In the same
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way, fiscal policy cen provide compensatory adjustments for
regional (or industrial) "discriminations" caused by the
distribution of natural resources, or by the effects of other
national policies, like the tariff or the monetary policy.

Today, in most countries, fiscal controls have entered
the stage of triel and inquiry. But their use in the Canadian
federal system is perhaps impcssible at present. It is
extremely important however, to recognize that Canada is now
the only remaining pelitical federation that is attempting teo
operate a completely unco-ordinated fiscal system. In the
United States, and in Australia, such fiscal readjustments
have been made (by financial centralization, loan council,etc.)
that these countries now possess in great measure, co-ordinatien
of fiscal actions in the economy as a whole. Canadian
federalism alone remains completely disintegrated in its
fiscal policy. It may be possible to state the consequences
of the Canadian position both in terms of regional loyalties
and in terms of standard of living. If the Canadian pecple
require ten independently opérating governments in order to
satlisfy their regional loyalties, then a large part of the
price to be paid will be the difficulty of formulating a
national economic programme, and the lack of such a programme
may be an important determihant of the future standard of
living in the country as a whole. Already there are evidences
that the Canadian economy will not manage itself. The wisdom of
having a ccherent economic policy, with also some reserves
of policy, to meet the eocnomic and financial problems of
today, and what mey be the greater ones of tomorrow, is
perhaps obvious.

Problems during periecd of evolution of national econnmie
programme

The views of the Canadian democracy on issues of

economic policy are not particulerly precise at present, and
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the ends of policy cannot be formulated without decisions
being reached on a number of questions. Among thesé?)one of
the most important is whether Canada wishes to try to continue
her great dependence on exports as the dominant methcd of
providing the national income, or whether she would prefer
deliberately to increase production for home markets at the
immediate price of perhaps a lower standard of living. These
questions are for the people and the governments to decide,
but since the objectives are not likely to be clearly
formulated for some time the period of evolution will be
important. During this pericd, it is hoped that greater
clarity can be found on two issues: (1) The economic loss that
arises when either private enterprise or government enterprise
is trying to do something which it is not competent to do: the
extent to Which incompetent privete enterprisc is being
supported by the tariff, or other state props, is not known,
but it may be important. With respect to state acfivities,
the quality and efficiency of their service, the competence of
the civil servants, and their freedom from drminaticn by
priviléged groups, are impcrtant considerations 6n which
additional kncwledge is necessary before any judgment can be
made about the competency of governments as a whole, and their

efficiency relatively to business.

(4) Some of the more important questiens on which decision is
required, may be mentioned. Are regional interests in Canada
more fundamental than naticnal ones? 1Is a low, relatively
stable income preferable to a high but fluctuating one? Is &
large or small population wanted? How far is the democracy
willing to go in order to improve its economic position, or is
effective action against depression incompatible with the
Canadian view of government? What sort of lack of balance in
bublic finance will public opinion willingly accept? Will it
permit disequilibrium in the provinces so long as the Dominion
balances its budget? Or will it permit disequilibrium in some
special extraordinary budget sc long as the ordinary budget
balances? Will people allow the government to borrow cheaply
from the banks, but shrink at exchange depreciation? Does
public opinion envisage an econocmic policy (tariff, currency,
fiscal, transport) that would benefit the world at large, or
one that would mainly aim at hoisting Canada on the shoulders
of other countries?

These are some of the important issues cn whieh there is
little precision at present. ‘
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(2) The wastes that arise when private enterprise
and g-vernment are both ccmpetent, but are not pursuing the
best social ends. Additional knowledge is required about the
wastage of resources, the extent to which uneconomic industries
(or lccalities) are being maintained, and the use_of privilege
for limiting the investment opportunities of others. These
issues are far beyond the scope of this paper, but they have
nevertheless an important bearing on the present, and the
future, financial position. The decision as to econcmic
policy and the scientific study of the most efficient methods
of negotiating that policy in the light of the available
resources are particularly important in view of the difficult
job that now confronts the governments. And it is necessary
that people should beccme acsustomed to differentiating more
clearly between economic policy, which is a political issue,
and the art of co-ordinated administration, which is a matter
for experts, boards and the like, acting in collaboration.
These questions were less important when frontier expansion
was creating general prosperity and apparent progress, when
the great dependence on a few exports allowed a high standard
of living (that might have to be propped in depression once
at least by a 40% increase in national debt), when the
resources seemed extensive and the debts involved in preparing
for their utilization seemed likely to be productive, and
when the different attempts to enjoy the same standard of
living as in the United States were more justifiable than at
present. The propinquity of the United States has been
impartant in creating a desire among Canadians for a standard
of living comparable to that in America - a desire for
multiplication of those things that Americans buy, like
automcbiles, American amusements, air-ccnditioned trains, to
select only a few items from the beginning of the American

alphabet. But it is generally reccgnized that there is a
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great economic disparity between the resources and the
entrepreneurial capacities of the two countries, And the
Canadian attempt to maintain an American standard of living

by the sale of natural resources - at best only partially
worked-up within Canada - tends to lead to new debt levels on
occasions when resources_become thin or when external sales of
natural products decline, Deficit financing of Canadian
governments in such periods has been aimed primarily at
maintaining income: seldom has it aimed at promoting new
methods of providing national income, &t stimulating new
entrepreneurial activity, or at encouraging necessary readjust-
ments within the economy. But the present debt levels and

the present economic position, considered with the future
prospects, seem to call for reconsideration of the habits that
have created the present debts, without having at the same

time created some more sound income stabilizers than now exist
in Canada.

While these matters lie beyond the narrow confines
of public finance, they are the ultimate determinants of the
financial position. And they have relevance also to the
question of the subsidy relationship between the Dominion and
the provinces. The provinces' need for revenues cannot be
segregated from the gquestion of the whole economic policy,
irrespective of how powers and revenues are constitutionally
distributed between the governments. If public opinion
dictates that economic policy has to maintain all regions in
Canada, whether economic or uneconomic, then a subsidy based
on the "need" of the region can probably fit easily with the
other matters that secure this end., But if opinion is be-
ginning to feel that an economic policy should aim at raising
the national income of Canada, rather than concentrate only
on raising the national debt, the subsidy then becomes an

integral part of a co-ordimm ted fiscal policy. And if the
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Ccnadian people feel that national econemic enda are more
fundamental than regional loyalties, then all matters of
Dominion-provincial relations can be cocnsidered in the light
¢f efficiency alcne. The distribution of constitutional
powers between the gcvernments would then be based on a purely
pragmatic test - on what the most efficient distribution of

(5)

ower is to permit the pursuit of a national economic prsgramme.
P

(5) At the time of writing, the public accounts' investigation
that was made for this Royal Commission had not reached
completion. The studies for the single governments were
available, and these have been used in the sections that
follow. But the consolidated accounts of the provinces taken
together were nct completed and to that extent, it has been
impossible here t5 give precision to some of the matters that
concern interprovincial, or Dominion-provincial, questions.
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Dominion Government

1. Initial Stage 1867 to 1896

At the clese of this early period, the foreign
investment in Cwvnada - accumulated since before Confederation
was about $1.2 billion of which $1 billion was British funds.
About nine-tenths of this investment was in government and
publie securities, and the remainder in railways. This large
proportion of government borrowing was both cause and effect
of the phase of economic growth through which the ccuntry had
been passing. The initial requirements for developing a
national economy were mainly those public works that would
assist the production of Canadian goods and services, and
this involved the provision of transport and the equipment of
settlement. Such works were technically large, and therefore
fitted for government undertaking, or at least government
guarantees. Such works were, moreover, a necessary condition
for the expansion of private enterprise within the economy,
and for the encouragement of home and foreign investment in
such enterprise. But until the end of the 19th Century,
economic conditions within Canada, and in the world at large,
did little to stimulate foreign investmént in Cenada. Within
Canada itself, the history of the Grand Trunk investment created
no preference in the minds of international investors for
lending te C:i:nada. And in the period from 1873 to 1896, the
conditions of world trade as a whole did little to provide
either the means, or the will, to promote international inﬁest-
ment anywhere, except perhaps in the United States, on any
worthwhile scale. That period - known abroad as the Great
Depression - was a rigorous one for a new Confederation, more
especially since its territories were large in relation to its
equipment of communication. An inerease in production and in
new sources of supply, required an extension of the market
(home or abroad), and a preliminary to that was an increase in

internal transport and settlement. The limitation of the
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overseas market in the depression after 1873 turned attention
to the possibilities of expanding the home market in
particular. Accordingly, in this initial stage of development,
Dominion economic policy was directed first at the provision
of transport, and later at the increase of tariffs (the.
National Policy).

The transportation development was directed mainly
at railways and canals, and between 1867 and 1896, these
accounted for 83% of the Dominion's capital expenditure, the
larger portion being on railways (61%). This expenditure was
not spread evenly over the period, but was concentrated in the
earlier part, making two peaks of capital expenditure, one in
1873 and one in 1884.

The former peak cuvincided with the end of a beom in
world trade that had pushed up Canada's exports from $53
million in 1867 to $86 millicn in 1873. The major object of
capital expenditure at this time was the Intercolonial Railway,
the peak expenditure being in 1873, after which the Inter-
colonial expenditures tapered off. Between 1867 and 1875 the
Intercolcnial accounted for over $22 million of the debt
increase, or almost 60%. The remainder of the debt increase
was attributable mainly to the increased debt allowance to
provinces, and to the opening of the North-West Tcrritories,

As the Intercolenial railway expenditures deslined
after 1873, new expenditures were undertaken on canals and on
the Canadian Pceific Railway, but capital expenditures as a
whole remained steady, and on a lower Iével until 1882, the
increases on canals being offset by a decline in the expenditures
on the Intercolonial Railway and on the North- West Territories.
In these years after 1873, ordinary expenditures rose only
slightly, the rise being attributable to the increase in
provincial subsidies in 1873, and to the increased maintenanee

and operatisn expenses on the expanding railways and canals.
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The period after the break of the world boom in
1873 was a difficult one fo.: the new Dominion, as its export
trade declined, Imports fell even faster and since customs
duties fecrmed a large proportion of Dominion revenues
(approximately 70%), government revenues also declined. The
contraction of capital expenditures, as compared to the level
of 1873 (the expenditures in 1875 were only one-third of those
in 1873) was designed ‘to check the growth in debt, and to
reduce the unfavourable commodity trade balance. The con-
traction of borrowing reduced imports and further emphasized
the fall in customs revenues.

The Dominion tariff policy was altered in 1879, and
this produced the second wave of capital expenditures. As
remedial measures to meet the depressed conditions, the so-called
Netional Policy was adopted and new emphasis was given to
railway oonstruction, the Cenadian Pacific Railway being the
main project that required completion} As & result of the
railway policy, capital expenditures reached a new peak in
1883, and the westward extension of the railway resulted in
some speculation, and a short-lived boom. Inports rose signifi-
cantly as against exports until 1883, as a result of the
expansion of Dominion debt after 1879 and the purchase of
equipment, and as a result of the boom associated with the
railway extension. This rise in imports took place despite
higher tariffs; and revenues rose to a peak in 1883. As the
capital expenditures tapered off after 1883, and as new
Dominion borrowing fell annually to 1887, imports declined again,
and tax revenues fell with them. From then until 1896, capital
expenditures tended toc decline with some regularity, the canals
and the St. Lawrence herbours remeining es the main items of
expenditure. Although the policy of granting railway subsidies
was begun in 1884, the amounts involved were not sufficiently

large to counterbalance the decline in capital expenditures.
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The previous cepital expenditures had doubled the
public debt charges, and by 1887 debt charges amounted to
$9.7 million while the tax revenues were $28.7 million. The
growing burden of the debt charge, coupled with the desire to
maintain the credit of Canada in the London market, impressed
opinion with the advisability of checking new borrowings for
government capital expenditures, In keeping with this change
of sentiment, there was a fall in the rate of growth of gross
debt, and a more modest rate was maintainéd until new railway
undertakings required financing after 1907. From 1867 to
1887 (i.e. to the completion of the early railway building
programme) gross debt increased by an average of $9 million
per year: for the next 20~year period to 1907, the increase
averaged only $6 million per year. After the completion of the
Canadian Pacific Railway, total expenditure (ordinary and
capital) changed little until the economic recovery after 1896
had increased the buoyancy of revenues, and alloWed new
ordinary and capital expenditures to be undertaken - without
significant increases in debt until after 1907.

The history of quinion finance during the Great
Depression reflected the oohdition of the economy and the
attempts of the government to expand that economy. The stag-
nation of expnrt trade prevented any significant rise in the
level of Canadian incomes, although some expansion of manufactures
Wwas apparent under %he stimulus of the National Policy. The
proportion of labour employed in manufactures had increased
from 5% to 8% between 1870 and 1890, but this apparent increase
in new investment in manufactures was hardly sufficient to offset
the effect of the depressed export trade on the level of the
Canadian national income. The two short-lived trade booms of
1873 and 1884 had been connected with the Dominion capital
expenditures, and although the consequent rise in imports had
increased Dominion revenues, the booms had quickly petered out,

and seemed to have done little to increase permanent revenues.
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It appeared as if the debt charges were tending to become
burdensome, and since the good-will of the London money market
was desired in order to hold down interest rates, now
borrowing was limited after 1887. But the capital expenditures
that were undertaken over the period from 1867 tc 1896, while
they doubled the »ld provincial debts that the Dominion had
taken over, did something to mitigate the effects of the Great
Depression on Canada, and did extend equipment and communications
in the country as a basis for future expansiocn.

The fiscal position of the provinces tended to be
even less favourable in this period. Their expenditures tended
to outrun revenues, and at the Inter-provincial Conference of
1887, it was indicated that a new subsidy arrangement was
desirableis) In the 90's almost all provinces tried to widen
their revenue basis by the introduction of corporation taxes
and inheritance duties. The source of most of their revenues
(apart from subsidies from the Dominion) was in crown lands,
royalties and fees, and the buoyancy of these revenues was
dependent on the expansion of staple exports like minerals
and lumber. This expansion was not possible until after the
recovery from the Great Depression. The new sources of revenue -
eorporation taxes in particular - depended chiefly on an
expansion of home industry, but the National Policy and the
Dominion capital expenditures had so far done little more than
prepare a good basis for such expansion. And the revenue
weapons for catching available rising incomes, like the corpora-
tion taxes and succession duties, were still new, while more

direct taxes like the income tax were not yet countenanced.

2. The Boom Period, 1896-1913

The sharp rise in international prices that began in

4896 was preceded by a rise in wheat prices in 1895, a circumstance

(6) In 1870 the Dominion subsidy had been sufficient to cover
almost 60% of provincial expenditures: by 1890 the subsidy
covered only abeut 35%.
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that foreshadowed the significance of the ensuing boom for the
Canadian economy as a whole. In its early phase, the boom
was characterized by a steep rise in exports that produced,
almost for the first time since Confederation a surplus of
exports over imports, and therefcre a favourable commodity
trade balance, The rise in Canadian incomes consequent to the
increased exports left some surplus available for investment
(including debt redemption) and for purchasing more imports.
Despite the reduction in import duties in 1897, a reduction
which Fielding calculated at 10%%,(7%mports did not exceed
exports by sizeable amounts until 1903 when foreign lending to
Canada (i.e. to firms and governments other than the Dominion)
became significant. In the earliest phase of the boom, (i.e.
1896-1902), the rise in Canadian exports did allow Canadians to
purchase more imports, and since Dominion revenues depended
largely on customs duties, the rising imports produced rising
federal revenues. After 1903, when imports begen rising faster
than exports as a result of the growth of foreign lending to
Canada, Dominion customs &uties rose sufficiently to yield
substantial budgetary surpluses. This connection between the
level of Dominion revenues and the level of imports, and the
dependence of these imports on the volume of Canada's borrowing,
express the fiscal characteristics of the boom period. Ultimately
the buoyancy of Dominion revenues depended largely on the
foreign borrowing of Canadian governments and industries, and
as the borrowing increased, Dominion revenues became sufficiently
buoyant to yield surpluses, and to permit new Dominion expendi-
tures (e.g. increase of subsidies to provinces, new capital
works, etc.). This sensitivity of Dominion revenues to changes
in the value of imports was both the strength and the weakness
of the Dominion financial system. 8¢ long as the boom advanced

steadily to its peak in 1912-13, Dominion revenues became

(7) Budget Speech 1900, p. 18,



increasingly buoyant.

Szas

But, when imports slackened, as happened

whenever there was financial stringency abroad (1904, 1907,

and 1912-3), Dominion revenues fell proportionately, and the

weakness of the Dominion financial system revealed itself just

when people thought strength was most required.

The following chart shows the connection between

customs duties and imports in the 1900-13 period, and since

customs duties were about two-thirds of total Dominion revenues

at this time,

in imports is
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This chart illustrates the fact thaf*any circumstance
that changed the volume and value of imports would change
proportionately the main source of revenue of the Dominien
government. But this fact was not particularly troublesome
in the pre-war boom, and even when the financial stringency of
1907-8 reduced the amounts that Canada could borrow, lowered
Canadian imports, and therefore led to a fall in Dominion
revenues, no particular reference was made in the budget speseh
to the narrowness of the tax base, or to the closeness of
connection between the level of Dominion revenue and the level
of imports. The outstanding;feature of the period as a whole
seemed to be the buoyancy of revenues, and a temporary decline
invited no special comment in 1908.

But this buoyancy pf revenue was due to two happy
circumstances: the fact thatifqréign lending kept increasing
with some pregressiveness through the period as a whole, and
particularly after 1908, and secondly the fact that although
the funds were lent mainly by the United Kingdom, the import
goods were purchased mainly frbm the United States and thus
paid the maximum tariff rates, But even if foreign capital had
still been available, these héppy circumstances were being
removed by the very nature of'the Canadian boom, which was
increasing Canada's equipment and productive capaity,making
more and more Canadian goods;available to Canadian buyers, and
reducing the necessity of iqﬁorting certain goods. As the
bProcess of investment in Caﬁadian primary and secondary indus-
tries continued, there was }ess need to import original capital
equipment and primary consumption goods for settlement and
settlers, and this was likeiy in time to affect Dominion customs
revenues. But before this Fffect emerged, the world financial
stringeney of 1913 caused # sudden drop in internatfonal lending,

leading to finanecial stringency for Canada and to a fall in
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imparts, and these in turn furthered the collapse of the land
booms in Canada, reduced inflated capital values, and further
reduced Canada's effective demand for imports. The customs
revenues immediately reflected the changed circumstances, and
the Dominion revenue system indicated the narrowness of its
basis. By depending so much on customs duties, and therefore
on imports, the revenues were open to wide shifts with every
change in the amount that Canada spent on imports. The weakness
was revealed therefore before the outbreak of the War, and it
was clear thet a more satisfactory revenue system would be one
that would capbure income, as in the income tax, or one that
got revenues from what Canadians spent on all goods, as in the
sales tax, and mocre excise taxes. The costs of the War made a
broader revenue basis increasingly necessary, and also provided
the opportunity for meking the change.

The buoyancy of the Dominion revenues in the beom
period, and the size of the surpluses te which these gave rise,
were important factors in determining the Dominion's willingness
to undertake additional expenditures. Accordingly, an attempt
has been made here to measure the connection between foreign
berrewing, customs revecnues, and federal budgetary surpluses in
the pre-war period. The excess of commodity imports eover
exports hegan rising sharply after 1903 and reached its peak
in 1912. This excess may be taken as a rough indicator of the
imports that were paid for by boerrowed funds. If to this excess,
the average tariff rate of the time be applied, the result may
be teken as a rough measure of the amount of Dominion revenues
that were secured from imports paid for by borrowed funds. The
amount se calculated is shown in the chart below. It is
interesting to compare this amount with the annual federal

budgetary surplus, from 1900 to 1913.
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CHART II
I Amount of Dominion surplus on ordinary account.

IT Calculated amount of customs revenue due to imports bought
by government and industrial borrowing abroad.

There seems to be a fairly close relationship between
the absolute amount of surplus-and the amount of revenue that
came from imports that were bought with borrowed funds. The
ébsolute connection between the annual changes in "borrowed"
imports and in the Dominion surpluses, is close. In turn, the
extension of Dominion surpluses, especially after 1906, was not
unconnected With‘the expansion of Dominion undertakings at
this time. The extension of settlement that was then occurring
required additional railways, canala, and post offices anyway.
But fhe size of the surpluses after 1906 was also important in

determining the ability and the willingness of the Dominion to
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undertake new works. The possibility of meeting new capital
works out of surpluses, without appreciably adding to debt,
must have affected the Dominion's willingness to extend its
public works and its railway programme. Out of the imports
that were being "borrowed" by other Canadian governments and by
industries, the Dominion was able therefore to secure additional
revenues, and to add to the national capital. But in so far as
certain new Dominion undertakings, pérticularly the National
Transcontinental Railway, co§t far more than expected, the
Dominion itself had to borrow to make up the balance. And when
international iending declined in 1907-8 and after 1913, and
caused a sudden reduction in imports, and therefore in Dominion
revenues, the Dominion debt was increaéed pro tanto, in order
to continue and complete the works in progress. The federal
capital expensés that had been largely met from customs revenues
that were buoyed up by the 5borrowed" imports of other
governmments and of industrial borrowers, were transferred in
depression entirelf to the Dominion, and were met directly by
Dominion borrawing.

The peeuliar character of the Dominion government's
fiscal and financial position in this pre-war periocd is
emphasized by contrast with the provincial position, In the
early stage of the boom (1896-1902) provincial revenueé rose
slowly. Although the Dominicn had cheoked its debt growth
after 1884 in order to maintain Canada's credit, and although
the grant of imperial tariff preferenées in 1897 and Canada's
ready assistance in the Boer War had all improved Canada's
eredit and seéured the placing of Canadian government securities
on the Trustee List (1900), foreign lending to Canada was still
modest at thé turn of the eentury, and the Canadian economio
indices like construction, bank advandes, and immigration, did
not show any marked adV@nce until after 1902. The failure of

provincial revenues to respond to the initial business upswing
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and the growing improvement of the Dominion financial position,
were among the topics of the Interprovincial Conference of
1902, which repeated the request of the 1887 Conference for a
read justment of the Dominion subsidy on the basis of popuiation.
This request was not granted until the boom had progressed
further,until Domfhion revenues had become more bunyant, and
the constitution of thé new western provinces had been settled.
By that time, provincial revenues as'a whole were beginning
to reflect the internal expansion of the Canadian economy.
These revenues, apart from the subsidy, came from the domain,
from licences and fees, and from corporation taxes and
succession duties.' The level of provincial revenues, unlike
those of the Dominion, was less directly connected with
imports, and more directly dependent on the exploitation of
resources and on the érowth of home industries. The
exploitation of resources (timber, minerals, etec.), whether
for use in Canada or for export, raised the domain revenues,
the royalties, and the licence revenues of the provinces. The
expansion of the economy, the growth of railways and other
institutions, and the rise in the levels of corporate and
private incomes, increased both the corporation taxes and the
succession duties. As compared with the Dominion government
which found its main source of revenue in customs duties, -
on what Canadians bought from abroad, - the provinces found
their source of revenue in the volume of business in Canada,
and in the incomé that was derived from the exports of
resources and commodities. Of course the provincial revenue
systems did not at that time use taxes that would make the
revenues vary in direct propartion te Canadian internal
economic expansion and to Canadian exports. Nevertheless the
following chart shows a close correspondence between changes

in total revenues raised by the provinces, and changes in a
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(8) This measure, called "home investment and exports" was

constructed by A. Cairneross "Die Kapitaleinfuhr in Kenada".
Welt. Archiv. Nov. 1937, p. 609.

While this measure of the

level of Canadian income is subjeet ta qualifications, its
rate of change mey reflect approximately the rate of change in
economie ccnditiens during the period.
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Dominion revenues, being dependent on imports, were
sensitive to the Canadian spending on foreign goods, and their
high level at this time was dependent on the fact that much of
the spending was done on foreign locaned funds. Provincial
revenues en the other hand, were more closely connected with
the income that was being derived within Canada, from its
home industries end from its export trade. Since provincial
revenue systems were not directly based on income taxes at
this time. it is not sufprising that the relation between
provincial revenues and "home investment and exports" (Chart 3)
is not more close. Of course, while the provinces as a whole
tended to have a broader revenue basis than the Dominion at
this time, the financial position of each individual province
was dependent very much on its own particuler economic positien,
on its natural resources and en its own fiscal policy, (in
particular the fcrm of its tax system).

While the characteristic of the pre-war revenue
system was the Dominion's dependence on customs duties, the
characteristic of Dominion (and provincial) expenditure was the
volume of government investment. This was mainly in the
provision of national equipment, principally railways, but
also in public buildings and institutions, roads, harbours,
and in some provinces power, telephones and other utilities.
The nature of the economic expansien, and the nature of the
system of federation combined to give the total guovernment
investment of the period certain characteristics. ZEach
gevernment, Dominion, provincial, and municipal, within its ewn
sphere, had to reaech a decision about the prospects of settlement
within its boundaries end about the capital equipment necessary
to round out that settlement, and as the boom progressed they
became less able to take a "cemmercial view" of the probable
returns from such investment. From the beginning of the boom,

the govermments' decisions to invest were not always made in
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the same way as commercial decisions. The need was to open
new areas and tc expand the economy, and decisions were
ostensibly based on expectations of future "profits" or
commercial possibilities. The factor that tended to make the
probability of error great was the presumption that the
unopened areas contained large resources, able to maintain
very large populations, if only the equipment of communication
aﬁd settlement were provided. And the nature of the economic
expansion that was taking place did much to enlarge these
long-term expectations about Canada's future. In the early
stages of the boom, if over-investment or improperly directed
investment did occur, the rapidity of the expansion of the
whole economy soon seemed to justify the investment, and
created the view that the previous decisions had been made
on a sound basis. Since the boom was a long one, and a great
ong as booms gc, more ventufesome and bolder investment
decisions were taken, and often seemed justified, until in the
last phase (1909-12), the mature of the governments' investments
was such that the probability of error in the decisions was
large. And this was perhaps equally true of private investment
at this phase of the boom.

In the pre-war period therefore, there were several
strong forces tending to expand the scale of government
investment and services as a whole.

(a) Optimism about the resources of the country, whieh
increased in the later stage of the boom (1908-12), led

to the desire for a rapid provision of communication and
settlement (e.g. railways, telephones, agricultural aids,
roads, harbours, schools, hospitals and aids to immigration).
Some of these responsibilities rested on the Dominion
government and some on the cther governments.

(b) The faet that private enterprise cauld not provide

the means to this expansion rapidly, and sometimes nat at
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all, justified government action on a large scale, on the
ground of social necessity.
(¢) The fact that the governments were independent, with
real differences of interest, induced them to pursue the
expenditure policies that seemed best fitted to meet their
own requirements. T he net result might, or might not,
yield a co-ordinated public policy. The investments of
one government (e.g. in a railway) might render uneconomic
the investments of another government (e.g. in another
railway, or competitive highway).
(d) The nature of the govermment investments als> created
special conditions affecting the scale of investment.
The cost of necessary equipment (railways particularly,
but alsb roads, harbours, institutions, etc.) was very
large. In such instances, the choice was between the
making of a big investment in the particular work, or
the making of practically none at all. The nature of the
works mede a middle way difficult. And since the
economic expansion of the country was rapid, there was a
good chance that the new lump of investment would be
worth while, And since the alternative - the leaving of
the work undone - was politically difficult, such jobs
were more often done than left undone.

Then when underlying conditions changed and depression
set in after 1913, there was little choice but to complete
works in progress. The governments did not have a clean slate
to work on. They had to take into account the costs to which
they were already committed and the communities established
in areas served by the projects half-completed. These con-
sideraticns dominated the establishment of the national railways
during the War, and also affected certein purely provincial

undertakings.
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By 1913 the Canadian economy had greatly increased
its capacity for export: indeed in certain directions the
capacity had probably increased faster than the exports
themselves, From 1896 onwards, the external debt payments
made by governments and private enterprise had increased mbre
rapidly than exports, as a result of the scale of borrowing.
Government finance had contributed to this expansion in the
manner described above. Buoyant revenues whenever they arose,
as they did for the Dominion government after 1906, had not
been used to wipe off developmental (or unproductive) debts,
but had been "ploughed back" into the Canadian economy, as when
the Dominion surpluses were used for new railway construction,
By 1913 the Dominion government's balance sheet indicated the
extent to which the government had been concerned with
developmental expenditures, The outstanding debt was then
over $520 million as against $285 million for the provinces as
a whole., The significant Dominion expenditure up to 1913 had

been on railways, the amounts being as follows:

Railways

($000)

Canadian National and Canadian
Government Railways 496,266
Hudson Bay Railway 6,087
Canadian Pacific Railway Subsidies 48,49é
Canadian Pacific Railway Advances 39,749
Other Railways 7,659
Total 598, 237

Of which written off to
Consolidated Fund 91,538



The second item in 1913, much less important, was
for public works.

Public Works

($000)

Canals 105,009
Harbour Improvements 21,600
River Improvements 19,836
Docks and Terminals 2,725
Public Buildings 13,278
Miscellaneous 2,487

Total 164,935

The third and remaining item of any size was the
expenditure on Harbour Commissions, which in 1913 totalled
$30 million. |

Other items, like loans (good or bad), were negligible.
It is true therefore that at this time the Dominion balance
sheet indicated that the major capital expenditures had been
almost entirely directed at development, especially extensive
development through provision of communications, and that a
comparatively large amount of these expenditures had been
written off to the consolidated fund; The annual net debt
charges were not large, amounting to over 9% of total expenditures.
In the ordinary budget moreover, about 29% of the current
expenditures went to transport and steamship subsidies;
administration of justice, legislation and general government
took 21%, defence 10%, post office 10%, provincial subsidies 9%,
and the remaining 12% went to domain, agriculture, public
welfare and miscellaneous.

Since a comparatively large part of Canada's equipment,
especially in communications, had been provided or guaranteed
by governments, and since a considerable part of the equipment

was only in process of construction in 1913, the breaking of
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the boom was bound to involve the implementing of government
guarantees, and to impose on governments the costs of
maintenance of the new undertakings, which cost might prove
large if the previous expectations as to Canada's needs had
been over-optimistic. In short, gross expenditures were liable
to increase, especially Dominion ones. But the Dominion
revenue syétem still had a narrow base. Customs duties yielded
71% of the total revenue, but their yield was liable to
considerable reduction with the decline in borrowing and in
imports. xcise duties yielded 14% of the total revenues but
they were not elastic. The need for increasing revenue
possibilities, for enlarging the revenue from Canadian incomes
or from the spending of these incomes in Canada, was revealing
itself as the government expenditure requirements increased,
and as the capital import boom that had buoyed up customs
duties broke down.

3 War Finance

The war period in every country was abnormal, from
the economic point of view, and the accompanying change in
social outlook was great, so that the ability and the
willingness of private enterprise to beér new burdens of taxes,
and 6f households to make great savings for war purposes,
permitted a scale of government taxing and borréwing almost
impossible in a peacetime economy, even in conditions of boom.
In Canada, as in the other belligerent countries, the government
was slow‘to raise the tax levels after the outbreak of the War.
This was partly because Canadian opinion did not yet feel
that the War would be of long duration, and partly because
_Cénada entered the War in a period of depression that made new
tax efforts difficult, For these reasons alone, a significant
change in the Dominion revenue system was difficult to achieve

at the beginning of the War. Furthermore, any attempt of the
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Dominion to pluck more revenues almost certainly involved some
poaching on the revenue sources that had been the provinces'
preserves. And any such attempt seemed likely to involve new
tax instruments that would prove costly in a short war.
Accordingly in early 1915, the most obvious meth~-d of increasing
Dominion revenues was to raise customs duties (7%%), and to
borrow from the United Kingdom for essential war purposes and
for the completion of the Canadian railways.

As the War advanced, however, all the factors that
affected taxation and borrowing in Canada altered their
bearing. As Canadian war expenditure increased and as wer
debts mounted, it seemed likely that the Dominion would require
larger revenues in the future, so that the establishment of
new tax machinery would fill a permanent rather than a temporary
need. Again, as the War continued, the trade depression gave
way to recovery which increased national income and therefore
the amounts available for taxation or government borrowing.

The War served tc increase the demand for Canadian exports,
mainly of food and munitions, and by the autumn of 1915 orders
for munitions reached $600 million, almost half the pre-war
capacity of all Canadian manufactures. This, combined with a
good wheat crop, brought a substantial measure of recovery.

As the economy as a whole was moving on to a war basis, and as
the War itself quickened, psychological change was increasing
the citizens'-willingness to make sacrifices. These conditions
made the prospects of a Canadian war loan brighter as the

year advanced and the first loan was floated with success in
November, 1915,

The success of this loan was important psychclogically
in England as well as in Canada. It was floated in the period
of recovery after the 1913 depression, and the Canadian naticnal
income was still low as sompared with the levels to be reached

at the peak of the war boom (1917) and in the post-war boom
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(1919). But in November 1915 income was rising with the
favourable export positien; priceé Were riéing more repidly
than costs; the Canadian gsvernment met the overseas costs of
the War by borrowing in London, and American lending was
beginning; all these conditions inecreased investment in Cenada,
while the enthusiasm for saerifices and thrift allowed a higher
proportion of the income to be saved and devoted to war loans.
These factors were all present to make this first Canadian
loan a success. As the time passed, British lending ceased,
and when the United States entered the War borrowing from that
source also ceased. But by that time, the rise in Canadian
incomes was greet enough to allow still larger government.loans,
and in 1917 and in 1918 the favourable merchandise balance
was sufficiently great tb allow Ceneda.even to-export small
amounts of capital.

The first loan (1915) paved the way for the great
Victory Loans that were to follow during the critical years of
the War. They educated the Canadian public to the use of
investment securities, extended the machinery for investment
within Canada, and indicated the possibilities of Canada's
reliance on her own resources for borrowing. Indeed so rapid
was the change from Canada's pre-war borrowing position, and
SO surprising was the realization that Canada possessed
appreciable investible funds of her own; that the emphasis on
a loan rather than a tax method of war finance may have been
pushed too far. The government's early financial policy was
mainly to promote and foster national savings in the war boom,
Resort to increased taxation was not really made until the
public indicated its desire for heavier taxation during the
year 1917. It is true that a Business Prefits War Tax had
been imposed in 1916, but it cevered only large firms and
absorbed one-fourth of all profits in excess of 7%. In 1917,

however, the government gave expression te the public sentiment

for increased taxation by making the profits tax more drastic,

and by imposing the Income War Tax Act. Had the early war lean
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been less successful, the government might have found 1t
necessary to be a little ahead of public sentiment in the
matter of increasing taxation. The rise in national income
from 1915 onwards had increased the taxable capacity of the
country as well as its ability to save.

By,the spring of 1917 the growth of expenditure
needs also helped to induce a change in Dominion financial
policy. The prospects of Amemica's entry into the War
indicated the probable closing of the remaining source of
Canada's external borrowing., The Canadian railway problem was
beginning to emerge, because, although traffic was still
increasing, railway costs were rising, and the Dominion was
faced with the responsibility of taking over hali of Canada's
railway equipment. In the March budget, it appeared that war
costs then amounted to more than $533 million, while the publiec
debt inerease in the same war period was $543 million. The
Dominion was entering the fourth year of the War with few of
the war dosts yet met by taxation. Accordingly, the Business
Profits War Tax was steepened, but the Finance Minister
indicated that the institution of the income tax seemed
inadvisable. But within three months' time, the crisis that
was developing in British finance indicated thaﬁ the Dominion
would have to extend all its financial operatiomns, both in
taxation and in Canadian loans, and accordingly the ?inance
Minister stated that the time had arrived when "we must resort
to this measure®. By thus introducing the income tax, a
significant step was taken towards the broadening of the
Dominion's tax base, and the government Waé preparing to take
fuller advantage of the public's willingness to make sacrifices,
With respect to borrowing, methods were also ilmproved: treasury
bill financing increased, and a thrift campaign was pushed to
try to ensure that the first Victory Loan (November, 1917)
would have a more popular appeal than the previous loans. The
introduction of the $50 bonds, and more instalment payments

were also designed to have this effect. Both in size and in
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distribution this lsan was a success, almost one person in ten
in the population subscribing. The bulk of the lecan, as of
previous ones, was taken up by large interests, particularly
insurance companies and industrial companies.

In this oritical year also, the Dominion increased
its note-issue by $50 million, reducing the gold backing of
the issue from 62% in January to 42% by December. This
currency dilution was justified later by Sir Thomas White on
the grounds of financial necessity, and also on the ground that
the steep rise in the price-level could absorb this increase
in currency.

The subsequent financial history of the war period
involved a furtherance of the new tax and loan policies
instituted in 1917. On the taxation side, the Business Profits
War Tax had its rates increased by the lowering of exemption
levels in 1918, and by alteration of rates in 1920. 1In 1921
it was removed. In 1918 the income tax was altered by
reducticn in exemptions, and by increases in rates in the
higher income brackets. The income tax was amended considerably
in 1919 by steeper rates, and in 1920 a surtax was added on
incomes cver $5,QOO. In that year also the sales tax was
introduced at 1%, On the borrowing side, the second Victory
Loan was launched in 1918, and the volume of small bonds
($50 and $100) was comparable to that in the first Vietory
Loan, but since the seccnd loan was larger than the first, the
proportion of small bonds deoclined. The third and last
Vietory Loan was floated in 1919, and the amount subscribed
was somewhat similar to that in the previous yea£?) By then,

the prepertion of small subscriptions had fallen still further.,

(9) The amounts subseribed in the three Victory Loans were
$546 million in 1917, $681 million in 1918, and $620 million
in 1919.
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The third Victory Loan is distinguishable from the
two earlier ones mainly by the fact that it was made subject
to income tax, whereas the earlier ones had possessed tax~free
privileges. Thesé privileges had been given on the grounds of
expediency - it was a case of no tax on the bonds or else &
higher interest rate, according to Sir Thomes WhiteElO) On the
other hand, since the war boom had created many large private
incomes, and since the recently instituted income tax was
graduated so as to tap these incomes, there was a distinch
possibility that owners of such incomes would turn their wealth
into these securities to escape the tax. And the possibility‘
of such legitimate tax evasion would remain; in greater or
less degree, according to the relative level of the inceme
tax and the rate of progression, until the last of the tax-free
issues were recalled. In the second place, the issue of tax-
exempt government securities made "govermment" investment
especially attractive to those investors who could best afferd
to invest in equities. Those persons whose wealth is sufficiently
great to allow them to diversify their equity holdings and
thereby spread risks, could not afford to invest in equities
SO0 long as tax-exempt bonds could be bought.

The War, by improving Canada's export trade, had
greatly added to the national income. Had Canada been neutral,
and had the increased inceome been used, not to purchase more -
imports, but to repay the debt incurred in the pre-war boom,
there would have résulted a considerable improvement in Canada's
external debt position. But the ﬁar bcom did not permit a debt
reduction; its stimulus went to war consumption purpeses almest
entirely. Accordingly, at the end of the War, the Canadian
econemy was faced with the meed for repaying most of its

pre-war (espeeially railway) debts abroad, and with the need for
making money transfers within Canada from producers to those

(10) Monetary Times, August 31, 1918.
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who held claims on the state for their war sacrifices: in
addition, since certain Canadian outpuﬁs had beén enlarged to
meet exceptional war demands, some agricultural and industrial
readjustment would be necessary. Agricultural and industrial
equipment, much of which had been enlarged to meet a temporary
war demand, carried a particularly high rate of'depreciation.
(The period of readjustment in agriculture was likely to be
longer than in manufactures. The demand for many manufactured
goods would cease with the close of  hosyilities but it was
likely to take some years before Europe restored her agricultural
acreage to pre-war levels, and until that occurred, the European
demand for the agricultural products of other continents was
likely to be temporarily high)

The significant change in the Dominion financial
position as a result of the War, is to be found in the new
level of debt charges. Net debt charges by 1921 exceeded the
total expenditures of 1913: pensions alcne amounted to about
40% of the 1913 expenditure level. The outstanding changes

in the balance sheet were as follows:

1915 1921
($060) ($000)
War - 1,684,513
Government shipbuilding - 57,288
Soldiers*' Land Settlement - 78,293
Loans to foreign governments
(part-interest bearing) - 7,578
Canadian National and Canadian
government railways 496,266 1,830,012
Hudson Bay Railway 6,087 20,624
Public Works 164,935 258,363

Total outstanding debt 520,837 3,520,039
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The changed debt situation (exactly $3 billion increase
between 1913 and 1921) was attributable mainly tc the Wer, but
the railway problem now reflected itself in the Dominion
balance-sheet, the Dominion having been compelled during the
War to take over and operate the two bankrupt systems. The
above changes in the balance sheet illustrate, therefore, not
only the effect of the War itself, but also the effects of
pre~war railway policy and war-time fiscal poliey. As we have
seen, 1t was not until 1920 that the Dominion tax base was
fully brcadened, and by that time economic conditions were net
such as ﬁo permit large tax yields. As a result, war financing
had been very much a matter of government borrowing, mere so
than if it had been possible to take full advantage of people's
willingness to bear secrifices. 1In wars, governments tend to
ask of some citizens full sacrifice of their physical strength,
but of others they ask only small sacrifices of financial
strength, and this fact is not unconnected with post-war demands
for pensions, social services, ete., on the part of those who
have risked more than wealth. As a result of delay in requiring
financial sacrifices during wars, governments in post~-war
reriods are heavily indebted to bondholders, and find it difficult
to justify moderation in grants of social and other services.
These conditions were not peculiar to Canada. But they were
added to other peculiar Canadian ocﬁditiohs that created
budgetary as well as economic difficulty. The war bcom had
done little to reduee pre-war indebtedness, and in part this
showed itself in the railway indebtedness in the Dominion
balance sheet. But the budgetary difficulty was unlikely to be
only a matter of the new Dominion debt structure. The necessity
of economic readjustment within Canada was likely to add to the
budgetary problem. In Canada, as in other cecuntries, it was
post-war, rather than war finanee, that was troublesome, and

this difficulty only emerged when the period of borrowing or
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inflation ended. The subsequent deflation which appreciated
the holdings of the new mass of rentiers, at the same time
increased the frictions that were present as the economy tried
to adjust itself from war to normal requirements. The more
difficult this readjustment, the greater was the budgetary
problem, for not only was taxable capacity lowered by declines
in employment, but new expenditures emerged in increased
railway deficits and relief. Some of these costs of industrial
read justment were likely to lead to demands for new services
for which provincial governments were responsible, and if their
revenue possibilities were limited, they alsc might seek
federal aid. On several sides, therefore, the Dominion
financial positicn was likely to be rendered difficult at the
end of the War. Moreover, its expenditure needs were likely
to grow and its revenue possibilities to decline as deflation
proceeded and the Canadian dollar appreciated in terms of the
pound sterling. The broadening of the base of the Dominion
revenue system towards the end of the War was not likely to

prove only a temporary necessity.

4. Post-War Dominion Finance

As already indicated, the post-war financial position
was dictated largely by the pre-war one (debt position of the
economy as a whole and over-expansion of railways) and by the
war finance (its extent, and the emphasis on loans as against
taxation). But the post-war period was characterized by more
than a mere enlargement of the scope of government finance. It
Was characterized by significant changes in overseas countries
as buyers of, and. competitQrs-with, Canadian goods, and by
changes in the framework within which the Canadian system of
private enterprise operated.

The extent to whieh government finance had increased
its importance in the economy is evident by the fact that by

1921 20% of the national income was taken in taxation for
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government services (i.e. all Canadian governments), and well
over 5% of the national income went to deb% transfers, somewhat
over half of this amount being for external debt.

The extent to which other countries had been affected
by the War did not reveal itself immediately. The decline in
England's financial position, in her ab»ility to import goods
and export capital, and the strengthening of the United States
position in the same respects, was evident.fairly soon after
the War. But the full extent of “he financial weakness in
Furope, the growth of industry in non-European countries
(including the U. S. A.), the desire of these latter to protect
their new industries, and the eventual counterpart of this in
the growth of European protectionism, especially in the rush
for cnver from the 1931 depression, were all factors affecting
Canada's export position, although their full significance was
not revealed until the second Great Depression (i.e. after 1930).

The change in the framework within which the Canadian
system of private enterprise operated may be indicated by
considering the framework as of three parts.

(1) The psychological factors that determine the house-
hold demand for goods, the prevailing ideas about
the functions of the state, international economic
relations, etec.

(2) The technical factors that determine the productive
methods available, and applicable to the ccuntry's
resources.

(3) The institutional factors, including the nature of

the state, the nature of the principle of private
property, the monetary and banking mechanism used.

Each of these factors was modified to some extent by
the War, its costs and its effects. There was a change in the
social organization, and that change affected the operation of
the economic system, which in turn affected the expenditures
of all governments as well as their tax possibilities. But
while most countries experienced similar changes, the effect

in Canada was heightened by a special circumstance. In Canada
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after the War, the slowing down of the rate of economic progress
was an important contributor to the change in social philosophy
that was taking place. The War had increased the number of
private Canadian fortunes, and the decline in the rate of economic
pregress had aided the precess of social stratification. The
rate of econemic progress was no longer the solvent to most
social problems. Indeed the pre-war rate seemed to have added
to social and economic problems, partly by its provision of a
volume of equipment sufficient for a very large population,
and partly by the addition of the young immigrant "block" to the»e
population. The consequent distortien of the Canadian age
structure led to different sets of social problems at different
times. As the children of the immigrant "block"™ came to schsol
age, the educational equipment (particularly in cerﬁain
provinces) had to take care of this peak, and there were unused
educational facilities in certain regions as the children moved
into cccupations. Then occurred a reriod when employment
opportunities for young people were insufficient to meet the
demand. The 1931 census indicated the emergence of this problem,
and the form it was takingfll) In the future, the age-distribution
of Canada's population will result in an old age "block", with
effects on the volume of old age pensions.

But the effects of the post-war change in the rate of
econemic progress became apparent only slowly before the depression.
The war boom hed concealed the fact that other counfries were
likelylto increase their output of cempetitive goods (particularly
wheat), and that Canada's conjectural resources, rather than
those that were known and exploited, had been impertant in
creating optimism with respeot to her economic future. Nevertheless
the gradual'emergence of certain social problems in the post-war

period indicated a change in Canada's rate of economic progress.

(11) Census 1931, Vol. 1, p. 278 for age-distributions in
occupaticns; p. 201 for age-distributiens in provinces.
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This change combined with the effects of the War to alfer the
psychological, technical and institutional factors in Canada's
economy.

On the psychological side, the War quickened the
growth of the social conscience, reflected in the enlargement
of the social and welfare services of the state. New services
came into existence and older ones were enlarged. In Canada,
these lay mainly on the provincial (and municipal) gevernments,
and affected their debt and tax levels during and after the War.
As already mentioned, thefe is some indication that the
enlargement of social services is conneeted also with the
increasing stratification of society: that because of the
nature of the distribution of wealth, citizens near the margin
of subsistence have come to be considered deserving of special
state aid, or services free or at less than cost. Anyway, in
the post-war period, Canadian governments devoted increased
expenditures to the main risks to which labour is prone - risk
of destitution through unemployment, sickness or old age - as
well as to the provision of certain other services at less than
cost, In the depression, the provisicn of these services and
of relief became a national problem, and had to be met from
Dominion as well as provincial and municipal revenue sources.
But apart from depressions and the defiecit financing associated
with such periods, the tendency towards expansion of social
services raises at least two important problems in financing,
(1) If social services are financed by taxes that increase the
costs of producers, this increase, even if slight, may affect
the volume of output, or even the competitive position of
producers, especially in international competition with countries
that do not have such services or that for other reasons are in
a stronger position than Canada. If taxes for social serviees
do produce this result, there is danger of a vicious circle

being created - new services adding to taxation, which may
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curtail output and employment, and require further extension
of services. (2) If the social services lie mainly on local
governments (provincial and municipal), then the less prosperous
the region, the more are local industries affected by the
additional texation. Only a few areas have sufficient contrel
over prices of their goods to enable them to pass taxation on
to consumers in other areas. The less fortunste economic regions
are seldom in this position, and social servieces, growing with
their economic misfortunes, may add a cumuletive handicap to
their local industries. Thus if economic retardation is very
marked in some regiens of a country, it mey happen that the
areas most needing social services are those least able to
provide them.

On the technical side, the War altered the framework
of the Canadian economy, mainly by the enlargement of output
for war demands - wheat, munitions, certain manufactures, lumber,
ete. In adaition, the War served to prep certain industries
that had expanded to meet the pre-war boom, }ndustries»that
were threatened with callapse when that boom ended. Their
cellapse was postponed until the post-war depression (1921).,

In all these cases, read justment was necessary, and Dominion and
provincial financial aid to the localities and individuals
affected was somewhat analogous to war pensions. But in some
industries, particularly wheat growing, read justment took time,
Buropean wheat aereage did mot recover its pre-war level %il
1926, and even then the aceident of poor Eurapean yie'ds and

the stlmulatlon of consumptian by the world boem through 1927
and 1928 hid the necessity of full Canadian read justment of
acreage till after 1929,

On the institutional side the War had strlklng effeets
on the state, the banking system and private property. It pro-
duced greater intervention by the state in the econcmic system,
more centralized banking‘management, and a modification of the

individual's right to full use of the fruits of his labeur and
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wealth. (In general, the larger the income the greater the
mcdification.)

Changes in the Canadian monetary system (i.e. re-
laxation of currensy and banking restricti@ns) began on the
first day of the War. Although the banking system restrained
itself in investing in govermment securities, the emergence of a
domestic bond market, the institution of the Finance Act, and
the growing mass of governmental obligations all affected the
structure and the operation of the monetary system. In the
post-war period in Canada, as in the other belligerent countries,
there remeined a mass of governmental financial obligations that
represented, not internal or external trade indebtedness, but
largely the claims of those who had lent their labour or capital
for war purposes, claims for an annual sharé of the current
returns from industry and trade. Finance was no longer the
handmaiden of industry alone. It had to serve both government
commitments and industrial needs. And there are signs in Canada,
as elsewhere, that there has been a decline in the demand for
that type of service which banks formerly delighted in - the
provisidn of working capital by short-term loans. Hence banks
as a whole have been free to take up.more of the government debt
than they might have cthermiséj,-zv)vhile the .general public and
industrial companies, the latter having grown in average size,
have provided more of the working capital of industry and
commerce. As a result of the new levels of government activity,
particularly fhe new government function as an agent of transfer
of funds to creditors (home and abroad), the post-war banking
systems have had to give new attention to menagement of
currency and to governmental requirements, and consequently new
banking techniques have been evolved (open-market policy, short-
term balances and latterly exerhange equalization). In most
countries that lacked a centrallﬁank, the need for one was

indicated at the Genca Conference (1922). The creation of the

(12) Ssince public opinion has apparently accepted the new level
of government financing that has been done by banks in the past
few years, it weuld be interesting t» know what further govern-
ment interventions would be sanctioned in the same way.
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Canadian central bank, however, did not ocour until financial
difficulties in the depression after 1929 further emphasized
the importance of government finance and monetary policy in
the Canadian economy. Since the creation of the central bank,
the Canadian menetery mechanism has so changed that monetary
policy has become a causal factor of new significance in
future economic change.

| The fact that government debts, expenditure, and taxes

took an increased share of the national income in the post-war
period involved some change in social organization that is not
without significance in the operation of private enterprise.
Of the total tax system of the Canadian governments as a whole,
only a part - although an increasing part - is proportioned to
incomes and profits. But the total tax system, whether it lies
on costs, or whether it is in\part shifted to prices, tc lower
wages, or even to reduced employment of labour, has in the last
few years, become increasingly regarded by producers as a burden.
The additional taxation that arose during the war period was
regarded largely as an emergency measure, and in the good business
years from 1925 to 1929 the reduction of Dominion and most
provincial tax rates seemed t» bear out the hope that the war
'taxation levels had been temporary. The increases in taxation
in the depression years (1931-3) created further disturbance,
but then again, this period was considered abnormal. But now,
after several years of economic reccvery, tax rates have
increaseélg)rather than diminished, and since a further
depressiou might involve still higher rates, households and
firms now generally realize that high taxes are likely to
Persist and perhaps even to become "normal". Accordingly, the
question of the present and future influence of taxation on

the incentives to investment is of more importance than at any

{13) e.g. Dominion surtax and corperation taxes raised in 1935:
~corporation tax and sales tax further raised in 1936.
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previous time. It is true, of course, that governments transfer
large parts of the taxes levied to bond-holders, to those
receiving services free or at less than cost, and to other
government purposes, so that a large gart of the state expendi-
ture again enters the income stream of private households and
firms. (The question of how large a part of taxation re-enters
the income stream, and particularly the incomes of those on
whom the volume of investment depends, is of fundamental
importance, and will be discussed later.) It is true also in a
liberal-democratic state that governmental financial action as
a whole must have some dependence on the desires of the people
as a wholé. Nevertheless, the individual taxpayer (whether
household or firm) regards state action, not as being determined
by him, but as a determinant that, among others, affects the
cost of the goods or services he buys, and alse the level of
income remaining to him for consumption and saving. And these
considerations increase in importance if the economy is in a
condition of recession or depression. The medification of the
principle of private prcperty, towards the idea that the state
can absorb an increasing share of the returns of labour and
enterprise, can be accepted willingly by the taxpayer only when
he agrees that the post-war social organization necessitates
this sharing of current income with the state. Accordingly,
the task of getting higher taxation out of a community, without
causing repercussion on enterprise, is in part the task of
managing human nature so that those on whom the dynamics of the
econsmic system depend will continue to give their intelligence,
determination, and skill to enterprise, even if they do have to
share the rewards. |

Unfortunately wars, and now also major depressions,
carry govermment expenditures and taxes to new levels comparatively
quickly so that there is not always time for willing acceptance

of the new government action by taxpayers. The immediate reaction
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to a sudden raising of the level of state action, particularly
in taxation, may induce firms to try to bolster existent
economic positions by regulation of prices and quantities, or
by attempts at such regulation.

By 1921 the Dominion revenue system was broader and
deeper than before the War, particularly in taxatiom. The

following table indicates the change:

1913 1921

($000) ($000)
Customs duties 104,691 105,687
Excise 21,452 36,755
Sales Tax - 61,273
Manufactures, stamps, etc. - 12,383
Corporation Income - 38,864
Other - 2,328
Business Profits - 22,816
Income Tax on persons - 39,821
Miscellaneous 1,335 396
Tax Revenue 127,478 320,323
Total Revenue 148,101 359,386

Both before and after the Wa;, the tax revenues
amounted to about 86% of total revenue. In the tax revenues,
the change from the pre-war dependence on customs duties is
marked. These duties varied littlg in amount as between the
two depression years 1913 and 1921. There was a slight increase
in the yield of excise duties, but the remainder of the tax
system was due to the innovations duriﬁg the War; in 1921, the
new taxes yielded 55% of the tax revenues.

On the expenditure side, the significant changes are

indicated in the following table:

1913 1921
($000) ($000)
Net Debt . 12,213 152,488(a)
Pensions 94 53,688
Transport 37,851 42,772(a)
Government 27,237 47,235
Defence 13,812 17,381
Subsidies 11,280 12,212
Domain 7,707 11,914
Post Office 12,822 30,447
Welfare, Education and
Agriculture 8,176 13,208
Total Expenditure 131,192 381,345

(a) Interest on Canadian National Railway issues, included in
net debt charges, $36,337,000.
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The growth in debt, pensions, and transport is signifi-
cant. The transport and net debt charge items include the
railway deficit of $50 million in 1921, but this item was liable
to decrease with economic recovery. Net debt, pensions, and
transport had formed 38% of 1913 expenditures, but 85% of 1921
expenditures. Although all items of expenditure had grown, the
old Dominiom functions (government, defence, subsidies to
provinces, and domain) had fallen in lmportance: in 1913 they
combined to account for 46% of the expenditure, but by 1921
they amounted to only 23%.

As compared with provincial and municipal expenditures,
the Dominion outlay had grown more rapidly after 1913, as a
result of the War and the transport costs. But expenditures by
other governments also grew appreciably between 1913 and 1921,
While the Dominion outlay rose by 191%, the provincial rose by
87%, and the municipal by 131%. As a result, by 1921, the total
tax collections of all Canadian governments amounted to an
appreciable part of the national income, calculated at
approximately 20%.

The actual distribution of this expenditure of government
is difficult to summarize, but it may be roughly indicated. 1In
the depression year 1921, the Dominion and provincial expenditures
might be summarized as follows:

(1) Payments to those Canadians to whom the governments were
indebted (internal bondholders and pensioners). This
item was probably the largest of the transfers from
taxpayers to other Canadians, and may have amounted to
one-quarter of the total government expenditure.

(2) Expenditures on behalf of all citizens through certain
services of government (governing, legislation, justice,
post-office and defence). This took probably one-quarter
of total expenditures.

(3) Expenditures directed mainly at the benefit of citizens
in certain areas by means of public works and transport, -
about one-fifth of total expenditure.

(4) Expenditures for the benefit of future citizens, in
education and natural resources management, - less than

one-tenth of total expenditure.

(5) Payments to those getting social services, - less than
5% of the total.
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(6) Payments to foreigners to whom Canada was indebted:

the amount of debt being paid externally may have

amounted to about 15% of the Dominion and provincial

expenditures. This amount represented a real deduction

from Canadian incomes, whereas the preceding items '

represented a transfer of national income within Canada,

The above distribution characterized a depression year
just at the end of the War. In the boom years, the transport
payments would be smaller by reason of the smaller railway
deficit. 1In depression years, as social philosophy moved on
towards greater diffusion of welfare services, the significance
of that item would also change. |

The new level of government expenditures as a whole
was not likely to remain unchanged after 1921, Apart from the
effects of depressions on expenditures and revenues, the trend
of expenditwre as a whole was likely to be upward; The change
in the rate of economic progress, the necessity for taking
greater care of both human and physical resources, -the need for
capital works, in railroads, highways, utilities and other
physical forms that might appear likely to shimulate regional
enterprise, all indicated that expenditures would tend to rise
fdr governments as a whole. Between 1921 and 1930 provincial
expenditures on current account increased by 106%, and Dominion
expenditures by 10%. Im the Dominion, however, the trend had
tended to be downward until 1926, In the provinces, which
had incurred new debts for highways, utilities, and publiec works
during the 20's, met debt charges rose; at the same time new
public welfare services, and additional attention to provincial
domains, tended to push up provincial expenditures with some degree
of regularity after the War, The Dominion however managed to
reduce its debt charges: the expenditures on railway deficits fell
rapidly, especially in the 1925-8 boom years: pensions declined

to 1926, and the general financial position permitted some steady

decline in Dominion taxation after 1924, beginning with a
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reduction in the sales tax from the 6% level to which it had
been stepped up in the post-war depression years. But altheugh
Dominion expenditures appeared te be more amenable te cen-
trection than those of the provinces as a whole, and although
the Dominion did menage to secure a small reduction in its
outstanding debt between 1925 and 1928514)its financial positien
was dominated by much the same forces as were affecting the
provincial budgets.

The expenditure needs and the revenue possibilities of
all governments were associated with the level of national |
income. If it rose, expenditures on railway and other utility
deficits declined and welfare needs tended to fall, while at the
same time revenues became more buoyant. But the level of
national income depended in turn very much on the Canadian expert
position. Thus when fereign trade improved between 1925 and
1928, the increase in Canadian employment improved the railway
position, lowered certain other government expenditures,
improved revenues, and even permitted new expenditures on public
works of different sorts. The latter tended to add to the
magnitude of the boom. When foreign trade was depressed, as in
1920-1 and 1929-30, the epposite condition held. The reductien
in trade and employment added to railway and ether utility.
deficits, added to welfare expenditures, led to increased
taxation, and tended to reduce expenditures on public works. In
the post-war depressions, therefore, Canadian gevernments as a
whole, by their fiscal actions, tended to reduce their own
investments, and to spend mere on utility deficits and on welfare.
Because so large a part of the natisn's physical capital was
owned (or guaranteed) by governments, depressions added
inereasingly to the normal post-wer budget problem: and since
soeial philosophy was changing, depressiens added to welfare

costs and introdueed a further element of budgetary difficulty.

(%g) It fell from $3,575,419,000 in 1925 te $3,491,648,000 in
1928.
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If governments met these difficulties by contracting their own
investments in Canada, or by creating tax systems that did
anything to hinder privgte investment, they were likely to
discourage the exchange of goods and services within Cenada -
an activity which is something of an alternative to exports as
a provider of nationel income. Accordingly, in the post-war
period, when new levels of government activity were reached and
showed a tendeney to rise further in depression, any failure to
recognize the influence of fiscal policy on Cenada's home trade
might nullify the other national efforts that were being made
to try to maintain income by strengthening the international
trade position, (e.g. by tariffs, trade agreements, or exchange
poliey, if resorted to).

The importance of fiscal action as a factor affecting
the extent of private investment in Canada, may be roughly
indicated by the fact that government expenditures as a whole
ameunt now to about one-third of the national income. The
direction of these expenditures, their distribution to different
purposes and localities, is important in directly affecting the
direction and the volume of home trade. The methed of raising
the funds by taxes (or taxes plus deficits) is both directly and
indireetly important in affecting the level of investment. So
fer as defieits involve new bank credit, they are directly
expansionist in their influence. So far as taxes are raised in
the ways least likely to add to costs, they ere indirectly
important as creating the least possible disturbance to private
enterprise. If the revenue methods are ill-considered, their
adverse effects on private investment may offset whatever .
beneficial effects accrue from the governments' expenditures as
incentives to investment.

The question of the effect of taxation on investment
is not readily answerable, but several féatures of the relatien

of high taxation to enterprise have to be borne in mind. At
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any particular time, it is not easy te define a ‘'high' tax.
Some taxes whieh werc considered onerous in the pre-war period
are’no longer thought so: others that appear heavy in depressions
become unimportant in booms. And this raises the question of
the psychological effect of taxation, a matter which tends to
be of prime importance at present, since, as we have argued
earlierflS)there has been some recent realizetion that the
present tax levels are liable to persist. The expectation of
the maintenance of the present tax-levels, or even the fear
that recent additions te government debts are likely to increase
future taxes, may prove tc be more effective in delaying
private investment than the fact of the taxation itself. Un-
fortunately, the present tax method; and recent tax history,
de little to minimize the effects of taxation. The loosely
knit nature of the tax system as a whole, the tendency for much
of the structure to be on industrial costs rather than on
returns, and the habit of raising these taxes without discrimina-
tion in depression periods, suggest that the Canadian tax
system as a whole is not calculated to produce the least dis-
turbing effects. In depression, or in areas suffering economic
retardation, the additional taxation created by these adverse
economic conditions, discourages investment. As a factor
amplifying the periodic swings in the Canadian economy, reducing
its burdens in booms, and adding to them in depression, the
Cenadian tax system is no longer insignificant. |

With respect to expenditures, it has been already
indicated, that the post-war tendeneay has been to reduce the
governments' expenditures on investments (public works, capital
maintenanse, conservation of reseources, etc.) in depressicns,
and to add tc them in booms. Like taxes, this part of fiscal
action has also tended tQ exaggerate the swings in the econony,
and to make the latter more than ever dependent on a favourable

export position. It is a commonplaee that the Canadian

(15) p. 44.
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economy is dependent on exports. But the extent to which the
fiscal action of the governments has added to the Canadian
booms that a favourable expsrt trade created, and deepened the
depressions that ensued from international trade dislocation,
has not always been given proper emphasis.

With respect to another group of expenditures, a
similar unfortunate ecircumstance may arise. That portion of
the taxation which goes to internal debt holders (individuals,
banks, etc.) has usually been assumed to re-enter the income
stream immediately, so that the transfer from taxpayers to
bondholders, and from them back to business, is quickly effected
without economic disturbance. But since taxpayers give up
certain consumptions (or savings), it will be necessary for
bondholders to utilize the funds for consumption or savings in
order to prevent internal trade disturbance. Some of the
internal debt payments are probably spent when received, and
re-enter the income stream withcut creating disturvance. The
remainder, which is saved, is the part that may create distur-
bance. If the external trade condition is favourable, and is
stimulating Canadian industries, the funds that are transferred
te government bondhelders are then readily available for use in
the investment opportunities in both home and foreign trade
industries. If, however, external trade seems to be declining,
and Canadian home trade is lagging or depressed, the funds that
are transferred to bondholders may be saved, pending new
investment opportunities. In these conditions, the funds
transferred to the bondholders are likely to be available only
fer credit-worthy borrewers, and in view of the economic
conditions, only governments may appear credit-worthy. In sueh
conditions, when trade seems to be declining, the transfers te
bondhelders who save, will in themselves do nothing very
positive to stimulate investment, or to compensate for any

reduced consumption that has resulted from the payment of taxes
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to meet this debt interest. Thus the post-war level of
internal debt has been another important factor contributing to
the swings in the economic system, Canadian governments as a
whole made no positive, concerted effort to expand public
investment, on those occasions in which private investment
began to lag, occasions in which the investible funds became
more available for governments than for private enterprise.

In depression, it is true, the money rates of
interest may be lowered directly by banking policy, or indirectly
through the actions of the private investors. But if private
investment is lagging, this action will result mainly in raising
the prices of gilt-edged securities, in revealing the willingness
of investors to invest only in govermment securities. And even
if there is some reduction in money rates for private borrowers
in depressions, this reduction may :"ot be sufficient to
counteract the business man's low estimation of the profit
possibilities, until some evidence exists that the depression
is about to give way to recovery,

Accordingly, in the post-war period two sets of forces
impinged on the Canadian economy. On the one side was the
long-term change in position due to the ehange in eoconomic
progress, and coupled with this was the new level of.government
debts and welfare services. The economic structufe required
gradual and careful remedy, and the financial structure, with
its new level of sommitments and of taxation, also merited
read justment. On the other side was the short-term pcsition
dictated primarily by the profitability or otherwise Qf the
export trade. When that trade was satisfactory many of the
long-term factors ceased te exert their influence. The upswing
that good overseas trading produced was a scolvent t9Q bofh
economic and financial difficulties: revenues became buoyant,
tax rates became unimportant, debt transfers encouraged the
boom and deficits declined. But when overseas trade was
dépressed, then the long-term factors rehewed, and sometimes

even increased, their influence.



-Vl

These conditions suggest that appropriate government
action would have been_directed at the twin elementals; the
gradual improvement of the long-term position and, since that
position was sensitive to disturbance, the taking of measures
that weuld at least try to prevent short-term movements of
external trade from creating too extreme fluctuations within
Canada itself. These two problems were different in kind, the
former calling for careful improvement of the efficiency of
both the economic and the financial system, and the latter
requiring expansionist measures to meet temporary external
trade disturbances.. Since some discussion of these matters
was raised in the Introduction, it is sufficient here te
indicate that an economic and fiscal policy to meet either the
long-term or short-term disturbances was not forthcoming, for
reasons already given. Indeed no conscious fiscal policy
existed, to meet either the structural or the cyclical needs.
The governments as a whole regarded their fiscal pousition, not‘
as a determinant of investment and intensive development of
resources, but as something dictated to them by the eccnomic
position of the moment, and that position in turn was dependent,
in sueh circumstances, on the export trade. Expenditures,
taxes, and deficits varied in response to exX<ernal conditions,
When these conditions yielded prosperity (1925-8), certain
deficit expenditures fell (on utilities, etc.), revenues became
buoyant, and governments felt able to meke new expenditures or
to reduce taxes. In depressions, the opposite held. But
although governments seemed to regard their fiscal position as
being determined for them, it was nevertheless directly -
although not as a conscious policy - affecting the level of
investment. In booms, new government investments and reduced
taxation stimulated the incentives of private enterprise to
invest. In depressions, the curtailment of governments' direct

investments, and the raising of taxes without discrimination,
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did nothing to encourage private investment, or to maintain
total investment. Fiscal policy, it must be emphasized, has a
new importance in the economic system when government activity
as a whole forms so large a part of the national income. 1In
short, the fundamental problem of Canadian government financing
in the post-war period was rather a question of the relations
between government as a whole and industry, than a question of
financial relations between the Dominion and pfovincial
governments. If any region suffered retardation in its export
trade, its government financing wnuld prove difficult, and
might lead to claims for assistance from the central government.
But if foreign trade as a whole suffered, all govermments were
likely to find expenditures increasing and revenues decreasing:
in suech a case the fundamental question related to the cause
of the general difficulty, namely the fall in national income.
In the present recovery from the depression, with the further
disturbances to international trade that have followed from
the emergence of "war economies" overseas, the maintenance of
Canadian income may prcve to be largely a matter of inducing
home investment. If that be so, an important function of pubiic
finance is to direct goﬁérnment expenditures as a whole so as
to stimulate investment, and to re-allocate taxes in a way that
will least deter private enterprise. Dominion-provincial-
municipal financial relations form a part of this wider issue.
And it has to be asked whether the constitutional distribution
of powers and revénues as between the different governments
ought, or can, be so arranged as (1) tec increase the efficieney
of expenditures and taxation (i.e. yield maximum benefit for
the given expenditures, and raise the revenues with the minimum
of disturbance to enterprise), (2) to provide when necessary a
national fiscal policy as an additional instrument of economic
control, to be used together with banking, tariff, and transport

policy when severe disturbances are about to affect the Canadian
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economy. To the extent that this is possiﬁle, fiscal policy
may be another device (or compromise) by which public authority
can co-operate with private énterpriser But if there is no
conscious fiscal policy on a national scale, then at the present
levels of»government costs, the fiscal practices of the
different governments may hinder, rather than aid, private
enterprise, and may offset whatever economic advantages accrue
from other policies that aim to increase the returns from
foreign trade or home trade.

The history of Dominioh expenditure and tax changes in
the post-war period indicates that the Dominion fiscal position
was dictated mainly by the economic conditions ruling from year
to year, and that fiscal action was limited to what prevailing
economic conditions seemed to permit. On current account, the
post-war depression produced a series of defiecits, the 1925 to
1929 boom a series of surpluses, and the years from 1930 another
sequence of deficits. In the boom years the surplus TIo0se
steadily to a peak in 1928 (year ending March 1929}%6) There-
after, as a result of the new depression expenditures on railway
deficits, unemployment and farm relief, wheat bonus and relief
advances, the deficits rose rapidly in 1930 and 1931 and remained
high to 1956617) The capital &ccount indicated the tendency to
enlarge investments in the boom years and to contract them in
the depressions. When revenues and surpluses were buoyant in
good years, new und ertakings were more readily undertaken, and
unfortungtely tended to reach their maxims just near the peak of
the boom. Dominion capital expenditures rose from $9 million
in 1925 to $190 million in 1929, This public investment
added to the magnitude of the boom. When the boom broke, the

(16) The current surpluses from 1925 to 1929 were approximately
%45 million, $78 million, $84 million, $112 million and
67 million in 1929.

(17) Tae current deficits, including depression eXpenses, from
19%0 to 1936 inclusive, were approximately $74 million,
£151 million, $145 million, $124 million, $108 million,
152 million and $75 million in 19%6 (year ending March 1937) .
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the govermment had to resort to borrowing for the investment
being undertaken, aiming to contract these works as quickly
as possible. Capital works were reduced from $190 million in
1929 to less than $10 million by 1934, thus reducing the
government investment in the critical period of decline in
private investment. The tax history revealed the same passive
fiscal pelicy, tax rates being increased in the post-war
depressicn, reduced in the boom years and increased from 1931
cnwards . Taxes were raised (by all governments) in the years
that were difficult for private enterprise, and reduced in
the years when private enterprise was optimistic. In its
fiscal activities, the Dominion tended to intensify, nct to
effset, tne fluctuations that external trade was imposing on
the economic system. It was still true, of course, that the
total financial requirements of the Dominion government varied
inversely with economic conditions. In the boom years borrowing
was unnecessary: indeed there was a slight reduction in
outstanding debt. From 1929 cnwards, the volure of deficit
financing was large, and to some extent this offset the factors
making for decline in the economic system by maintaining the
consumption of those on relief, or in distressed areas. But
while deficit financing in the depression helped to sustain the
national censumption (espeeially of necessities), the fact that
all governments rushed for new revenues, and curtailed their
public investments, was probably as great a deterrent to
private enterprise as the increased government spending on
consumption was a stimulus. As such, fiscal policy as a whele
was not unified, while the relation between fiscal policy, and
other national policies (e.g. exchamge policy, tariffs, ete,)
was only dimly considered in their common bearing on home trade.

Considering post-war Dominion finances in more detail,
and considering first the tax history of the period, the

outstanding characteristic was perhaps the tendency im the
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decade after the War, to return to increased dependence on
customs duties. As we have seen, the effeet of the War was to
necessitate a broader revenue basis for the Dominioni In 1913,
of the tax revenues 82% had come from customs duties,lB)while
by 1921 only 33% of the tax revenues came from this source.
But from 1922 onwards, customs duties became mere significant
again, until by 1928 they produced almost half the tax
revenues (47%).(19) In the recent depression, their proportion
fell again, and in 1936 they accounted for only 22%. The
mounting proportion of customs duties to total tax revenues up
to 1928 is partly attributable to the fact that the economic
recovery from the immediate post-war depression involved
increased purchases of impourts. The recent depression invelved
a curtailment of imports, and in 1936 the value of dutiable
imports was about $500 million below the boom level: consequently
there is a ready explanation of the fact that customs duties
in 1936 were about $100 million under their 1928 level. To
some extent, then, customs were a changing proportion of tax
revenues according to economic conditions. But changes in
Dominion tax rates after the War also contributed to the growth
in the proportion of customs to total taxes up to 1928. In
1922 some changes were made in income tax exemptions. In 1924
the sales tax was reduced from 6% to 5%. As the boom progressed
through 1926 to 1928, the tax reductions were even greater in

(20)
the non-customs tax group. In 1926 the insome tax exemptions

(18) In 1913, tax revenues were $127 million, of which over
$104 millien were provided by customs. In 1921 tax revenues
were $320 million, of which $106 million came from customs.,

(19) In 1928 of the total tax revenues of $396 million, $187
million came from customs. In 1936 customs amounted to enly
$84 million out of a tax revenue of $387 million.

(20) The taxes other than Customs Duties were, in order af :

importance (1925), the Sales Tax, Excise Duties, Corporation and
Personal Income Taxes, and miscellaneous taxes on manufacturers,
importations, stamps, etc.
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were raised and rates cut: the corporation income tax fell from-
10% to 9%. In 1927 the sales tax was reduced to 4%. In 1928
it was again reduced from the level of 4% to 3%, and the
income tax was reduced. Corporation taxes were lowered from
o% to 8%. In 1929 the sales tax went from 3% to 2%, and
certain minor taxes were repealed (taxes on cables, railway
tickets, ete.,). In 1930, the sales tax reached 1% and
certain adjustments were made in income tax allowances. The
net result of all these reductions in the non-customs group
was to counterbalance the effect of the boom on the buoyancy
of these revenues. Despite the boom, all the revenues, except
customs, remained very constant, as this table of Dominion tax
revenue shows.

1925 1926 1927 1928 1929

( $000,000 )
All taxes except
customs 200 205 209 209 200
Customs duties 127 142 107 187 179
Total tlaxes 328 547 365 396 379

As a result of the tax reductions, especially in
sales tax, income and corporation taxes, suCh buoyancy as the
Dominion revenues showed in the boom was entirely due to the
customs revenues. The other revenues were remarkably stable,
despite the fact that the national income rose by some 26%
between 1925 and 1929, Had the taxes on sales and on income
not been reduced, their yield would probably have increased in
something the seme proportion as national income, perhaps by
$50 million between 1925 and 1929.

The result of this growing dependence on customs
duties was the same as in the pre-war period. When depression
came and imports fell, revenue tended to fall in proportion.
Accordingly, in 1929, the cessation of the growth of imports

and the fall in customs duties was immediately reflected in
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total revenues. The reduction in the sales tax in 1930, and
the fall in imports pushed tax revenues still lower, so that
in 1930 they were 25% below the 1928 level. The upward
revision of taxes began in the latter half of 1930, and in
1931 the sales tax was raised from 1% to 4%, and special
excises imposed. In 1932 the income tax was raised, the sales
tax increased to 6%, and some miscellaneous taxes imposed. In
1933 the corporation tax was again raised, this time from 11%
to 123%, and exemptions removed; in the income tax on persons
also, certain exemptions were removed. Despite these changes,
it was not until 1933 that total tax revenues ceased their
decline, so significant was the effect.of the constant fall in

customs duties on the total tax revenues., By 1934, however,
the effect of rate increases in other taxes, and the measure
of economic recovery, combined to increase the revenues from the
taxes other than customé?l)by 37% over their 1930 level, The
increases in surtax in 1935, the raising of the corporation
tax rate to 133%, continued this process and the 1936 increase
in sales tax to 8%, along with the increased corporation rate
of 15% further developed the non-customs revenues. In 1936,
these taxes prodﬁced about one-half more revenue than in the
1929 boom, whereas the national income was almost 30% below the
boom level.

With respect to expenditures in the post-war period,
the distinective characteristic on Dominion current account
was the new level of net debt charges (41% of total expenditure
in 1925) and of pensions (14%). The proportion of expenditure
that was controllable in the post-war period was small. Net

debt charges, pensions, subsidies, and other small uncontrollable

(21) Dominion Tax Revenues

($000,000)
1930 1932 1934 1935 1936

All taxes except customs 166 184 228 244 303
Customs duties 131 70 L7 74 84

Total Tax Revenues 297 254 305 318 387
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expenditures, had formed only 18% of total expenditure

before the War, but averaged between 50% and 60% after the
War, becoming much higher when the depression added to net
debt charges, railway deficits and relief costs. Apart from
these, certain other expenditures were so difficult to control
as to be virtually in the uncontrollable class. The railway
deficit was determined by economic conditiona, as were also
relief costs. In short, the "normal" Dominion budget in the
post-war period had within it so large a proportion of
necessary, or uncontrollable expenditures, that parliamentary
sovereignty might be said to have been confined to the dis-
tribution of “only a small residue. And in the background
stood always the threat of new necessary expenditures if
economic conditions proved unfavourable; railway deficits
would automatically increase, and, according to the nature

of the unfavourable conditions, other new expenditures might
also be necessary.

In capital spending, the position was similar, The
government had always been concerned with the provision of
national equipment, and the estgblishment of the national
railways increased this concern. The capital requirements
of an extensive railway system, apart from.modernization,
are fairly large and stable from year to year. The capital
equipment for canals, harbours, docks, rivers, etc., is in
the same category although smaller in amount. But unlike
many of the ordinary expenditures, these "investment™
expenditures could be postponed for a short time if the
government wished to reduce its total éxpenditure, the wisdom
of such postponement being a matter of policy. Accordingly,
the fixity of so large a section of the ordinary expenditures
left the "investment® expenditures, and a small part of
ordinary expenditures (like government, ete.,) as the only

controllable items. If revenues remained fair, all
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expenditures could be handled: if revenues rose, extra
expenditures could be made on investment, or on debt
reduction: if revenues fell, attempts to balance the budget
would require a cutting of the controllable items (mainly
capital expenditures, and a part of ordinary expenditures).

But the fluctuations in the controllable expenditures
were likely to be even greater than the fluctuations in
revenue, because as national income rose and ylelded more
revenue, the rise was accompanied by smaller railway deficits
so that more funds would be available for capital expenditures
or debt redemption. Im depression, a&s national income fell,
the uncontrollable expenditures increased (by railway deficits,
welfare, etc.,) so that the controllable expenditures
("investment" particularly) had to be greatly curtailed,

Tn the 20's, ordinary expenditure tended to
contract until 1926 as a result of reductions in debt charges,
in railways and canals, in pensions, and in defence costs
(to 1925). At the same time, expenditures on railway deficits
were contracting as the economy recovered from the post-war
depression. However, in the boom period ordinary expenditures
rose, partly as a result of enlarged expenses On government,
on welfare (introduction of old age pensions), on public
works, canals and marine, on defence, and on the special
grants to the Maritimes. Net debt charges continued to fall,
as did the railway deficits. As a result expenditures (excluding
railway deficits) which had amounted to $331 million in 1921
($381 million including railway deficifs) had fallen to
$314 million by 1926, and had risen again to $336 million Dby
1928, By 1929 however, the ndepression” expenditures began,
showing themselves fiprst in the increase in the railway
deficit. As the same time, some new commitments on public
works, agriculture, marine, and the Maritime Freight Rates

Act were tending to push up the level of ordinary expenditures,
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Tn 1929 and 1930 special payments on reparations and on the
Manitoba subsidy raised the year's current total. But
ordinary expenditures were cut from $378 million in 1930 to
$341 million in 1933, During these depressiom years, the net .
debt charges rose by $41 million, so that the reduction in
other expenditures was somewhat greater than the fall in
total indicated. At the same time (1930 to 1933) old age
pensions rose by almost $7 million, the police service by

$2 million, and mines service by $2 million. Despite these
increases, total ordinary expenditure fell by $37 million
between 1930 and 1933, the chief reductions being in defence
($10,4 million), public works ($7.8 million), post office

($7.0 million), and maintenance of government buildings

($6.4 million): in short, the main reductions were in the
postponable expenditures (particularly renewals and replace-
ments of capital works). Between 1933 and 1936, expenditure
rose_again by what it had fallen in the three previous years
(i.e., by $36 million) but the increase did not restore to
their former level the services that had been cut. Defence
alone increased to near the 1930 levels. Public works,
governmént buildings, etc., remained only a little above the
depression low. The increases imn total expenditure were due
to a new level for old age pensions, for defence, &as indicated,
and for small additions to many items - pensions, agriculture,
post office, legislation, buildings, ete.

But while total ordinary expenditures were im 1936
near their 1930 level, the expenditures made on "depression™
services raised the actual current expenditures as a whole
considerably above the 1930 level. The following table

indicates the position.
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Fiscal Years ending nearest Dec. 3lst.

1930 1931 1932 19033 1934 1935 1936

($000,000)
Ordinary expenditures 378 564 344 341 349 362 377
"Depression™ " 41 111 100 95 109 151 140
Total current expenditure 419 475 444 436 458 513 517

The special expenditures associated with the de-

pression have kept high since 1930, In 1933 they

reached 22%

of the total current expenditure, and in 1936 were 27% of the

total, Their significance lies in the fact that they have

tended to rise with the economic recovery from 1934 onwards.

‘These "depression" expenditures may be broken down

as follows:~

Fiscal Years ending nearest Dec. 3lst,

1930 1931 1932 1933 1934 1935 1936
($000,000)

Unemployment and Farm ) ’ ‘

Relief 4.4 38.3 36,7 35.9 60,7 79,4 78.0
Wheat Bonus and Stabi- “(a)

lization - 10.9 1.8 - - 22,6 -
Write-off to Relief Advances

to Provinces ‘ - - - - - - 18.5
c. N. R. Deficit(b) 55?7 61,0 60.8 59?0 48,4 47?4 4575
Steamships, etc.Deficit 1,3 «8 .6 6.0 2 1.3 )
Total special expenditures 41 111 100 95 109 151 140

(a) In the following year the Wheat Board refunded $8 million,

(b) Including debt charges.

In the earliest phase of the depression, the C. N. R.

deficit was the outstanding special expenditure.

It has tended

to decline with the economic recovery. But the effects of the

drought, the agricultural depression, and certain

cumstances affecting the numbers unemployed, have

special cir-

tended to

keep up, and even increase, the relief expenditures during the
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recovery years. These special circumstances compelled the
Dominion government, despite its cuts in ordinary expenditure,
to continue its financing by means of deficits, even in the
economic recovery years.

The following table indicates the deficit position
in the depression years.

1930 1931 1932 1933 1934 1935 1936

$ Million
Revenues 345 324 299 312 349 361 442
Expenditures 419 475 444 436 457 513 517
Current Deficit 74 151 145 124 108 152 75
Cépital Expenditure__ 102 53 17 -1 9 17 6
Over-all Deficit 176 204 162 123 118 169 80

The increase in current expenditures, as already
indicated, was rapid after 1933, mainly by reason of the
depression and drought expenditures. Revenues rose fairly
steadily, and with some rapidity in 1936 as a result of changes
in the sales tax and in corporation income taxes. In 1936
customs revenues were still about $100 million below the boom
level. The 1936 rise in revenues managed to reduce the current
deficit, which except in 1934, had kept fairly near the 1931
level.

This table indicates the reduction in capital expendi;
tures during the depression years, a reduction which exceeded
that in the provinces. The main constituents of the capital

expenditures were:

1930 1931 1932 1933 1934 1935 1936

$ Million
Railways 69,6 30,5 7.4 =9,3 =~1.1 9.6 2.8
Public Works 22,0 10.8 7e3 505 6.6 6.2 SletlE
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Among public works, capital expenditures on canals
were cut from $9.8 million in 1930 to negligible amounts by
1936. Docks and terminals were cut likewise from $3.1 million,
public building expenditures from $2.7 million, harbour
improvements from $1 million and miscellaneous from $1 million.
The only service still receiving attention in 1936 was river
imprevements.

The Dominion financial history since 1830 has shewn
certain inherent characteristics that are worthy »f nctice.
These may be sumnarized as fcllcws:- the large prcportion of
uncontrcllable expenditures in the normal post-war Dominion
budget: the tendency up to 1929 to rely increasingly on customs
duties for Dominion revenues: the rapid transition in the
finanecial position when boom gave place to recessiocn, necessi-
tating new levels of Dominion expenditure on railway deficits:
as recession gave place toc depression, additional ccmmitments
were necessary to help governments in the exposed areas: these
new expenditures greatly curtailed the Dominion's investment
expenditures on capital works.

The events of the depression have removed some of the
inherent difficulties, but have added others. The events of
the depression have helped to strengthen the tax machinery,
particularly in the matter of income taxes, and have increased
the propsrtion of revenues that have their rcource in income,
rather than ocosts, although increases in the sales tax have
served to maintain'the share of total revenues that lie directly
on costs. Again, the depression invelved considerable reductiens
in the demand for durable and postponable goods - houses,
equipment, etc., - and directed attention at the part played
by such expenditures in the revival of home investment. The
question of government policy with respect to investment has

been mcre clearly formulated than before.
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The events of the depression have however induced
certain long-period economic changes that seem likely to add
to the budgetary difficulties of the Dominion government. On
‘the one side, the depression has created forces making for
increased economic nationalism abroad, and as an exporting
country, Canada is likely to be affected by these changes over
a fairly long period. Certain resultant regional distortions
in the Canadian economy may persist for scme time, and may
necessitate larger expenditures in certain areas, or for
certain purposes (e.g. expenditures on welfare, education,
labour transference; ér government investment, according to the
particular policy adopted). Again, certain expenditures that
are regarded as special "depression" expenditures are likely to
persist, even if national income rises considerably. It is
likely that certain welfare expenditures will persist (e.g.
unemployment insurance), and if such insurance schemes be
formulated, not only for unemployment, but fer old age, sickness,
etc., expenditures may be permanently affected, and the
financing of 'such schemes, if it is carried out by special
taxes on payrolls, might add to the already high taxes on
marginal costs. In addition, it is likely that road competition
with railways will increase in the future, so that the railway
deficits of the past few years cannot be regarded as entirely
due te depression; given full economic recovery, rcad and rail
transport competition may be intensified, and this will affect
not only railway‘operating costs and returns, but also railway
investment for mcdernization, etc. Again, the events of the
depression, with the growth of nationalism, have affected
armament costs in many countries, and this may react on the
future level of Canadian expenditure on national defence.

Given the fact that future export booms are likely
to prove spasmodic, maintenance or partial stabilization of the

Canadian national income would necessitate scme expansion of
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activity for the home rather than the foreign market in order
to insulate the Canadian national income from the full effects
of external disturbances, If, because of unco-ordinated
policies of the different governments (i,e, competition in
services, in provision of public investments, or in search
for revenues), or because of lack of business confidence, no
expansion of home investment is possible, except, as in the
past, on the basis of an export boom, the future fluctuations
in national income are likely to be considerable, with
depressions involving shifts of financial responsibilities
from exposed areas or persons to the federal government, The
fact that consumption was maintained in the recent depression
by government relief, and works financed by credit and borrowing,
and by the spending of the savings of individual households
and fims, suggests that future resort to such sources may be
increasingly difficult, Aggregate government policies, with
respect both to the ends of expenditures, and to the various
methods of financing these (particular taxes, credit and
borrowing) are closely connected with the state of business
confidence, the incentives to invest, and the undertaking of
new ventures,

SUMMARY

(1) Since the War the Dominion financial position has
been dominated by uncontrollable expenditures, and by the
tendency of its revenues to depend considerably on customs dutles
and of its expenditures to increase in depression by reason
of railway deficits and other special items,

(2) The years following 1929 reinforced these ten-
dencies, The fall in customs revenues was so great as to
necessitate considerable widening and deepening of the revenue
structure, The rise in special "depression" expenditures -
drought relief, assistance to certain provinces and industries,
and the railway deficits - was considerable, and their level

proved comparatively constant during the years up to 1936, By
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1936 ordinary expenditures were back to their 1930 level, so
that total current expenditure was still well in excess of
revenue, despite the tax changes and the falr degree of economic
recovery in 1936. The current deficit was $75 million.

(3) The size of the current deficit from 1930 onwards -
it averaged almost $120 million a year in the 1930-6 period -
was sufficient to induce a great contraction in Dominion
capital expenditures. They had been at a peak of $190 million
in 1929, but had been cut to $9.4 million in 1934, They were
$5.6 million in 1936,

(4) The finance characteristics of the Dominion in
this period may be contrasted with those of the provinces, by
showing their total deficit (including capital expenditures)
for the years 1930 to 1936 inclusive.

1930-6 (inclusive)

Dominion All Provinces
$ Millions
Current Deficit 829.5 290.3
Capital Expenditures 203.3 358.4
Over-all Deficit 1,032.8 648.7

The special depression expenditures that lay on the
Dominion served to push it further than the provinces from a
position of balanced budgets. And the-Dominion’s concern with
its current deficit compelled it to reduce its capital expendi-
tures quite far below those of the provinces. In the boom years
(1925-9), the Dominion's capitai expenditures ($340 million)
had exceeded those of the provinces, ($212 million). But of the
Dominion and provincial capital expenditures from 1930 onwards,
the Dominion's share was only 35%.

(5) Of the debt increase between 1930 and 1936, in
both the Dominion and the provinces, the Dominion's share was
68%. The Dominion's outstanding debt rose from $3.8 billlon in
1930 to $4.8 billion in 1936, According to the balance sheet,
this debt increase of ome billion dollars went largely to
railway advances (over $358 million), relief (over $345 million),

to special loans to provinces for relief, to the farm loan board,
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and to other active assets (over $164 million). Harbours and
works received less than $80 million between them.

(8) Despite the debt increase, the Dominion's annual net
debt charges have been held down, principally by conversion
operations, Treasury bills have been cheap, but only a tiny pro-
portion of the debt is represented by this form: their importance
has been in their value as market manipulators. The Dominion's
debt charges (less interest received) formed about 35% of net
expenditure in 1936, as against 20.0% for the provinces as a
whole.

(7) In the revenue system, all taxes except customs and
excise were in 19%6 above their 1930 level. Of the taxes, the 8%
sales tax was the biggest revenue producer yielding almost 30%
($112.8 million), with customs duties yielding 22%, the corporation
income tax 15%, the excise duties 12%, the personal income tax
11%, and the manufacturers, importations, stamps, ete., 10%. 1In
view of the fact that the customs duties were still $100 million
below their 1928 level, any recovery of national income to the
level of the late twenties would probably cons&derably increase the
yield of these duties, as well as»the yield of the income and sales
tax. It is unlikely, however, that the national Income in 1938
will exceed that of 1937. A recovery of natiomal income to the
boom levels, or even beyond the 1937 level (which was only midway
between the previous depression and boom extremes) is not
immediately in sight. (August 1938).

(8) The expenditure system is mot likely to alter
considerably in the immediate future. Declines im the special
"depression” expenditures, which might be hoped for in.the
event of greater economic recovery, are likely to be counter-
balanced by some expansion in capital and other expenditures
which were reduced in the depression (1930-3) and have not yet
been fully restored. Furthermore, the level of defence
expenditures, transport expenditures, and perhaps welfare
expenditures, may be influenced for some time by forces tending

to raise then.
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Financial Position of Prince Edward Island

According to the measures of debt and taxation
commonly used for comparing the financial positions of governments,
Prince Edward Island's statistical standing appears favourable,
Her provincial (plus municipal) debt per head is only about
one-third that of the provinces as a whole, Her taxation per
head is about one-quarter of the general average, In relation
to the net value of production, taxes and debts appear to be
less onerous than in most provinceé%)

While the statistical and accounting position of the
government is not unfavourable when compared with that of many
othgr Canadian governmental units, some care must be exercised
in applying these measures to Prince Edward Island's situation,
and deductions made from such comparisoné must take into
consideration the special circumstances that dominate the
Island's economy,

The geography of the Province (i.e, its position.with
respect to the othér parts of Canada, its smallness of size,
and its suitability only for agriculture and associated pursuits,
including fishing) resulted in a group of conditions that were
unique in the federation, The Island's lack of a public domain
was another distinctive characteristic, These factors underlay
the discussions that preceded the entrance of the Province into
Confederation, and the financial relations then established
with the Dominion, combined with the conditions imposed by
geography and history, have dominated the provincial expenditure
and tax system since that time. These circumstances suggest
that a review of Prince Edward Island's financial position

ought to be mainly concerned with its special features, and less

(1) The debt charges (less interest received) took only 17%
of the Island's net expendftures in 1936, as against 21% for
the provinces as a whole, and as against 28% in Nova Scotia
and 40% in New Brunswick,
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with comparisons between it and other provinces. Its financial
history is very much the history of its relations with the
Dominion government.

The Island's position, its almost complete isolatien
in winter, and its need fér subsidized transpert, were com-
pelling considerations in Prince Edward Island's entry into
Confederation, although at the time (1873), the need of credit
to finance the railway (begum in 1871), and of funds to buy
out the remainder of the absentee landlords, were influential
hin shifting previneial opinion towards Confederation. But the
economic need for continusus communication was permanent and
urgent, and the alleged non-fulfilment of the Dominion's promise
to maintain continuocus communication was a major issue from
Cenfederation onwards. From Confederation on, the provision of
transport was out of the Provinee's hands, the Deminicn taking
over the P. E. I. railway in 1873, and accepting responsibility
fer communication with the mainland. Thus, if the Province
desired to improve its ccmmunications in order to expedite
econcmic development, it had to proceed, not by giving provincial
subsidies or bond guarantees to transport concerns, as most
provinces did, but rather by pushing its "transpocrtation" claims
at Ottawa. The frequency of its claims for better communication,
and for damaeges for delay in provision of cemmunication, was
thus the measure of the Province's estimate of its transport
needs. The fact that communication was a Dominion respcnsibility
was important im relieving the Province of new commitments
with respect to transport, and was ome reason for a small
debt growth in the Province.

Another reason was the size of the Province. The
need for communications (telephene, road, ete.) in the Island
was small compared to the need in other provinces where such
equipment had to be laid dewn to encourage settlement. In
Prince Edward Island, as in the older sections of some other

provinces, the provision of suah equipment tended to fcllow
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rather than precede settlement, In newer western areas where,
especially during the pre-war boom such equipment was often
provided in order to hasten settlement, the government
investment might later prove to have been in error if settlement
did not proceed according to expectation, This factor adding
to debt burdens was absent in Prince Edward Island, Again,
the Island did not face the communication problem of pulling
together widely separated areas, or connecting settlements
across regions where roads were expensive because of the need
for grading, levelling, and bridging. In short, the size and
the nature of the Island's terrain tended to keep down the

per capita costs of roads and other communicative equipment,
In addition, the smallness of the area relieved the government
of costs of co-ordination, which tend to increase rapidly as
the size of a territory increases.

The smallness of the area was not however an unmixeq
advantage in public finance, Some costs (legislation, justice,
and to some extent, administration) are in the nature of
overhead costs, and the minimum possible size of this framework
of government may be larger than that required by a small
community, It is noteworthy that in 1871 Prince Bdward Island's
expenditures per head were higher than those of other provinces,
but as the population increased to 1891 and little change in
the techniquerof government was necessary,‘government expenditures
per head fell, and thereafter remained almost unchanged until
the post-war period saw thé addition of new services, Since
this addition of new government services; the percentage of
Prince Edward Island's revenue that is spent on general
govermment, administration of justice and legislation has risen
and in 1936 amounted to over'13h of the revenue as against &b
in Nova Scotia, and this despite lower average salaries on the
Island. in short, while smallness of area has limited capital
expenditures, not only absolutely but rélatively, it has tended

to make certain costs of government comparatively high despite



"frugality"®,

The agricultural nature of the Province limited the
need for municipal government, and the provincial government .
undertook to a@minister certain services usually entrusted to
municipalities, particularly education, Moreover, certain
local services given in larger municipal areas elsewhere were
given only modestly in Prince Edward Island, The requirements
and the costs associated with urbanization on the Island were
small, Thus if it is shown that provincial expenditures per
head were approximetely equal in Prince Edward Island, Nova
Scotia, New Brunswick, Ontario and Quebec, at the beginning
of the War, this meant that the total government (provincial
and municipal) expenditures per head were probably smaller in
the Island than in the other provinces mentioned,

These circumstances of geography, size, and industry
have combined to dominate the fiscal history of the Province,
Its lack of diversity in resources and of a frontier,
prevented errors of optimism about expansion, The smallness
of its area and Dominion responsibility for transport also
preventedvdebt growth, so that Prince Edward Island entered
the post-war period with a small debt, just over $1 million,
In December 1921, the total outstanding debt was represented by:

Assets,

$000

Investments 4,5
Pyblic Works 1,234,2
Other Expenditures 1.4
Current Deficit 232.8

1,472.9
Less Sinking Fund Reserve 232,8

1,240,1

Before the War, the Dominion subsidy formed a very
large proportion of total provincial revenues: in 1913 it was
71%. Up till then, therefore, total revenues were comparatively

insensitive to local conditiens, and to agricultural
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fluctuations in particular: revenues expanded mainly in step
with the subsidies, Of the total revenue, 20% came from
provincial taxes which did respond to agricultural variations,
Since there was little diversification in industry, and no
public domain, the Province did not en joy many increments of
wealth, Regional income was dependent mainly on agriculture,
Consequently there could be no great dependence on corporation
taxes, succession duties, or domain revenues, Of the taxes
raised by the Province, the general land taxes were the most
important (although in 1913, the boom in the fox industry
yielded special fox tax revenues). There was an income tax
on persons, and at this time it produced as much revenue as
the corporation taxes, which lay mainly on banks (deposits and
loans) and on fire insurance companies (flat rate), In 1913
the revenues were as follows:

1913 Revenues

ﬂOOO
Subsidy - 382.2
Taxes 105,.2
Others 48?5
Total 535, 9

In the expenditure system, education was the out-
standing item, taking 33% of the total: government, legislation
and justice combined took 22%, highways 21%, welfare 11%,
debt charges (ex sinking funds) 8%,and agriculture 4%.

While the Province lacked opportunities for large
increments of wealth, and so for extensions of its tax system,
there was some compensation in the stability and gradual
expansion of the Dominion subsidy,

Prince Edward Island's unique financial position in
the federation in the pre-war period is perhaps indicated by
the fact that its expenditures, c¢ven up to 1916, were still
less than 20% above the 1873 level. Up to the War, the financial

history of the Province had been mainly an attempt to keep
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expenditures in line with revenues that depended greatly on

the level of the federal subsidy., During the War, however,

and in the post-war period, Prince Edward Island was affected
by the new trend of expenditure growth that was common to all
provinces, and this indicated that revenﬁe possibilities would
have to be further explored. Since then the proportion of
total revenue raised within the Province has increased, Subsidy
readjustments, like those following the Duncan and White
Commissions, have been upward but the steady increase in total
revenues and their annual variations are attributable largely
to the Province's own taxing efforts. Between 1913 and 1921,
current expenditures rose by over 50%, welfare and education
showing the most pronounced growth, By 1921 these two items
accounted for half the total expenditures. Debt rose from
$962,000 to $1,240,000, partly as a result of increased current
deficits, but mainly because of new public works, the investment
in which increased by 29% between 1913 and 1921, In these
conditions add}tional revenues were necessary, and as a result
of the expansion of the revenues raised within the Province,
the subsidy, which in 1913 had yielded 71% of revenue, by

1921 yielded only 48%. Property and income taxes, which ‘
together had given 8% of revenue in 1913, yielded 21% by 1921.
Corporation taxes provided 4% of total revenue in 1921 as
against 3% in 1913, Amusement taxes were added but were not
important., Liquor control and automobile licences, which
yielded small sums in 1913, together formed 11% of total

revenue in 1921, The revenues in the two years were as follows:

152 1l 1921 Increase
— $000 S -

Subsidy 382,2 382,2 -
Taxés 105,2 303, 9 198,7
- Licences 19.1 56,3 37.2
Liquor Control 1.4 49,5 48,1
Others 28,0 . 4.6 -23.4

Total 535.,9 78655 260,6
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Revenues, buoyed up by the post-war boom, declined
with the 30% reduction in the net value of produc tion that
occurred in the post-war depression, The increased use of the
motor vehicle did give new returns from gasoline taxes and
automobile licences, but these were still not important revenue
producers in 1925, yielding only over 10% of the revenues.

The yield from general land taxes tended to contract, and there
was a considerable fall in the returns from miscellaneous
taxes, partly due to the repeal of the poll tax in 1923,

Although revenues fell in the depression of 1921,
expenditures proved intractable, and indeed tended to rise as
a result of new expenditures on highways, agriculture, and
education grants., The Tesultent deficits induced the Province
to widen part of its tax system, by the introduction of
gasoline taxes, by some changes in corporation taxes, the most
productive of which was the flat rate tax on railway companies,
The yield from income taxes on persons (including the tax on
personal property) was also stepped up, By 1926, the federal
subsidy was yielding 43% of the revenue, the new gasoline taxes
4%, the enlarged corporation and income taxes 13% and 8%
respectively, Tax revenues had increased by 12% over the 1921
level, mainly by readjustment of the tax system., By 1926 also
liquor profits and automobile licences were beginning to prove
more buoyant, and a surplus emerged on ordinary accounts, Between
1921 and 1925, outstanding debt had increased by $859,000, accounte
ed for mainly by current deficits, The surplus in 1926 was great
enough to permit a slight reduction in debt (by $18,000),

In 1927 a deficit emerged again, The additional
subsidy recommended by the Duncan Commission‘was paid first
in that year, and involved an extra $125,000, But revenue
rose by only $20,000, the new subsidy being almost off'set by
tax reductions (land taxes fell by $22,000 between 1926 and



1927, and income tax fell by $16,500), and by a fall in liquor
revenues, The effect of the increase in subsidy, and of the
fall in taxes, was to make the Dominion subsidy again the
outstanding revenue producer, In 1926 the subsidy had yielded
43%h of revenue and taxes 39%, but in 1927 the subsidy provided
56% of the total revenue, and taxes only 29%. In 1928 taxes
increased their yield again, and contributed 36% of the
revenue, but land taxes still were 11% below their 1926 level,
In 1928 also a road tax was added, and gasoline and income
taxes were up slightly, The road tax was imposed as a result
of the new level of highway expenditures, there being a 48%
rise in highway costs between 1926 and 1927, Highways
continued to absorb a larger share of the expenditure until by
1931 they took 34% of the total,

Up till 1931 welfare and debt charges increased no
faster than total expenditures, while education, which had
formed the major provincial expenditure up until 1925 (when it
was 35% of total), had expanded only a little, and by 1931 was
only 23% of the total. The highway costs were beginning to
dominate the current expenditures of the government, and the
other expenditures, particularly those on welfare and education
(which together had formed 49% of the total in 1925) were
being checked, although demands for their enlargement were
fairly insistent. The highway programme was adding slightly
to debt also, and therefore affecting the level of debt charges,

From 1928 to 1930, there was a surplus on current
accouﬁt, but the annueal capital expenditure on highways
increased annually, necessitating additions to debt each year,
addition? that were amall absolutely (averaging only $197,000
in each year) but important in relation to the Islend's
previous debt history. However, by 1930, the Province's out-
standing debt was $2,8 million only, represented in its

balance sheet as follows:
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Assets

$000
Debenture Discount unamortized 257
Advances 36,5
Buildings 40,3
Roads 942.,6
Other Public Works 1,447.2
Other capitalized expenditures 15,6
Current Deficit 1,033.5
3,528,.4

Less Sinking Fund Reserve 568,2

Capital Surplus 130.4 698.6
Total Outstanding debt 2,829,8

By 1930 the economic position of the Island revealed
the difficulties arising from almost complete dependence on
agriculture, As the Province had a fairly well balanced
agricultural economy, the depression did not produce widespread
destitution, but the loss of potato markets, the great fall
in potato prices, and the contraction of the dairy product
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