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CHAPTER I

History of the Public Debi

The net debt of the Dominion of Canada on March 31,

1939 was @3,152,559,314.(1) How this grew from the $75 millions

owed at Confederation this essay will attempt to chronicle.

In the story of the growth of the national debt is
reflected the story of Canada -- her booms and depressions, her
periods of expansion and her periods of stagnation, the triumphs
of her statesmen and the mistakes of her statesmen. Particularly
the mistakes. Most legislative blunders would be soon forgotten
were it not for the fact that they had some financial repercus-
sions. Yet too often is it true that the effeet remains while
the cause tends to be lost in obseurity; it is rapidly becoming
that way with the Dominion debt. The public is prone to look
at its size and to condemn recent governments for their inabil-
ity to cope with it: an examination of the origin of the burden
might engender a rather more sympathetic attitude towards those
who must find ways of obtaining money to meet the annual inter-

est ehargese.

What is of even greater importance is bringing clearly

into focus the nature of the mistakes made in the history of

(1). Exeluding guaranteed railway securities to the amount of
$1,054,865,758, and other guaranteed securities to the
amount of $30,600,338, in hands of the public.



Canadian public finance. For it is from an analysis of these

mistakes that the future has the most to gain.

Table I. Balance Sheet of the Dominion of Canada, July 1lst.,
1867, and March 3lst, 1939,

ASSETS 1867 1939

Active assets ..ecececenvecnceees $ 17,317,410 558,051,278
Non=Active assets:
Public WOTKS teevecccescscnne 27,605,990 532,339,547
RailWaysS eeeeececcssosnoncans 33,325,045 776,988,417
SUNATY eveveccoascons cteasane 14,797,607 140,737,864
Consolidated Fund .scceveoccceccnns - 1,702,493,487

$ 93,046,052 3,710,610,593

e ——
—————

LIABILITIES

Miscellaneous liabilities +....... §$ 12,966,345 324,913,559
Funded Debt ......vvvvvnnunneaeas. 80,079,707 3,385,697,034

$ 93,046,052 3,710,610,593

Net Debt (Gross Liabilities) $ 75,728,641 3,152,559,314
(Active Assets )

Explanation of terms:

1. Active and non-active assets: Sir Henry Drayton put the

difference between them very clearly in his 1920 Budget Speech
as follows: "Assets which are not readily convertible or are
not interest producing are not such assets as ought to be de-
ducted from the gross debt.® In other words, active assets can

be deducted from the gross debt; non-active~assets,Qannot.(l)

(1), Hansard 1920, p. 2478



2e Consolidated Fund: A "deficit" account =-- it really repre-

sents that portion of the debt against which there are no assets

of any description.

Se Funded Debt: Outstanding bonds, securities and debentures

of the Dominion of Canesda.

1867 - 1914

Gonfederation

When the provinces entered into Confederation in 1867
their debt was incorporated into that of the Dominion. Discus=
sions as to the best method of doing this without prejudice to
the financial rights of any province were prolonged. The capita-
tion basis was selected as being the most equitable solution,
and the debt allowance figure was fixed at twenty-five dollars
per capita. The Dominion assumed all debts and obligations of
the provinces outstanding at the time. Adjustments were made if
the actual provincial debt exceeded or fell below the chosen

(1)

figure. These arrangements were presumed to have been final,
but disputes between the individual provinces and the Dominion

continued for the next sixty years.

During the next twenty years railway construction

bulked largely in the capital expenditure. Under the terms of

(1) Boos, A.W., "The Financial Arrangements between the
Provinces and the Dominion.™ McGill University Economic
Studies, No. 1l2.



the British North America Act, the Maritimes were promised a
railroad connecting them with the upper provinces. At that
time such a line was also thought necessary for military pur-
poses, in addition to maintaining year-round transportation
facilities for Ontario and Quebec goods to an ice free Canadian
port. The Intercolonial Railway System was the result - an
integration of government-owned railroasds taken over from Nova
Scotia and New Brunswick in 1867, with additional construction
to complete the line to Montreal. By 1886 expenditure had
reached ¢$31 millions.

In 1871 British Columbia entered Confederation with
the assurance that a transcontinental railroad would be commenced
within two years and completed within ten. Between 1871 and 1880
the work proceeded in fits and starts and it was not until
December, 1880, that the contract was finally awarded to the
Canadian Pacific Syndicate., The financial inducement consisted
of $25 millions in cash, 25 million acres of land, all lines
constructed in the previous decade, a twenty year monopoly in
the west (later abrogated in exchange for a bond guarantee), and
sundry tax exemptions. This proved inadequate, and by the time
the transcontinental line was completed in 1886 approximaetely

(1)
$71 millions had been handed over to the Canadian Pacific Railway.

(1). Sessional Papers of Canada, Public Accounts. This figure
includes (a) the takimg back of 6,793,014 acres of the
original land grant, at $1.50 per acre - $10,189,521 which
was charged to Consolidated Fund, and (b) cost of rail cone
struction between 1871 and 1880.



Public works had not been entirely neglected, and the
greater part of the $35 millions spent thereon had gone to ex-
tending the system of canals. New canals were constructed and
existing ones widened and deepened consistent with the increase
in lake and river traffic. Provincial debt allowances accounted
for most of the balance of capital expenditure, as shown in the

following table.,

Table II. Capital Expenditure, 1867 - 1886 (1)
RailWays veeecesces $ 93,774,420
Public Works ...... 35,080,004
Provincial Debt
Allowances eececces 30,743,394
Iand evecccecceanss 5,486,689

$165,084,507
Revenue Surplus «.. 17,654,041

NET DEBT increase $147,430,466

NET DEBT oeveve.... $223,159,107

The driving of the golden spike by the Hon. Donald
Smith to signalise the completion of the Canadian Pacific
transcontinental line marked the close of a Canadian era. The
legislators felt that unification of the provinces was completed
at last and a respite from capital expenditure was in order. The
extent of the drop in such expenditure can be seen from the
figures; in the four years preceding the eompletion of the rail-
road more money had been expended on capital construction than in

the followling thirteen,

(1). Bxcluding land grant purchase.



By 1907 the net debt stood at $263 millions, only
$40 millions greater than the figure of 1886. A series of
budgetary surpluses had provided for nearly one hundred millions
of capital expenditure.(l) Subsidies to the various railroads,
additional work on the Intercolonial and expansion of the canal

system were responsible for much of this expenditure.

In 1903 & bill providing for a National Transcontinental
Rallway was passed by Parliament. From Winnipeg to the Pacifie
coast the line was to be constructed and owned by the Grand
Trunk Pacific Railwey, an offshoot of the Grand Trunk. Their
bonds were to be guaranteed by both the government and Grand
Trunk for a sum equal to 75 per cent of the cost of construetion,
but not exceeding $13,000 per mile in respect of the prairie
section, and $30,000 per mile on the mountain section. The
Moncton to Winnlipeg section was to be constructed by the govern-
ment and when completed to be leased free to the Grand Trunk
Pacific for seven years; for the following forty-three years the
company was to pay interest at the rate of three percent on the
construction cost. The government section was finished in 1915,
Up to March, 1914, it had cost the country in the neighbourhood
of $143 millions. As a necessary adjunct a bridge that was to
cost nearly $22 millions had been built near Quebec City, on

which the line would cross the St. lawrence.,

(1), From July 1, 1886 to March 31, 1907, $137,796,901 had been
charged to capital account.



Despite this heavy expenditure on the Transcontinental,
another new railway, the Canadian Northern, had not gone with-
out government aid. Begun in 1895, a time of great prosperity,
and easy money, it competed in the west with the Canadian Pacific
and later with the Grand Trunk Pacific. The western farmers
had been greatly dissatisfied with the monopoly of the Canadian
Pacific Railway and this new road seemed the answer to their
problems Nevertheless the road had a poor financial background.
Very little cash had been contributed by the promoters,

Mackenzie and Manne. Instead they chose the much easier, and
cheaper, plan of allowing the willing government to back them,
Thus, with the aid of government donations of land and cash, and
by the issue of $235 millions of government guaranteed bonds,

the dream of two men became a reality. By 1915 the Canadian
Northern had become one of the largest railroads on the continent,
with over 10,000 miles of completed line., The common stock, with

control of the company, was retained by the promoters.

The following table is an analysis of the increase of
public debt from Confederation to March 31, 1914.



Table III. Items increasing Public Debt, Confederation =
March 31, 1914. (1)

Net Debt, July 1, 1867 $75,728,641
CAPITAL EXPENDITURE
Railways:
Nat. Transecon., $ 142,969,997
Quebec Bridge 11,823,054
Intercolonial 91,514,677
P.E.I. RR. 5,805,634
Hudson Bay RR. 6,087,033
C.P.R. 62,789,776 $320,990,171
Sundry:
Canals $ 86,453,356
Public Works 57,201,838
Prove. Allowance 31,010,419
Militia 12,118,151
Lands 10,425,396
North West Terr. 3,746,078 200,955,238
OTHER ITEMS

Railways subsidies $67,466,425
Cons,Fund transfers 48,639,885

Loan Expenses 22,466,810
Deficits 23,069,589
Sundry 5,508 161,648,217
$683,593,626
Less items decreasing debt:
Surplus $336,926,568
Sinking Fund 71,882,340 (a)
Sundry 14,516,409 425,325,317 260,268,209
NET DEBT ¢vcvoveoces cesrenean ceeecescseer $ 335,996,850

(1). Sessional Papers of Canada: Public Accounts.

(a). An error of $100 occurs in Public Accounts, March 31, 1914.
The error could not be traced.



Source of Loans

Between 1867 and 1914, Dominion, and Dominion guaran-
teed, securities had been issued almost exclusively in England.
Consequently the floating of new loans or debentures, and the
rate of interest paid thereon, was dependent on the state of the
London money market. For a long time this proved a very sound
method of raising funds, particularly before the turn of the
century. But the inadequacy of depending entirely on one source
was demonstrated clearly in 1905, In that year the Grand Trunk
Pacific floated an issue of three percent, government guaranteed
bonds in London. There existed an implementing agreement between
the company and the government, under which the government was
obliged to make up the difference between the amount of the issue
at par and the proceeds from the sale of the bonds, The first
bonds sold had a face value of £ 8 millions, but netted only
$35 millions, and the government was forced to make up the balance.
By 1913 the issue was selling between 75 and 80. Rather than
incur a further implementing loss the government bought up the

(1)

balance at par. Hon. W.T. White, in presenting the bond
purchase measure, also emphasized the inadvisability of allowing
guaranteed bonds of the Dominion to sell as low as 76 or 77,

To quote Mr. White: "The public might draw the conclusion that

the guaranteed securities of the Dominion are not the undoubted

securities that they are."(z)

(1). Sessional Pepers of Canada. Public Accounts



With the handicap of adverse exchange conditions,
high underwriting costs, competition in the London money market
from other colonies and foreign countries, and an increasing
lack of interest in Canadian securities, particularly the
guaranteed railway issues, it is rather surprising to note that
not the slightest attempt was made to test the absorptive powers

of the home market.

This is shown clearly from the following table:

Table IV. Public Debt (l), March 31, 1914.

Payable in London:

Funded Debt $302,842,485
Temporary Loans 8,873,333
$311,115,818
Guaranteed Loans 154,006,002 $465,121,820
Payable in Canada 718,455

$465,840,2753

"With the world at war and our national existence at
stake, it 1s not the part of patriotism to spare either blood or
treasure.“(z) So said Hon. W.T. White in his Budget Speech to
the Special Session of Parliament in August, 1914. In the four
years of war that followed, Canada played her part well. The
cost in blood is too well known to be repeated here; not so the

cost in treasure. The entire expense of the equipping of, and

(1), Sessional Papers of Canada, Public Accounts.
(2). Hansard, 1914 Special War Session, p 25.
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the training of, five hundred thousand Canadian men, their
transportation to the Continent, their maintenance with food
and supplies while there, and finally their demobilization,
was borne by the people of Canada. By March 1920, charges
which could be direetly attributed to the war had mounted to
$1,670,406,242,

The advent of war in 1914 brought about a radical
change in the fiscal policies of the government., The immediate
need for funds for mobilization and armaments forced the dis-
carding of the pre-war theory that the only justification for
borrowing was for capital account; +the principle behind this
being that permanent enterprises benefited future generations

who could therefore fairly be called upon to pay for them.

In his Budget Speech, Feb, 1ll, 1915, the Hon. Mr.
White made it evident that the government would finance its war

expenditure largely by borrowing.

" So far as concerns our special war expenditure which
may reach one hundred million dollars I should be dis-
posed, if we had not such heavy and uncontrollable
capital expenditure to meet, to recommend that we should
pay at least a part of it from current revenue, But it
is obvious upon a consideration of the figures which I
have submitted that we shall not by any reasonable sup-
plemental taxation measures be able to close the gap
between revenue and expenditure much less to pay a por-
tion of the principal of our special war outlay. In
the circumstances I have no hesitation in proposing to
the House that we shall borrow the full amount required
under this heading .... We should have no reluctance
in borrowing to meet the expense of this war because
such borrowing is for the purpose of accomplishing for
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"future generations that which is infinitely more pre-
cious than material advantage, namely, the preservation
of our national and individual liberty and the constitu-
tional freedom won by our forefathers during centuries
of struggle, enjoyed by us to-day and destined, we believe,
to be ours for all time." (1)

And again in the Budget Speech of 1916:

® The question has often been discussed as to the true
financial policy of a nation in time of war. Some have
strongly favoured the policy of large borrowing; others
have insisted that the cost of a war should be defrayed
by & nation at the time it is being waged. Obviously,

in a war such as this the latter course would be impos-
sible ....With a country such as ours, rich in potential
resources, certain of future development and great ex-
pansion of production and population, but without at
present large accumulations of wealth, it would appear

to me that we are justified in placing upon posterity

the greater portion of the financial burden of this war,
waged as it is in the interests of human freedom, and for
thelr benefit in equal, if not in greater degree, than
our own. Canada, in future years of peace, with the pros-
perity which will be her heritage from the development

of unbounded resources, will be able to meet the interest
and sinking fund charges upon such a debt as we shall be
obliged to incur in defence of our country and its
liberties.m (2)

Source of loans:

Faced with the prospect of heavy borrowing, and with
the money markets of London to a great extent closed, owing to
war and its effect upon the exchanges, the Dominion had to seek
new sources for loans.

The first departure from established custom occurred

(3) |
in July 1915, when a short-term loan of $45 millions was

(1), Hansard, 1915, p. 84

2)e Hansard, 1916, p. 810

23}. The Appropriation Act 1915 and the Consolidated Revenue
and Service Act.



raised in New York; this loan carried the right of conversion
into twenty=-year, five percent gold bonds, payable in U.S. funds.
Recourse was again made to American capital in March of the fol-
lowing year.(l) The amount this time was $75 millions, maturing
in five, ten and fifteen years. Like the conversion bonds of
the preceding issue, they were five percent gold bonds payable in
U.S. funds, In 1917 (2) the short term form of loan was reverted
to, $100 millions being raised in two year, five percent notese
In August 1919 (3) $75 millions of this loan was converted into
notes and bonds bearing interest at five and one-half percent
as follows:

15 millions in two year notes

60 millions in ten year bonds
This was the last war issue floated in the United States. By
March 31, 1920 the funded debt payable in New York funds
amounted to $135,873,000.

But most of the money used in waging the war came
from within Canada. Various methods were used to obtain the
money., The first, and the most direct, was the increase of the
Dominion Note Issue by $46 millions in 1914 -~ a "free" loan.
In 1917 a further issue of $50 millions was made and loaned to

Great Britain.

(1). Public Service Loan Act, 1916
(2). War Appropriation Loan Act, 1917
(3}, Public Service Act of 1919
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The greatest source of funds, however, was the
domestic loan. From November 1915 to March 1919, six of these
loans were floated and were received with enthusiasm by the
Canedian people; each issue was oversubscribed. Their patriotic
fervour had been fanned, by an intensive publicity campaign, the
prospect of an abnormally good return on their investment, and
the balt of tax-exemption. The following table gives relevant
details about these domestic issues. Note particularly the in-

crease 1n subscribers in the latter part of the war.

(1)
Table V. Domestic War Loan Issues of Dominion of Canads, 1915-19.
(monetary figures in millions of dollars)

First Second Third Fourth Fifth Sixth
1915 1916 1917 1917 1918 1919

Amount called for 60 100 150 150 300 300
Subscribed~public 79 151 201 419 690 678

" banks 25 5Q 60 - - -

114 201 261 419 690 678

Banking allotment 21 - - - - -
Public allotment 79 100 150 398 690 678
Number of subscribers

(thousands) +.. 25 35 41 820 1080 830
Rate of interest(4%) 5 5 5 545 5.5 5.5
Maturity 1925 1931 1937 1922-32 1934 1924-29
Price 97.5 97.5 86 100 100 100
Status (Tax- T Te T T Taxable

exempt ) B B B

(1)e Curtis, C.A., "The Canadian Banks and War Finance"
(University of Toronto Studies, Vol. III)p.l2
Bogert, E.L., "Direct and Indirect Costs of the Great
War®, (Carnegie Endowment for International
Peacg: Preliminary Studies of the Great War)
Pe S



For these loans the banks acted as the agents of the
government, receiving subscriptions, allotting and distributing
the bonds, and performing other services. Their recompense for
thelr efforts was a commission varying from one-quarter to nine-
tenths of one percent. Additional costs to the government ap-
proximated one and one-quarter percent. This was accounted for
mainly by extensive publicity, to which much of the credit for

the success of the issues was due.

Few direct term loans were made to the government by
the banks.(l) Another form of accomodation was employed -~ the
treasury bill. This method of short term borrowing had been
used by the government previous to the outbreak of war, but,
like the bond issues, these bills had been so0ld in England. The
domestic bills were first issued in 1917 and were usually of
from four to twelve months maturity. The government used them
mainly to tide over the periods between the various long term
loans; in fact bank holdings of the bills would show a tremen-
dous drop after the issue of a war loan. How much the govern-
ment depended on the banks for temporary aid can be seen from

the following table:

(1) With the exception of a loan of $75 millions in two-
year notes made in 1917; it ®as actually carried till
1922 or 1923.
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Table VI. Issues of Canadian Treasury Bills 1916-21.(1)
(Millions of dollars)

Year Sold by govt., year Amount Amount
ending March 31l. Retired Outstanding

1916 - - -

1917 130 30 100
1918 205 230 75
1919 214 2l5 74
1920 459 459 74
1921 74 74 74

Among the other forms of temporary loan adopted was
the War SavingsCertificate. These were designed for the small
investor; in fact a maximum of $1500 face value was allowed to
any one person. The certificates were issued at a discount in
denominations of $25, $50 and $100, redeemable at par in from
one to three years, depending on the issue price, They were
exempt from Dominion taxes. Despite this they were never a
prolific source of revenue, the maximum outstanding at any one
time being around twelve millions. In 1918 a $10 denomination

was added but sale of the certificates was discontinued in 1919.

In 1917 five percent Dominion debenture stock was
first issued. It contained the right of conversion at par into
any subsequent war loan which might be made by the Dominion
government, Maturity of the issue was set at October, 1919.

The yield was later raised to five and one half percent and
issue of the stock continued until 1919. Balance outstanding on

March 31, 1920 was around $20 millions, all maturing wiyhin two
yearss. -

(l)o Curtis, ope. cit., pe. 20
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Other forms of short term public loans included War
Savings Stamps, Thrift Stamps, and Dominion of Canada Savings
Certificates. These yielded only small amounts and costs of
issuing them were exorbitantly high.(l) Outstanding balances

were about $3 millions on March 31, 1920,

In the spring of 1914 the public debt of Canada, pay=~
able in Canada, stood at $718,453. $2,140,676,126 was owed by
the government to the people of Canada on March 31,1920,

Relations with Imperial Government

In the early years of the war the Imperial Government
had advanced credits which were used to pay the expenses of
Canadlan troops abroad. By March, 1917, these advances had
reached a total of $289 millions. In the meantime Canadian ad-
vances, mainly through the Imperial Munitions Board, had counter-
balanced these claims to the extent of $169 millions. In 1916 a
funding operation had been carried on whereby $108 millions of
long term Cenadian bonds were deposited with British agents in
New Yorke. The net indebtedness, therefore, to the Imperial Gov-

ernment amounted to only $12 millions.

From April, 1916, to 1919 the traditional flow of

credit was reversed. With British treasury bills as security,

(L)e In 1918-19 $1,640,166 worth of War Saving and Thrift
Stamps were sold. Total costs of flotation amounted to
$231,313, or about 14 percent of the gross return.



the Canadian banks advanced $250 millions to the Imperial
Government for the purchase of wheat and munitions in this

countrye. Other assistance was given, as shown by the table:

1
Table VII. Canadian War Advances to Great Britain 1917-=24. (1)

(millions of dollars)

Year ending Advanced to Advanced by(z) Due
March 31. Great Britain Great Britain Canada
to Canada

1917 172 181 11
1918 505 393 112
1919 475 253 221
1920 - 58 171
1921 - 30 141
1922 - 19 122
1923 - 56 66
1924 - 66 «02

From the beginning of the war the government had made
it clear that the war would be financed almost entirely by
borrowing. Yet with heavy and increasing capital expenditures
some attempt had to be made towards putting a dent into the com-

bined costs of capital items and war.

Pre=war revenue had been obtained to a large extent
from the tariff duties. In the special session in August, 1914,
one of the first acts of the government was to increase the duty
on a great many articles, especially those which might be classed
as "luxury" goods. But the tariff proved a rather inelastic form

of tax; increased rates led quite naturally to reduced consumption.

(1). Sessional Papers of Canada, Public Accounts.
(2). "Advances" after 1918 constituted repayment of debt.



In 1915 and 1916 receipts from customs were lower than in 1914.
New forms of taxation had to be found., In 1916 the sales tax
was first applied. It was followed in 191% by a more productive
tax on business profits and a tax on banks, insurance and loan
companies. The income tax was not introduced until 1918; even
at that late stage it was undertaken rather dubiously by the
government. One of the reasons put forward for not adopting the
income tax earlier is rather in contrast to the present attitude
existing between Dominion and provincial governments. In his

Budget Speech of 1915 the Hone. W.T. White said:-

"My chief objection to an income tax is the fact that
the several provinces are also likely to be obliged
to resort to meagures for raising additional revenue
and I am of the view that the Dominion should not
enter upon the domain to which they are confined to
a greater degree than is necessary in the national
interest.m" (1)

The result of government efforts to increase the public revenue

by taxation can be seen from the following table. It is inter-
esting to note how relatively unimportant were the two mainstays

of government taxation to-~day: - the income tax and the sales tax.

Table VIII. Dominion Revenue from taxation 1914-1920. (2)
(millions of dollars)

Year ending Customs  Excise Income Bus Banks Total

March 31 Ord. Sales Profits etc,
1914 105 21 - v - - 126
1915 76 21 - - - - 98
1916 99 22 2 - - - 125
1917 134 24 2 - 13 2 175
1918 144 27 2 - 21 2 197
1919 147 30 12 9 33 2 234
1920 169 42 16 20 44 2 294

(1) Hansard, 1915, p. 86

(2). Prentice, J.S. "Canadian Federal Finance" (Bulletin No. 55
of the Departments of History and Political and
Economic Science in Queen's University) p. 18




RAILWAYS

The tremendous growth of the railways in the decade
preceding the War brought increasing strain on the finances of
the country. In 1913 the National Transcontinental was campleted.
The Grand Trunk Pacific, in financial trouble itself, refused to
implement its agreement to lease the railroad and the government
was forced to take it over. It operated from June, 1915, as a
government railway -- competing with another tremendous government
investment, the Intercolonial. In 1915 the Canadian Northern
transcontinental line was also completed, Both Canadian Northern
and Grand Trunk Pacific were, however, still greatly in need of

development; the latter particularly lacked feeder lines.(l)

Coincident with their increasingly heavy demand for
funds, their former source, the London money market, became less
responsive. The Canadian Northern issue, floated in the spring
of 1914, was the last railroad issue to be floated in England.
There still rem@sined two sources for the railroads, the New York
market and the Dominion Government. But the American bond houses
drove a hard bargain and the railways became more and more depen-
dent on the assistance of an indulgent and accomodating Federal
Parliament.

Previous to 1914 most government aid had taken the form
of cash subsidies, land grants, capital construction grants, and

bond guarantees. By the time the War was well under way a new

(1). Glazebrook,. G.P.T. "A History of Transportation in Cenada"
P. 345.



form of help had been proferred, the long term loan; on the
annual balance sheet of the government these loans were listed,
rather optimistically one might think, under the title "Sundry
Investments". Just how poor an investment they were, the country

was not long in finding out.

The Canadian Northern and Grand Trunk Pacific were not
alone in their demands on the government. The railroads under
government control were having difficulty in even balancing oper-
ating income and expenditure, much less returning anything on the
capital investment. Nevertheless expenditure on capital develop-
ment continued unabated during the war years, and by 1919 well
over one hundred millions dollars had been disposed of in this
waye

The Canadian Pacific with its sound capital background
continued on its prosperous way. The Grand Trunk, while not as
well situated regarding fixed charges as its main rival, was
still able to continue operations. It had been fortunate enough
to secure guarantees for over $100 millions in bond issues just

prior to the War, and this kept the company going.

Thus, in the spring of 1917, we have the following
railway situation -=- +the Canadian Pacific solvent and flourishe-
ing; the Grand Trunk solvent, if we omit its obligations on
behalf of the Grand Trunk Pacific, but weighed down by its heavy
burden of fixed charges; the government owned railways paying

nothing at all on their capital costs; and the Canadian Northern



and Grand Trunk Pacific hopelessly bankrupt and carrying on
operations solely by means of government aid. The government
could not allow them to lapse into bankruptey, as it might do
great harm to the credit of the country, a particularly danger-
ous occurrence in time of war. The Hon. W.T.White mentioned
this in Parliament in 1916:

"We have therefore .... looked with growing concern

upon the financial condition of these two great

transcontinental enterprises o... Any financial

crisis in their affairs could not but react serious-

ly upon the general credit of the Dominion in the

eyes of the outside world." (1)
In 1916 the Drayton-Acworth-Smith commission was appointed to
examine the problem. It brought down its report in the following
year., The majority recommended union of the Grand Trunk, Grand
Trunk Pacific and Canadian Northern, with control and obliga-
tions to be assumed by the government; such control to be exer-
cised, however, by a non-political permanent board of trustees,
This was not immediately adopted; for several years the Grand
Trunk Pacific and Canadian Northern were operated as government
owned railways. The Grand Trunk was necessary, however, to com=

plete the new system and in 1922 final union took place. The

resulting combination was called the Canadian National Railways,

The table on the following page gives Dominion expen-
ditures to railway account for the War period; also the pre-

war total:

(1) Hansard, 1916, p. 3564,



Table IX, Dominion Aid to Railways 1867-1929.(1)
(Millions of dollars)

(b)
Period ending CAPITAL  INVESTMENTS  SUBSIDIES TOTAL
March 31 EXPENDITURE or "LOANSY

1867-1914 331 (2) g3(0) 67 441
1915 25 32 5 62
1916 24 - 1 25
1917 15 26 1 41
1918 35 33 1 69
1919 17 51(4) - 68
1920 26 48 - nale)

WAR TOTAL 142 231 75 339

GRAND TOTAL 475 274 142 780(T)

(a) Including about $10 million repurchase of land
granted to C.P.R. ’

(b) These are the loans which Sir Henry Drayton de-
cided in 1920 were non-active (See page 2)

(e) Not including bond guarantees, Outstanding at
the time were about $100 millions. An additional
$50 millions were granted in the war period.

(d) only that part of the loan under the War Measures
Act which was not later repaid is included here,

(e) The table does not show operating deficits of
government owned lines. For the war years they
were approximately $25 millions,

(£) Exclusive of outstanding bond guarantees, which
approximated $130 millions.

Cost of the War,

By 1920 demobilization was complete and little remained
but the reckoning of the cost. In the six years period the net
debt of the Dominion had increased 600 percent =-- from about

(1), Sessional Papers of Canada, Public Accounts,
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$300 millions to nearly two and one quarter billions dollars,

War, railways and public waorks had all gone to swell this enor-
mous- total. The cost had been sanewhat mitigated by budgetary
surpluses. How far they fell short can be seen from the accom-

panying table.

Table X. Daminion Capital and War Expenditure 1914-1920.(1)

Total 1867-1914., (millions of dollars)
Period Railways Public War 8Sundry Total Budgetary Net

end ing Works & Capital Surplus Debt(a)

March 31 Canals Items Increase

1867=1914 $ 441 165 - 120 726 423 + 303
1915 62 17 61 5 l44 - -1 145
1916 25 15 166 3 210 44 166
1917 41 12 306 15 374 86 888
1918 69 8 344 11 432 86 346
1919 68 8 447 (b 523 89 434
1920 74 43 347 7z(b) 537 46 491

$ 339 103 1671 107 2820 350 ~ 1870

(a) This figure is reached after deducting for each year
the non-active assets for that period. In the Publiec
Acocounts such deductions are made in a lump sum in
1220,

(b) Including Railroad equipment and sundries written as
non-active; they amounted to $53.

Recovery Period 1921-1930

The business revival of the twenties brought a gradual

lessening of the railroad problem., Increasing trade meant heavier

(13 Sessional Papers of Canada, Public Accounts.



railroad traffie; in fact "car loadings" became one of the most

widely accepted indices of prosperity.

With vast sums having been poured into it the Canadian
National Railway System was apparently ready at last to stand
on its own feet, Under the guidance of Sir Henry Thornton, the
heterogeneous mixture of government railways had been blended
into a unified system that was fast becoming a menace to the
supremacy of the Canadian Pacifiec. But the reconstruction of
lines that had greatly deteriorated because of heavy war traffic
required large capital outlays; the government was forced to
continue its pre-war policy of bond guarantees, both for capital

expenditure and the conversion of short-term loans,

The war was over and with peace came the cessation of
the huge military expenditures that had characterized the war
period. Nevertheless there arose two very serious financial
repercussions. The rapid growth of the debt necessitated in-
creasing appropriations for interest payments., From the 1914
figure of $13 millions, interest on debt had reached by 1921 the
alarming sum of over $139 millions -- over ten times the pre-
war sllotment, Another new factor in Canadian public finance
was the heavy expenditures on military pensions, amounting in
1921 to $37 millions, Thus 50% of the 1921 budgetary expenditure
went to these two items == 1items which before the war had taken

but ten percent of a very much smeller budget.
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Despite this increase in public expenditure the
country was well able to foot the bill. The larger incomes in
the period of prosperity resulted in a heavier yield from the tax
on income; the greater turnover of goods brought about a corres—
pondingly greater yield from the sales taxe In fact so large
was the yield from these two war taxes that the Minister of
Finance was able to greatly reduce the rates of both and still

present a surplus budget.

Customs duties receipts, backbone of pre=war finance,
showed & post war decline due to the tariff reduction policy of
the Liberal government. But the tremendous international trade
carried on in the late twenties brought this item in 1929 to an
all time high of $187 millions.

This heavy increase in revenue, despite the growth of
expenditure, led quite naturally to budgetary surpluses. Fron
1924 to 1930 a succession of these surpluses brought about a
decrease in the Net Debt of approximately $276 millions, and
brought it about in a camparatively painless way. Reduced taxes,
greater profits, lower public debt == the future of Canada seemed
very bright indeed. Given another fifty years of continuing
prosperity the public debt would be wiped out., But if any such
dreams crossed the mind of the government leaders or of the
people of Canada themselves, they were soon to be dispelled. In

October 1929 came the stock market collapse and hard in its wake

followed depression.



Canadian extraordinary expenditures and net debt
figures for the period under review can be seen from the follow=-
ing table:

Table XI. Capital and Extraordinary Expenditure and Change
in Net Debt, 1921-1930 (1) (Millions of dollars)

Year Capital Non-active ®)Public Sunads'pevt(®) Net
ending Expenditure "Advances® Works Costs Reduc-~ Debt
March 31 on Railways to Railways tion Changes

(sur-

plus)
1921 7 110 33 1 59 + 98
1922 1 98 15 2 35 +.81
1923 1l 78 9 15 71 = 32
1924 1l 24 11 10 82 - 36
1925 - 10 17 6 33 = .3
1926 - 10 17 8 62 - 28
1927 3 10 17 8 79 = 42
1928 4 - 17 18 90 - 51
1929 6 - 17 14 108 =71
1930 4 3 16 5 79 - 48

(a) This does not include bond guarantees, which for
the period under survey increased by $600 millions.

(b) Composed mainly of costs of floating loans.

(c) Bxcess of ordinary revenue over ordinary expendi-
ture, together with sundry credits.

DEPRESSION

The economic upheaval of the early thirties spelled
nothing but trouble for Canadian public finance. No longer on
Budget Day could the Minister of Finance rise with a satisfied
smile and prophesy a substantial debt reduction, while at the

same time amnounce a cut in tax rates. Instead his story became

(1) Sessional Papers of Canada, Public Accounts and Canada
Year BooOK.



one of increasing expenditures, declining revenues, and additions
to the public debt approximating Great War proportions. The in-
creasing disparity between revenue and expenditure can best be
seen from the following table. This table classifies expenditures

and campares total expenditure with total revenue,

Table XII. Canadian Revenue and Expenditure 1929-1939, (%)
(millions of dollars)

Year Ordinary Capital Special Govt. Total. Total Change
end ing Expendi~ Expendi- Expendi- owned Expendi- Rec., 1in Net
March 3l. ture ture ture Enter-= ture Debt
prises

1929 351 23 - la) 389¢P) 460 -7
1930 363 26 - 13 405 453 - 48
1931 38%7 89 4 12 442 358 + 84
1932 378 17 49 10 449 335 +114
1953 355 9 39 120(¢) 532 312  +221
1934 352 7 36 61 458 325 +133
1935 360 7 61 50 478 362  +116
1936 373 7 lo02 51 533 o373 +159
1937 387 3 78 44 532 454 + 78
1938 415 4 69 45 534 517 + 18
1939 413 5 na(d) 59 553 502  + 51

(a)s Expenditure under relief and wheat subsidy Acts

(b)e Including sundry charges

(c)s Including a $63 millions write down of railway assets,

(d)s A reserve of $25 millions was set up for possible losses on
marketing of wheat., Under present conditions it would
appear that this may be unnecessary, which would mean
a $25 millions drop in Total expenditure.

The foremost reason for these continued deficits was the
decline in yield from the "big three® of the Canadian taxation
system: -- customs, sales tax, and income tax. The reduction in
the flow of goods, both internally and internationally, led to the

fall in revenue in the case of the first two; the income tax retumm

(1). Canada Year Book, 1939, pp. 881, 882



was sustained at the pre-depression figure by heavy rate increases

in the upper brackets,

Concurrently with this fall in revenue came increasing
demands on the public treasury, An old spectre, the railroad
problem, came out of its five-year slumber to haunt the govern-
ment.s The slowing down of business hits a railroad particularly
hard as a large proportion of its expenses are constant. The
Canadian railroads proved no exception. Between 1988 and 1933
prassenger and freight traffic on the two railroads was cut in half;
there was not anything like a commensurate drop in operating

expenditure or even in total miles operated.

Net operating revenues declined sharply in consequence
and in 1930 the government was again forced to go to the aid of
Canadian National Railways. Till 1933 the amount of assistance
did not bulk very largely in the budget; but from 1933 on the
annual railway deficit has proved a heavy burden. The annual
charge has declined but little in the past few years, when Canada
has presumably been climbing out of depression. The extent to
which the railway has relied on government help can be seen under
the heading "Government-owned Enterprises® 1in the table on the
last page.

Anot her consequence of the business depression was
increasingly heavy unemployment. That the problem of unemploy-
ment can no longer be classed as cyclical may be seen from the

figureses In 1937, supposedly a year of recovery and prosperity,



government relief expenditures more than doubled those of 1933,
the depth of the depression. The increase may in part be the
reflection of a more enlightened attitude towards the unemploy-

ment question but nevertheless such a tremendous increase points

to an inescapable conclusion. Unemployment aid will have to be
budgeted for and placed in the class of "“ordinary® rather than

"special" expenditures.

Government assistance has been given in two ways, direct
relief, and the construction of public works. The Dominion has
acted in cooperation with the various provincial governments in
dispensing the relief grants. During the past three years (1936~
1938) such expenditure has been particularly high, necessitated
by appropriations for western drought area relief. But it is cer-
tainly true that such measures have been a palliative only, and
cannot be construed as an attempt at "pump priming©. As Mr.Dunning
said in his 1939 Budget Speech: "We have realized that public

spending could be only a relief and not a cure.” (1)

Also classed under "special expenditure® 1is the wheat
bonus. It was instituted to give the western farmer a fair price
for his wheat, Had this system of bonusing wheat production not
been undertaken there is no question but that relief expenditures
would have been correspondingly higher. The bonus was effective
to any great extent in only two years, 1932 and 1936, when it
totalled $11 millions and $23 millions respectively.

(1), Hansard, 1939, p. 3146



One of the few bright spots in Dominion financing
over the past decade has been the declining interest rate. The
lack of private demands for credit has made public issues in-
creasingly desirable in the eyes of the banks and of the invest-
ing public. The natural result of this declining rate has been
t0 save the Dominion meny millions in interest charges on public
debts This can be seen from the figures:

Table XIII. Interest paid on gross debt, 1921,1927,1932,
1938, 1939 (1) (millions of dollars)

Year Gross Interest Average
Debt Paid Rate
1921 2902 140 4,9%
1927 2726 130 4.8
1932 2831 121 4.3
1938 3540 132 Se'7
1939 3710 128 Jeé

It is only in the past few years that revenue from
taxation has begun to approximate total disbursements. This
result has been achieved by increased tax rates, particularly in
the so-called "War Taxes". An additional and very important
factor has been the business revival. Between 1932 and 1939 the
income tax yield increased from $61 millions to $142 millions.
Receipts from sales tax rose from $60 millions in 1932 to $162
millions in 1939, after hitting a peak of $180 millions in 1938,
During the same period the rate jumped from four to eight per

cent, which will give a rough idea of how much credit is due to

(1), Sessional Papers of Canada, Public Accounts
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the business boom and how much to the rate increase.

Together, these two taxes showed an inereased yield,
in the seven year period, of over $180 millions. When it is
seen that the increase in gross revenue between 1932 and 1939 was
only $170 millions, one cannot help but realize the extreme im-

portance of these two taxes to the Canadian budgetary system.

During the depression the public debt climbed rapidly.
The succession of deficit budgets, brought on by the already
mentioned causes of relief and railroad expenditure, together
with the drop in revenue, forced the government into heavy bor-
rowing. In the past decade the net debt has been increased by
nearly one billion dollars, or ebout three fifths of the entire
cost of Canada's part in the Great War. To this can be added
another quarter of a billion, the increased liability on the
guaranteed railway securities. From $2177 millions in 1930 the
net debt had climbed to $3153 millions by March 31, 1939. In-
cluding guaranteed railway obligations the total net debt stood
at $4200 millions; quite a sum for Canada to owe at the outset

of another world war.
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CHAPTER II

Railways and the Public Debt

A survey of Dominion extraordinary expenditures (as

opposed to ordinary recurrent expenditures provided for out of

annual budgetary appropriations) demonstrates only too clearly

how great a part was played by war and railways in the building

up of the public debt. Four and one-half billion dollars have

been spent since Confederation on capital and extraordinary ac-

counte.

More than three=quarters of that sum has gone to finance

Canadat's Great War effort and her vast network of railways.

Table XIV.

(a)

(b)

Dominion Capital and Extraordinary Expenditures,
1867-1939 (1) (millions of dollars)

Railways (a) sesesssesss $1,758
FAT ceveencoeen ceeescees 1,695
Relief grants and

Wheat subsidies ... 509

Canals and public works 460
Sundry ® 0 8 & ¢ 8 8 0 0 v & ¢ & v 0 o 164
$4,586

b
Guaranteed Railway Bonds ceccescceacecas $l,085( )

Outlined in Sessional Papers of Canada, Public Accounts
(1939), Appendix No. 26. This figure includes the book
value of railroad investments as shown by the Dominion
balance sheet, together with the amount of Dominion
government expenditure on railroads written off to Con=-
solidated Fund. Excluded are land grants, accrued
interest on non-active loan& to the railroads, and bond
guarantees,

Bonds held by the public guaranteed as to principal and
interest, and perpetual bonds guaranteed as to interest
only.

(1).

Sessional Papers of Canada, DPublic Accounts.
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It is interesting to note the c¢lose approximation of
the combined railroad and war expenditure to the present gross

funded debt, which stands at $3385 millions.

This chapter will be mainly concerned with the railroad
policy of the Dominion government, with particular reference to
the pre=1914 era. The monetary expenditures of that period seem
relatively unimportant now; in fact in the year ending March 31,
1940, the government has spent a sum equal to three times the
out standing net debt of 1914, What is of vastly greater impor-
tance was the development of a railroad system, encouraged in
every possible way by the different governments, that has cost

this country over seventeen hundred million dollars.

In all matters not directly touching on their railroad
program, the pre=war policy of the government was remarkably sane.
If they erred at all it was on the conservative side. In the 47
years following Confederation, less than $300 millions was devoted
t0 non-railway capital items. During the same period total excess
of ordinary revenue over ordinary expenditure, together with sink-
ing fund reserves, exceceded four hundred million dollars. It was
a record of which any government might be proud. It is unfortun-
ate that such a record should be marred by unwise and extravagant
railroad policy. It cannot be denied that the railroads needed
some form of government aid; but the prodigal methods of the
early legislators established dangerous precedents in public

finance., Subsequent regimes were not at all backward in following



the established mode of procedure -- and their generosity grew

with the years.

It all began in 1849. In that year the Grand Trunk
Railroad was hard pressed for capital, partly because of the col-
lapse of the Hudson railway bubble in England, whence the company
had obtained much of its support. Several years previously they
had applied to the government for a bond guarantee, but the
government (for the first and last time) refused to help. By
1849, however, some parts of the line had been constructed and the
legislators were more amenable to persuasion. They passed the
"Provincial Guarantee of Railway Bonds Act", guaranteeing the
bonds of a railway company only to the extent of the total amount
expended by the company itself. This provision was a wise one;
had it been included in subsequent bond guarantees much of the
trouble which later resulted would have been avoided. Unfortun-
ately only the precedent of guaranteeing bonds was remembered;

the protective clause was allowed to fall into disuse.

The same year the Maritime Provinces granted a strip of
land on either side of the projected Intercolonial line, which
was to unite Upper Canada and the Maritimes. Negotiation dragged
on until the approach of Confederation brought matters to a head.
The road was finally built by the new Dominion government and
opened for operations in 1876, Since its opening the Intercolon-
ial has never met its fixed charges; 1its failure to prove a

financial success can be laid to several non-financial reasons.
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The route was chosen not for length but for safety -- it was
felt that a too close proximity to the United States border
would be dangerous. In addition its rates were subject to poli=-

tical manipulation, to the detriment of profitable operations.

By 1914 the sum of $91 millions had been spent on
capital construction without the slightest prospect of any divi-
dend on the investment. Apparently the canons of sound finance
had been most flagrantly transgressed. In reality the construc-
tion of the road was an immediate political necessity. Without
it, complete confederation could hardly have been achieved. The
only criticism that might be directed against the government was
the selection of the route. It was felt desirable that the road
should be situated entirely in Canada, although a direct route
through Maine would have saved 200 miles. But, as pointed out
by the Duff Report(l), the route chosen "represented the most
distant practicable arc from the American border". This added
another fifty miles to the already circuitous route. It seems
scarcely conceivable nowadays that a government would make an
sdditional detour because of the very slight possibility of an
attack from the southe Did they imagine that the extra distance

would render the road very much safer? The extra protection

would not appear to warrant the additional expense.

Ssimiltaneously with the Maritime project, plans for a

transcontinental railroad were being examined in Parliament.

(1). Report of the Royal Commission to inquire into Railways and
Transportation in Canada 1931~-32 (Cited as the "Duff Report")

pP. 76
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British Columbia had been enticed into union with a promise that
such a line would be constructed.(l) It had originally been
agreed that the work would be carried out by a private corporation.
But in 1878 the Pacific Scandal broke, and carried the MacDonald
Party out of office. The successors cancelled the contractual
agreements and until 1880 construction was carried on spasmodically
by the government. But the work was proceeding too slowly and in
1880 the Canadian Pacific Syndicate was formed to take over the
contract. Together with line already completed, they were given
$25 millions in cash, 25 millions acres of land adjacent to the
line, a twenty year tax remission on the land, and sundry other
concessions. A time limit of ten years was set for completion of
the road but for certain other considerations they completed it

in a little under six years.

Were they treated too generously? It is a question that
has never been answered satisfactorily. Most of the controversy
seems to centre on the value of the donated land. One faction
claims that the comstruction of the railroad gave value to the
land; without a railroad it was worth nothing. The opposing
side denounced the arbitrary value of $1 per acre set upon the
land as being far too low. If their contention is true the company
was subsidized to an extent much greater than the risks undertaken
by the company warranted. Whatever conclusion is drawn regarding

the value of the land, it cannot be disputed that the Canadian

(L) CF. ante. p. 4
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Pacific Syndicate received liberal treatment from the government.
The sound financial structure of the company, with the continuation
of ten percent dividend payments for the succeeding 45 years,
bears eloquent testimony to that. It must also not be overlooked
that since the original grant was made, the company has neither
asked for nor received much help from the government. The size
of the grant might be responsible for that; the company received
$110 millions in addition to the land. Political exigency had.
again forced the government to expend large sums without prospect
of direct monetary return. The indirect benefits were many. The
railroad was completed in short order, with a way clear to the
colonization of the west, The Syndicate had driven an expensive

bargain, but they had done their work well.,

It is rather interesting to consider the origins of the
two great rivals in the east, the Grand Trunk and the Canadian
Pacifice The former had been refused help from the government for
many years before receiving their qualified bond guarantee. Further
aid, when i1t was forthcoming, served but to keep the campany out
of bankruptcy. The Canadian Pacific grant was given without
strings and in quantity. This might account for the difference in

financial stability of the two companies in succeeding years,

With the completion of the two railroads mede necessary
by Confederation, one would have thought that the government would
not have favoured any additional railroad expansion. From the
Atlantic to the Pacific the line was complete. Why not let any

further construction be carried on by private individuals at their
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own risk? But in lieu of any retrenchment in policy, the success
of the Canadian Pacific in developing and exploiting the west
seemed to instil in the mind of the government the idea that any

and all railroads would have similar, or even more spectacular,

SUCCesSS,.

The benevolent attitude of the various governments
towards railroads in general was exemplified in their treatment
of the Canadian Northern.(l) In 1880 the company had been organ-
ized and promoted by Mackenzie and Mann to carry on operations in
Manitoba. Justification for its construction was certainly there;
the Canadian Pacific had been tgking full advantage of their mono-
poly position and the western farmers were rapidly growing dis-
contented with their treatment. The Canadian Northern served to
break the monopoly and was hailed in the West as somewhat of a
deliverer, With the building of the road there can be little
quarrel. The financial organization of the company was another
matter. Both federal and provincial governments gave the two
promoters all the support they required. The money for the con-
struction of the road came entirely from three main sources:

(a). sale of land granted to the eompany by the governments;
(b). cash donations from the governments; and (c¢). the issue

of government guaranteed bonds.

The most amazing part of the story is the appropriastion

of the entire $100 millions of common stock by the promoters in

(l)' CF. ante, p06
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consideration of their efforts. (They had also awarded themselves
the construction contracts). The governments had given land and
money, had guaranteed the bonds, thus assuming all the risk, yet
the two individuels had absolute control over the railroad. It

is hard to understand how any government could give away sa much
and ask so little in return. Had the government retained at the
outset some measure of control, the fatal mistake of 1902 might

have been avoided.

The rapid growth of the prairie territory provided some
justification for the expenditures made on railways. Immlgration
increased yearly, particularly in the period between 1900 and
1913, Westward transportation of the manufactured goods required
by these immigrants, and the return flow of wheat, taxed the
resources of the existing railway lines, An additional factor
encouraging railroad development was the heavy influx of capital
from both England and United States seeking profitable openings.
The combination of this easy money with readily granted govern-
ment bond guarantees contrived to make the financing of any rail-

way, no matter how ill-advised, a relatively simple affair.

Notwithstanding these things little could have been
accomplished without the active support and encouragement of the
government. The Liberal Party returned to power in 1896, evi-
dently resolved to make amends for its mishandling of the first
transcontinental. Great prosperity was looming up for the country

and with a good majority in the House, the Liberals set out to
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g0 the Conservative regime of 1880 one better. Perhaps "two
better" would be a more correct description. By the time they
left office Canada had two new transcontinental railways in the
making,

By 1902 the Canadian Northern, backed by both Dominion
and provincial governments, had expanded through Manitoba and
Saskatchewan., Connection with the east was established by trans-
shipment to lake boats at Port Arthur. The company was, however,
desirous of obtaining some of the east-to-west traffic, and was
seriously contemplating a move further eastwards. At the same
time the Grand Trunk, their development of eastern Canada at the
saturation point, and with American connections at Portland and

Chicago, were anxious to tap the rich new developments in the West.

The ideal solution for both railroads was amalgesmation.
Complementary companies, their union would have been a serious
threat to the domination of the mighty Canadian Pacific. Divided,
each served but a limited market; at a time when much of the
traffic was between the western wheat fields and the eastern ports
and manufacturing centres they were at a serious disadvantage.
Under the aegis of the government some attempts at union were made.
Documentary evidence later showed that the Grand Trunk had tried
to buy out the younger company, but would not pay the price demand-
ed; the Canadian Northern had countered with an offer of coopera-

tion, which was turned down by the haughty Grand Trunk. As

Glazebrook says:
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"It is fairly clear that the reason for the failure
of the discussions was the refusal of both sides
to give up their separate ambitions." (1)
Whatever factor caused the breakdown of negotiations, each re-
solved to go its separate way. In 1903 the Grand Trunk was
granted a charter for a line to the Pacific coast; the Canadian

Northern expanded eastward from Port Arthur., ZFrom then the story

might well be written in red ink.

The government had missed a great opportunity to avert
what proved to be a major disaster. Had some measures been taken
by the Liberal Party to force a compromise, the building of the
Grand Trunk Pacific, National Transcontinental, and the eastern
lines of the Canadian Northern would prooably have never taken
Place., In lieu of any attempt to bring together the parties con-
cerned, the attitude of the government seemed to be that Canada
could support all the railroads that private initiative would care
to construct. The government wholeheartedly supported the western
plans of the Grand Trunk; jointly with that company they guaranteed

the bonds of its offspring, the Grand Trunk Pacific Railway; and
finally they agreed to build a line from Winnipeg to the Atlantic,
giving the new company an outlet to the sea. This Transcontinental
Railroad, s it was called, was to be leased to the Grand Trunk
Pacific free for the first seven years, and at three percent of
cost for the succeeding forty-three years. With the building of
this line parliamentary optimism hit a new high. Nine-tenths of

its 1800 miles was through rocky, undeveloped and unpopulated

(1) Glazebrook, op. cit. p. 322
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country. It was indeed a road built for the future; the sad
rart of the story is that the future never materialized. Some
of the utterances of the Liberal Party leader, the Right Hon.
Mr. Wilfred Laurier, show how wrapped up he was in the vision of
the glorious future for Canada, and the absolute need for more
railroads.,

" (On the building of the National Transcontinental)
sess to those who advise us to pause, to consider, to
reflect, to calculate and to inquire, our answer is:
No, this is not a time for deliberation, this is a time
for action,

eesedt is the duty of all those who have a mandate from
the people to attend to the needs and requirements of
this fast growing country.

The line is to be operated....by that company (the
G.T.P.) which agrees to pay us a rental of three per-
cent per annum upon cost of construction....We shall
have that portion of the railway built by the govern-
ment from Moncton to Winnipeg without the cost of one
dollar to the Canadian people....The sum total of the
money to be paid by the government for the construction
of that line of railway from Moncton to the Pacific
Ocean will be in the neighbourhood of twelve or thirteen
million dollars and not a cent more." (1)

In consideration of their opposition to the building of
the first transcontinental twenty years previously, the right about
face of the Liberal party is rather astonishing. The argument has
often been volunteered that the government was but riding the
crest of g wave of optimism that was sweeping the country, and that
their actions were therefore justifiable on the grounds of public
support. This argument simply will not hold water. Complete

unanimity did not exist even in Mr. Laurier's cabinet. His

(1). Hansard, 1903, p. 7660 et seq.
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Minister of Railways, the Hon. A.G.Blair, resigned in protest
against the construction of the road. This resignation is par-
ticularly remarkable coming as it did from one whose knowledge
of the railroad systems of Canada should have been unsurpassed.
Mr. Blair's main point of dissent, although he had several others,
was in the paralleling from Levis to Moncton of two government
owned lines. He also protested strongly against the building
through an unpopulated wilderness of the Winnipeg=-Quebec section
of the railroad. The Opposition Party in the House were not
slow in adding their criticism. Headed by the Hon. Robert Borden,
they fought its passage for several days before yielding to the
overwhelming ma jority of the Liberals. Mr. Bordem was particu-
larly vehement. Several of his remarks show a much clearer and
more accurate portrayal of the future than those expressed by
his right honourable 0pponeht. In his reply to Mr. Laurier's
effusive oration on the National Transcontinental and the devel-
opment of Canada, he makes some very pertinent observations:--

" That line is described by the right hon. gentleman

as the key to the whole western situation. If it is

true that it is the key to the whole western situation,

the handing of it over in this way places beyond the

power of the government for the next fifty years the

policy of government ownership.
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It practically converts the Intercolonial railway, a
road upon which we have expended $70 millions, if I
recollect correctly, into a local road. Certainly it
converts it into a local road so far as that portion
of its line from Quebec to Moncton is concerned.

The government now owns and operates 1300 miles. It
now proposes to build and own, but not operate, 1800
miles. TFor what reason or on what ground will the
distinction be made?.... Now I say that the government
should either adopt one policy or the other,



"And the right hon. gentleman presented the most de-
lightful and pleasing spectacle to the country of a
road built from the Atlantic to the Pacific costing
only $13 millions. Add $50, $65 or $75 millions and
you get some idea of what this project-- brought
without deliberation, brought at the end of the
session, brought down in & hurry, will cost.™ (1)
(At that he grossly underestimatedt})

And the Hon. Mr. Haggart:--

", ...we are asked to build a road that will destroy
the traffic of the Intercolonial from Quebec to
Moncton and for what purpose? For the purpose of
saving 50 to 60 miles in the carrying of traffic from
the North West Territories and Manitoba to St. John
end Halifax. Did a more insane idea ever take posSses-
sion of any one?" (2)

Most of the criticism engendered by the contract between
the government and the Grank Trunk was directed against the east-
ern section of the transcontinental railroad. The government's
action in giaranteeing the bonds of the Grand Trunk Paeific like-
wise received some share of censure. It was felt (by the opposi-
tion only) that any further railroad development in the west
should be undertaken with private capital and riske. This view
was not shared by the Liberal party; their government had assumed
the greater part of the load willingly, firm in their belief in
the great and glorious future of Canada. That mistaken id ea was
to cost Canade several billions of dollars, and to saddle coming

generations with an ever-present railway problem.

The building of the National Transcontinental brought
an immediaste drain on the resources of the Dominion government.

Instead of the original estimate of $61 millions, costs mounted

(1) Hansard, 1903, p.7704 et seq.
(2). IBID, ©D. 7718
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until a figure $100 millions greater was reached. The railroad
that Mr. Laurier had conceived "to attend to the needs of this
fast growing country,® and for which there was no time "to
pause, to consider, to reflect, to calculate and to ingquire® was
evidently constructed in much the same fashion that it had been
conceived, The contract was parcelled out to individuals who
each handled a certain section of the road. Rates of remunera-
tion for excavation work were based on the type of ground; awards
varied from $.25 per cubic foot for soft earth to $1.25 for rock.
The opportunity was seized upon by the contractors, and little
"soft earth" was ever discovered. The Lynch-Staunton Committee
to investigafe the construction of the road brought down a most
illuminating report. Their conclusions follow:-

"We find that the Transcontinental Railway Commission,

the Grand Trunk Pacific Railway, and those having charge

of the construction of the railway, did not consider it

desirable or necessary to practice or encourage economy

in the construction of this rcadecccccceecevieci- ...

We find that without including the money that was neces-

sarily expended in building the railway east of the

St. Lawrence, $40 millions at least was needlessly

expended in the building of this road." (1)
By 1920 the railroad had cost, without interest, $165 millions,

The National Transcontinental was not alone in its

demands on the public purse. Its western counterpart, the pri-
vately owned and constructed Grand Trunk Pacific, soon ran into

financial difficulties. 1In 1905 its directors maintained that

$70 millions was necessary if operations were to be continued.

(1). Sessional Papers of Canada, 1914, No. 123; Report of the
National Transcontinental Investigation Committee,
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The obliging government backed them with a bond guarantee, to-
gether with an implementing agreement insuring them against loss
through sale of their bonds at a discount. The bonds were not
readily disposed of in the London money market, and by the time
$36 millions had been disposed of the government had suffered an
implementing loss of $5 millions.(l) Rather than suffer a further
loss they bought up the balance of the issue at par. Although
arousing controversy at the time, the move later was shown to be

justified by the absorption of the railroad by the government.

The Canadian Northern was the next to plead for assis-
tance., In addition to further grants of land and money, a bill
providing for the guarantee of £7,350,000 was passed in 1911,
This grant was to enable the company to complete their line from

Port Arthur to Montreal.

The advent of war brought the government no relief fram
the demands of these two companies. Rather thelr requirements in-
creased as their lines approached completion. Coupled with their
additional capital needs, the end of a decade of prosperity in
1913 closed the international borrowing market to them. The only
source left was the government. By 1917 they were in its debt
some $100 millions. Positive action had to be taken and in July,
1916, the government appointed a Royal Commission to study the

whole railroad question in Canada. The majority brought down a

(1), 1IBID, p. 7718



report recommending unification of the Grand Trunk, Canadian
Northern and Grand Trunk Pacific into one system. The Grand Trunk,
while still solvent, had to be included in the amalgamation to
give eastern connections to both of the other railways. And had
the government not intervened, the Grand Trunk would have been
seriously involved in the collapse of its Pacific subsidiary; it
was jointly liable with the govermment for the bonds. The inclu-
sion of railroads then under government control was also recom-
mended by the commissioners. Their plan was adopted by Parliament

and negotiations began at once.

The chief difficulty was the valuation of the common
stock of the Canadian Northern and the Grand Trunk Railways.
Taking over the Grand Trunk Pacific presented less dirficulty.
Its capital liability consisted almost solely of guaranteed securi-
ties, for which the government was already partly responsible,
Evaluation of the $100 millions of common stock of the Canadian
Northern was another matter. $40 millions was already in the
hands of the govermment in consideration for earlier bond guaran-
tees, The greater part of the remaining 560 millions had been
pledged with the Bank of Commerce by Mackenzie and Mann. Although
the Drayton-Acworth report condemned the stock as worthless -=-

"the shareholders of the company have no equity either
on the ground of cash put in, or on the ground of phy=-

sical reproduction cost, or on the ground of the sale-
able value of their property as a going concern." (1)

(1). Report of the Royal Commission to inguire into Railways
and Transportation in Canada, 1917 (Drayton-Acworth
report) p. XLIV
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v= the board of arbitrators set the value of the six hundred
thousand shares at $10,800,000. Their method of determining
this value was not disclosed. One member of Parliament asked
if the object of such award was to save the Canadian Bank of
Commerce from bankruptey. It is perhaps a coincidence that the
amount of the award would have purchased one hundred and eight
thousand shares at par, giving the government just over fifty
percent of the voting stock. Whatever reason lay behind the award
of such a sum, in retrospect it seems but another case of mis-
placed generosity on the part of the government. The railway
business was still surrounded by a certain romantic aura; the
legislators apparently found it difficult to examine the problem

from the point of view of sound finance.

The valuation of the Grand Trunk stock also required
arbitration, and a three-man board was established. The majority
found that the shares had no value, basing their conclusion on
the financial condition and future financial prospects of the rail-
road. The dissenting member, ex-President Taft of the United States,
rated the value of the stock at $48 millions. His conclusion had
its basis in the physical condition and its cost of reprodw tion.
Much dissatisfaction was evidenced among the shareholders in
England over the passage through Parliament of the bill support-
ing the ma jority decision. They quoted the decision handed down
in the arbitration over the value of the Canadian Northern stock,
and the Taft minority report to back their claim. Nothing came

of it, however, and by January 1923 the various government railways



had been consolidated into the Canadian National System.

In the meantime the miscellaneous lines constituting
the new company had needed large injections of money to keep them
in running order. Between 1917 and the final amalgamation in
1923, $440 millions had been advanced to the various reilroads
under governmental jurisdictiom; an additional $100 millions had

been spent on capital construction.

It was rather fortunate that the greater part of‘this
expenditure came after the close of the war. As it was increased
taxation rates proved imadequate to cover advances to the railways
and the heavy interest charges, legacy of the war borrowing. This
explains the increase in the net debt between 1920 and 1922 of

over $200 millions.

For this vast outlay of over half a billion dollars the
government in power can hardly be held responsible. The indiscrim-
inate bond guarantees of earlier régimes had committed them to
follow the only course open to them; the country had become to0
dependent on its railways to allow them to lapse into bankruptey
and disuse. This fact is often forgotten by critics whose fire
is directed against continued operation of non-paying lines. The
country has been settled, however sparsely, around the various

railroad systems; to deprive them of railroad service would be

unjust and undemocratic.

The infant railway program sponsored by the Liberal



Party twenty years previously, had during those years grown up
into an unhealthy giant with an 4nexhaustible appetite for public
funds. Through the twenties that appetite continued unabated,
though in a different form. The equipment of the railroads making
up the Canadian National System had suffered much deterioration
during and following the Great War. To bring the new railway up

to the physical standard of its established rival, it was neces=
sary to purchase much new rolling stock and to repair existing
track and roadbeds. The welding of the constituent companies

into a unified whole required the building of some new connecting
lines and the discarding of several old ones. Finally the Canadian
National Reilways had to be endowed with a new personality in the
eyes of the public, if it was to compete successfully with the
Canadian Pacific. This could be accomplished by offering more
passenger comforts, and faster freight schedules, than its rival.
These improvements could only be financed out of borrow8d money.
Although railway income had soared to unprecedented heights in the
late twenties, fixed charges had kept the Canadian National fron
showing any net profit. 1In fact in only three years, 1928-1930,

was it able to get along without loans from the government.

Between January 1, 1923 and December 31, 1931, bonded
(1
indebtedness increased by $472 millions. ) Loans for the same

period amounted to $132 millions. This dispels the idea that has

(1), puff Report, op. cit. p. 28
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become somewhat prevalent that the Canadisn National, during
that period of prosperity, was self-supporting. True, for a
short while it managed to cover its fixed charges; however, at
the same time no provision could be maie for reduction of the

funded debt, which stood by the end of 1931 at $1276 millions.(l)

A commission headed by Sir Lyman Duff was appointed in
1932, when the company seemed to be slipping back into a state
of perpetual operating deficits. Little of constructive value was
proposed by the commission. Their main recommendation was that
machinery be set up to encourage cooperation between the two
companies. Amalgamation was discarded as leading to unwise cen-
tralization of powers in the hands of a few persons. During suc-
ceeding years certein cooperative measures were adopted, but their
effect was negligible; savings were made but they never exceeded

a million dollars in any one year.

One point brought forward by the Duff Commission was
that aggressive and uncontrolled canpetition between the two
nationwide railways had been an important contributory cause to
the railroad probleme. Sir Henry Thornton, in building up the
Canadian National System, had forced the Canadian Pacific to
follow every forward move he made. This proved an expensive pro-
position to the privately financed railway and resulted in their
being compelled to borrow extensively. Beyond question Mr,

Thornton was allowed too much leeway in his rehabilitation work

(1) IBID p. 29



D3

on the C.N.R. With the bottomless public purse at his disposal
he undertook some rather extravagant ways of publicizing his new
railroad. One example was the entry of the Canadian National

into the hotel business, a move that brought only financial grief.

Had some measure of cooperation been forced upon both
railways in 1923, much wasteful extravagance would have been avoid-
ed. The depression only hastened a crisis that had been develop-
ing for the preceding eight years. It is possible that the depres-
sion saved the country from a continuation of the cut-throat
competition of the twenties; 1t certainly brought a stop to meny

ambitious projects which were in the process of construction.

A further recommendation by the Commission was that
deficits of the Canadian National should be met by sums voted
annually by Parliament, and not raised by the issue of securities.l)
The adoption of this measure also put an end to the annual govera-
ment "loan", a form of direct subsidy that had been in existence
since 1912, The expectation of the commissioners that the coming
years would bring a succession of heavy deficits was amply fulfilled.

Between 1932 and 1939 an average of $50 millions was needed to

balance the books of the Canadian National Railways.

Just how costly the reailroads have proved is seen in the
accompanying table. Direct and guaranteed net obligations of the
Dominion of Canada approximate $4800 millions. Two thirds of that

sum has been absorbed by our far-flung railroad system -- a systen

(1) IBID p. 64, Conclusion III.



that finds great difficulty in meeting its operating expenses,

let alone paying any interest on its funded debt.

Table XV. Expenditure on Railways by the Dominion of Canada.(l)

Canadian National Railways:

Land grants seee 5,728,192 acres.
Cash contributions, loans and
sundry assistance: .....cccevees

a. Outstanding in Public Accounts $714,348,892
be Written off to Consolidated Fund 895,196,271
(a) $1,609,545,163
Outstanding guaranteed bonds'® 1,054,865,758
$2,664,410,921
Canadian Pacific Reilway:
Land grant ..... 32,848,477 acres
Cash contributions, loans and
sundry assistance: ....... ces e
Outstanding in P.A. 72,584,523
Written off to Cons. Fund 26,468,672 99,053,195
Qther Railways:
OQutstanding in P.A. 40,774,641
Written off to Cons. Fund 9,105,235 49,879,876

$ 2,813,343,992

(a) Excluding bonds guaranteed by Provincial governments

$88 millions.

(b) Excluding accrued interest on non-active loans, which
by December 31, 1936 had amounted to $575 millions.
This is not included as it does not represent any
direct cash outlay or Dominion obligation.

Looking back over the years it seems evident that the

foundations of our present debt were laid, and well laid, in

(1). Sessional Papers of Canada, Public Amcounts 1939.

Appendix No. 26

(b)



1902 and 1903. One cannot help but wish that our parliamentary
fo?efathers had been a little less visionary and a little more
practical in their support of railroad development in the west.,
For the railroads whose expansion was encouraged in 1902 have

been responsible for the greater part of Canadian railway expen-

diture since that date.

It would be unfair, however, to lay all the blame on
that one mistake in 1902. The contest for supremacy between the
Canadian National and Canadian Pacific in the twenties brought
about much unnecessary capital expenditure on the part of both
railroads. The $400 millions increase in Canadian National debt
in such a period of prosperity testifies to the extent to which
the competition was carried. Like their confreres of twenty years
before, the members of the government had their practical senses

somewhat blinded by the prosperity of the moment.

The financial crash in 1930 and the decline in trade
hit the railroads hard. Because of the high proportion of fixed
charges in the makeup of their costs, the profits they earn are
extremely elastic, and vary sensitively with the slightest change
in traffic. Both the Canadian National and the Canadian Pacific
were seriously affected during the depression; even the recovery

of 1936 and 1937 did little to pull them out of the doldrums.

In fact the first tangible sign of any boom in business

was the outbreak of war in September, 1939, For the past months



the railroads have taken full advantage of the increased business
activity. In the eight months period April 1 to November 30,
1939, the C.N.R. deficit was given as $41 millions. In the
following three months net profit of over $6 millions was shown,
cutting the deficit to under $35 millions, with expectation of

a further cut by the end of the fiscal year.(l) Last year's

deficit approximated $54 millions.

Summing up, it seems that there are three possible ways
open to alleviate the distress of the railroads. The first,
continuation of the war, is a temporary solution at best. Co=
operation has been a failure up to now; with a little more pressure
brought to bear by the government it might‘still prove workable.,
Amalgamation? This has been debated so many times in the press
and on the public platform that further discussion is futile.

The consensus of opinion seems to be that it would result in a

financial saving but is unwise politically.

If a continuation of the war does not obviate the
necessity of considering the problem, some positive measures will
have to be taken in the near future to attempt to bring the

annual drain on the public treasury to an end.

(1) Report of the Comptroller of the Treasury for the period



CHAPTER III

(Part A)

Theory of War Finance

An attempt will be made in this chapter to analyse
Canadian government finance in the last war. If we are to avoid
in this present war the mistakes that were made in the last war,

they must be thoroughly aired and discussed.

But before any intelligent evaluation can be made of
Canada's financial policies in 1914-1918, certain fundamental
conceptions of war finance must be made clear. An effort mst be
made to determine just who pays for the war, the incidence of
various methods of war finance upon different classes of people,
and how economy can best be transformed for war purposes. It

will be our immediate object to try and clarify these ideas.

When a country enters war a great deal of the productive
powers of the country must be diverted into new channels. The
demands of the war machine for men,armaments and supplies absorb
an increasing share of the material resources of the country.

It goes without saying that this shift from peace to wartime chan-
nels of production cannot be achieved without friction. Certain
groups will be placed at a disadvantage; others will gain unduly
from the disturbances set up by the change to a war economy. With
this in mind, it seems obvious that the problem confronting us is
to reduce to a minimum this strain on the economy. The costs of

the war, both real costs and money costs, must be distributed over
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the nation in an equitable way. The adoption of a sound policy
of war finance would do much to eradicate the misfortune and

suffering that are the concomitants of war.

Before carrying our investigation farther into the
monetary sphere of the problem, a discussion of the transfer from
an organization geared for peace to one designed for war might
be ip order. TFor no matter how many writers or public speakers
declare that money forms the "sinews of war", the real cost of
the war is borne by the citizens of the participating countries.,
It is their labour and sacrifice that enable the war to be waged.
A rider might be added to this: 1if they can borrow from neutral
nations and do not repay the debt, the burden might still be
partly shifted, not to the future, but to the citizens of that
neutral country. Pigou brings out clearly the sources of the "“war
fund"

"There are four principal sources from which this
amount -- the real war fund, as it were, can be
drawn. These are:
(1) augmented production; (2) reduced personal
consumption; (3) reduced investmen? in new fgrms (1)
of capital and (4) depletion of existing capital."
Augmented production is brought about by the employment of those
not previously avle to obtain work, of the leisure class, and the
youth; by the reemployment of superannuated workers and finally

by the increase of working hours in industry. Reduced personal

consumption may be brought avout by voluntary means or by

(1), Pigou, A.C. "The Political Economy of War“ p. 31



rationing., New capital investment will be concentrated in the
war industries. Depletion of existing capital may be the result
of reduction of standard inventories, inadequate depreciation
allowances, or the liquidation of foreign securities. It may
also take the form of commandeering gold or foreign credits

held within the country, and exchanging them with the outside

world for war supplies.

The sources of the war fund, as mentioned above, do
not of course measure the total cost of war to a natione. There
is the loss of life, the suffering of the wounded, the widespread
privation; if the country involved in the war is invaded, private
property may be destroyed. But these represent rather the de-
structive side of war, and cannot be employed in our analysis of

the sources from which the war is financed.

Much confusion has been caused by the careless inter-
mingling of the two costs, money and real. The real costs are
the decreased consumption and sacrifice of the people, and the
destruction and suffering caused by war. The money costs are
the payments made by the government for war supplies, for army
wages, for rehabilitation of the injured. Thus the real cosits
and money costs are not equal -- no adequate method has yet been
found of measuring compensation for suffering. However, money
costs and the amount drawn from the real war fund are the same,
and can be measured in terms of the monetary unit. The aggregate

amount collected from the publie for war purposes, obtalned from



them by their sacrifice, and paid out by the government in waging

war, is the money cost of war.

An offspring of the faulty conception of cost has been
"let future generations pay" argument. Exponents of this doctrine
maintain that a borrowing policy will shift the war burden to the
future. Any casual consideration of real costs and the source
of the war fund will show the fallacy in this point of view. It
is true that the future will suffer to a certain extent from the
war. The effects of longer working hours on youth, depreciation
of capital machinery, and the privation endured by the wage-earning
productive populace will all take their toll in succeeding years.
But to maintain that the costs of the war can be shifted to future
generation by the issuing of bonds is to overlook altogether the
fact that the greater proportion of the costs of the war must be

borne at the time the war is being waged.

We have seen that to provide the instruments of war,
some shift in the productive organization is necessary. How is
it brought about? In an authoritarian economy the problem is
solved in a relatively simple fashion. Industry is under the
control of the state; as such its private interests are sub-
ordinated to the interests of the state, With the coming of the
war the transfer to the production of war materials, if deemed
necessary by those in authority, 1is mede with a minimum of dis-
turbance to the productive mechanism. In point of fact the pro-

blem is usually much simpler than described above, 1if the
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dictatorships of the present day are to be taken as a criterion.
Preparation for war is made in advance, all industry is geared
for the war effort. The shift to war production, if it does not
antedate the actual outbreak of war,is made instantaneously when
the need arises. Each separate corporation will thus play its

allotted part in the planned war scheme.

Under the capitalist system the turning of the national
effort into war channels is a slow and cumbersome process. ‘tThe
entrepreneur will not act until he receives a direct government
contract, with complete specifications of the goods required.
Often he is in doubt as to the duration and extent of the war, and
will be in no great hurry to transform his machinery in acocordance
with the wishes of the government. For his efforts he demands
remuneration; the government, by reason of its urgent need, is
forced to pay somewhat higher prices than warranted. TUsually
little has been planned in advance in preparation for the war.

The economy of the nation is not completely organized for war
purposes, and the absorption of industry into the war pattern is

handicapped by red tape.

Meanwhile the government has been forced to obtain funds
to pay for its military expenditures. The real source of the funds
we know.(l) The method of collecting the money is an entirely

different matter.

It is here that the relation between real and money

(1) of., ante p. 59



costs becomes apparent. One method used by the government in
obtaining money may result in an equitable distribution of the
costs over the nation; another method, apparently differing little
from the former, may lay the burden of real costs almost entirely
on one class of society. In seeking a system of sound finance

this thought mist be kept uppermost in our minds. How the money
is collected is of relatively small importance; what really
matters is that the method of finance selected will cause the war

burden to bear equally and justly on all sections of the community.

In the last Great War most of the funds required by the
various govermments for war purposes was obtained by borrowing,
both from the citizens of the country concerned and from allied
nations, In none of the major participating countries did taxationm
provide for over 25 percent of the costs of the war. France, in
fact, financed the war entirely out of borrowed funds. The extent
to which taxation could be carried was not realized until the later
stages of the war, By that time the costs of armaments and supplies
had so mounted that the higher tax levies proved hopelessly inade-
quate. The early adoption of high tax rates was hindered partly
by some of the faulty ideas of war finance which pervaded the
various legislatures. Most prevalent was the theory that by waging
war with borrowed money future generations could be forced to
shoulder the burden. As we have seen, the idea is hardly founded
on fact. Yet it undoubtedly had a great deal to do with the fin-
ancial policies chosen by the governments. Another factor influen-

cing their actions was the ease with which money could be raised



by borrowing. If advantageous rates were offered, the public was
only too eager to subscribe. Then there is the psychological
element. Although & person may realize that government borrowing
now leads to increased interest charges and consequently higher
tazes in the future, he is not sure that he will be Galled upon to
bear his proportionmate share of those interest charges. To him
the bond is a tangible form of wealth. As Mr. Keynes puts it:
"It makes all the difference in the world to each indivi-
dual personally whether the excess of his income over
his consumption is taken from him by tax or by loan. To
him personally Government stock is an addition to his
wealth, to his security, and to his facing the future.
It gives him a claim over the future resources of the
community." (1)

Both taxes and borrowing serve the purpose of removing
purchasing power from private individuals, and placing it in the
hands of the government for war purposes. Of the two courses open
to the government borrowing is very much easier. No framing of
a tax structure is necessary; no waiting a year to collect the
return from the higher taxes; no problem of tax evasion; no
elaborate machinery to collect the tax; above all, no retrenching
on the part of private enterprise -- the borrowing program avoids
all these tribulations. Why then the clamour that the war be
paid for out of current taxation? Why the cry for a pay-as=you=go
war?

The answer was not so clear in 1914 as it 1s now. Govern-

ment leaders had not then the knowledge that comes with the finan-

cing of a modern war. Consequently they chose the easier waye

(1) XEYNES, J.M., London Times, Nov. 14, 1939



The results of their efforts should influence any present consider-

ations of a sound policy of war finance.

The first thing we might examine is the effect of each
of these methods of raising war funds on what could be called the
"propensity to spend™ of the individual ¢itizen. Experience has
shown that he 1s prone to regard taxes as a levy to be met out of
income receipts; the purchase of an investment, or a government
war bond, is met out of his savings or purchased on credite The
imposition of war taxés will be therefore more likely to force
increased personal economies than will the purchase of war bonds.
The qualification might be added that no precedent exists for the
imposition of a war tax on a scale comparable to the revenue from
war loans. It is possible that such a tax might change the psycho-
logical attitude of the public in this matter. But one of the
main objects of any levy, whether tax or loan, is to cut down on
individual purchasing in order to divert such purchasing power into
war ehannels. Since taxation tends to aid this object and induce
the individual to curtail personal expenditures, and since lqans
are not so effective for this purpose, it seems that the taxation

scheme might be used in preference to borrowing.

An analysis of the actual incidence of these two methods
of finance, derived from historical experience, i1s of even greater
importance. Theoretically the cost to the individual taxXpayer
should be essentially the same. What he avoids in taxation now

by investing in a government bond he pays in increased tax levies



in the future. But this theory is based on the assumption that

each individual will contribute as much by way of taxation as he
would voluntarily subscribe in the form of a loan. This happens
only when the post-war tax system is graduated for increasing

incomes as steeply as the loan subscriptions are likely to be
graduated. The past two decades have failed to produce such a
system and the wealthier classes, who had subscribed heavily to
war loans, benefited from the government policy (Except in some

of the countries of middle Europe, where extreme inflation was

used to wipe out the government's bonded indebtedness). The
interest the bond holders received far exceeded the demand made
upon them for additional taxation. The main reason for this
disparity has been the failure of the many governments to adopt
the "ability" basis for taxation purposes. Particularly in Canada

has this been the case. Between 1920 and 1929 interest payments
on debt amounted to over $1300 millions., Of tax receipts totalling

$3300 millions during the same period, only 21 percent -- $700
millions -- was derived from direct taxation. The remaining 79

percent consisted mainly of receipts from the sales tax, excise

tax and custom duties - taxation of a highly regressive nature.

The financial burden which should have been borne mainly
by the wealthy members of the community was shifted to the poor
man end his descendants. So long as this regressive system of
taxation continues to exist, just so long will the financial bur-
dens of war be transferred from the wealthy investors in government

bonds to the poorer citizens on whom the taxes fall most heavily.



The inequitable tax structure was rendered still more
unjust by those governments which, in their pressing need to dis-
pose of their war bonds, add the tax-exemption clause. Particular-
ly guilty of using this form of sales inducement were the govern-
ments of the United States and Canada. Five of the six war loans
floated in Canada during the war period had this tax-exempt rider
appended. Only the interest on sixth loan, floated after the close

of military operations, was subject to taxation.

The next decade was to show just how unwise the govern-
ment financiers had been. The income tax lost much of its effect-
iveness by the escape of those in the upper income brackets into
the tax-free issues. Seligman estimated that up to 1926 the loss
of revenue incurred by the United States government on account of
tax-free bonds was $300 millions. As he says:

"This loss of revenue far transcends any possible gain
that might accrue to the federal government from the
lower rate of interest on the tax-exempt bondse...
the issue of tax-exempt bonds has been a losing in-
vestment.... it creates a gross inequality of burden
oo+ tax exemption means the liberation of unearned
incomes at the expense of the earned." (1)
Public opinion has been so greatly aroused against this evil that
the tax-exemption clause will not likely be retained in future
issues of government bonds.
Another argument against borrowing has been propounded

(2)

by Dalton. He notes that in a period of war the level of prices

and of interest rates is unusually high. War bonds are thus

(1), SELIGMAN, E.R.A., "Studies in Public Finance®" p. 146
(2). DALTON, He, "Principles of Public Finance", p. 192
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floated at high rates of interest and in terms of inflated cur-
rency. In the post-war deflation the burden becomes doubly heavy;
in addition to the abnormal rates of interest that the country is
paying on its funded debt, there is the necessity of paying back
the debt itself in terms of deflated currency. Dalton also points
out that with falling post-war interest rates the price of the war
issues will increase, making it more difficult to establish sinking
funds. It must be confessed that this argument has been somewhat
nullified by the general failure of nations to attempt any serious
effort at debt repayment. The interest rates continued to be a
heavy burden until conversion, in later years, took place,

From every quarter nowadays we hear the cry that inflation
mist be avoided at all costs. What is this "inflation™ that is
feared so unanimously? A few definitions might provide some idea.
Mr., Keynes speaks of it thus:

wInflation results when the physical capacity of the
country is insufficient to provide both for the gov-
ernment's program and for the expenditure of the
public at the current level of prices, or if the
adverse balance of trade becomes more than we can
pay for at the current level of the exchanges." (1)

A somewhat different definition was given by Mr. A.C.Millers
"When purchasing media are produced faster than goods

are produced -~ in brief, when the supply of currency
and credit in its increase outruns the increase in the

supply of purchasable goods -- the price of goods must
rise." (2)

(1), KEYNES, J.M., London Times, April 18, 1936
(2), MILLER, A.C., "War Finance and Inflation® in the Annals
of the American Academy of Political and Social Science.

Vol. 75 Jan., 1918
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The definition of Lord Stamp's is simpler: "An increase of

purchasing power compared with commodities.™ (1)

The Keynes definition goes a little deeper than the
others, Implicit in it is his belief that inflation cannot occur
if there are unemployed resources in the country. Otherwise the
injection of government spending, based on a deficit budgeting
program, would serve but to increase productivity and result in
greater employment of unused factors of production. There being
no increased competition between the factors of production, there
is consequently no increase in their cost to the employer, no
increase in cost of production, and no rise in prices. If, how-
ever, the economy has reached its maximum productive capacity, an
increase in government spending will serve only to bring about
greater competition for the factors of production and an in-
flationary price rise. A good case in support of Mr. Keynes'
argument can be adduced from the Canadian cost of living figures
for the period September, 1939, to March, 1940.(2) During that
period the cost of living rose but three percent; unemployment,
while reduced, still existed at the close of the period. It will
be interesting to compare the price rise after full employment has
been reached.

Competition between the government and individuals and
between individuals themselves, for the products of industry, is

a prime cause of the upward movement of prices, in war-time.

(1), S8TAMP, Sir J. (later Lord), "Financial Aftermath of the

Great War."
(2), Statistical Summary, Bank of Canada.
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The rise in prices will reduce individual consumption and divert
the resources of the country into the production of materials

of war. Wages will also rise but the experience of the past

war shows that there is uaually a pronounced lag in wase rates as
compared with prices. Inflation is certainly one way of paying
for the war. But it would be difficult to find a more unjust

or inequitable method of cutting down individual purchasing
power. As Mr. Illsley points out in the War Budget Speech,
September 1939:

“"This inflationary method of financing.... throws a
grossly unfair proportion of the burden upon the person
of small or medium income, the wage-earner, the salaried
man and those who have savings deposits, insurance
policies or securities of any kind whose value is fixed
in money, It represents a complete violation of the
principles of taxation in accordance with ability to
paye It leaves in its wake a host of troubles such as
chronic dislocation between industries, incomes and
prices, which are most difficult to cure, very serious
damage to business and public morale, and high interest
rates. If long continued it can end only in complete
collapse," (1)

Mr. Keynes says:
"A rising cost of living puts an equal proportionate
burden on everyone, irrespective of his level of
income, from the old-age pensioner upwards, and is a
cause therefore of great social injustice." (2)
If inflation is to be avoided some method must be selec-~
ted to eliminate this competition for the products of industry.

The purchasing ability of the individual must be reduced. Heretofore

governments have, in the main, resorted to borrowing to finance

(1), Hansard, Special War Session, 1939, p. 139
(2)e KEYNES, J.M., London Times, Nov. 14, 1939



their wars. Theoretically this withdrawal of funds from the in-
dividual's pocket will cause him to contract his consumption.
And in contracting his consumption he cannot compete for the pro-
ducts of the home industries as he would otherwise have done. But
has this always been the case? If the investors had been content
to go without some goods or services no inflation would have
occurred. Experience shows us that they were not. A great many of
the government bonds in the last war were purchased on a credit
basis, payment being made in instalments. In other words the money
went into circulation before the saving was made. How the Canadian
banks fostered this borrowing on credit can be seen from an article
in the Monetary Times:
"In order to encourage small investors to participate

in Canada's Victory Loan the chartered banks will lend

in moderate amounts upon the pledge of the securities

themselves, to subscribers who have a reasonable cer-

tainty of repaying the loan within one year. The banks

will advance up to 90 percent of the amount subscribed (1)

and the rate of interest will be 5% percent per annum."
This rate was the same as that of the bond issue itself, and really
amounted to a free loan. There can be no complaint with the desire
of the government to reach the small investors, but ®"baby bonds"
would have served the purpose just as well, without the credit
element being involved. The public were not slow in adopting the
suggestion of the government as Mr. Curtis points out:

®Jt is noticeable that ‘Current Loans and Discounts in

Canadat'! showed sudden and large increases about the
time each loan was issued ... In any case the banks

(1) Monetary Times, Nov. 16, 1917, p. 10



"carried bonds for their customers and, in this war,

and to that extent, the bonds were really paid with
bank credit." (1)

The bonds were eligible for rediscount with the Dominion Govern-
ment in exchange for Dominion Notes. A rapid expansion of bank

note circulation took place with resultant inflation.

Not only in the original purchase of the bonds did this
inflationary process occur. A person who owned a government bond
was in possession of a very liquid asset. He could at any time
borrow upon its security at the bank. The bond could be redis-
counted by the banks for Dominion Notes; they were consequently
only too glad to receive this type of security., Every loan tended
to expand currency circulation and to further the inflationary

rise in prices.

Exponents of a borrowing policy argue that as taxation
increases, those on whom it is levied will no longer seek to reduce
consumption but will be forced to pay out of savings or in borrowed
money. This is indeed comparable to the purchase of a bond with
bank credit. Nevertheless it seems hardly likely that a tax recelpt
will ever come to be accepted by the banks as security for a loan.
Consequently much of the inflation caused by loans on the security

of a government bond would be eliminated by a scheme of taxation.

One other effect of a borrowing policy might be noted.

Liberal spending on the part of the government during war engenders

(1), CURTIS. op cit p. 16



a strong feeling of optimism among business men. In their
desire to receive a share of the government business, they often
undertake uneconomic and unwise plant expansions. New businesses
spring up without sound backing and attempt to cut in on the war
profits. Along with private enterprise banks enter into the
expansionist spirit and lend freely to all possible customers.
These factors all help the boom along; when the collapse comes

the business failures add immeasurably to the distress.

Looking at these two methods of finance solely from the
point of view of their effect upon prices, it appears that no
decisively final conclusion can be drawn. ;nsofar as lenders will
reduce their consumption when purchasing government bonds, and will
refrain from borrowing on the bonds from the banks no inflation
will result. And insofar as taxes are not paid for by a reduction
in ordinary consumption, but with borrowed money, then the tendency
will be towards inflation. However, from past experience, it seems

likely that the application of a tax will have a greater effect
on an individual's consumption habits than will the purchase of

a bond. Just so long as the spending psychology of the nation is
affected less by a loan than by a bond, and just so0 long as a bond
receives more favourable reception from the banks than does a
tax-receipt as an instrument of credit, the taxation form of levy

will be 1less likely than borrowing to lead to imfletion.
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(Part B)
Canadian War Finance, 1914-1920

During the last Great War Canada, along with many
other nations, suffered severely from a price inflation. Taking
1913 as a base year, the cost of living index rose to 103 in
1915, 111 in 1916, 131 in 1917, 149 in 1918, 164 in 1919 and
190 in 1920.(1) For this price rise the government may be held

in part, if not wholly, responsible,

Early in the war, steps were taken to increase the

issue of fiducuary currency (that is, notes not backed 100 per-
cent by gold) by $46 millions. Sixteen millions of this was in
the form of an advance to the Canadian Northern and Grand Trunk
Pacific Railways against deposits of their own securities; the
balance was for general purposes. The net increase in Dominion
notes was around 35 percent. In 1917 a further issue of $50
millions was made and loaned to the British Government, who used
the money in buying in the Canadian market. These currency issues
were nothing but outright inflation, a direct increase of purchas-
ing media without any corresponding increase in production. As
Mr. Curtis maintains:

"It may safely be said that, of all the government's

policies of war finance, its handling of the issue of

Dominion notes is most open to criticism, and justified

the view long advanced by economists that behind any
governmental currency there always looms the shadow of

the printing press." (2)

(1), Dominion Bureau of Statistics, Internal Trade Dept., Prices
and Indexes, 1913-1929; p. 131
(2). CURTIS, op. cit p. 10



One of the first steps taken by the Special War Session
in 1914 was to pass the Finance Act,(l) which stated that in
case of war or panic, real or apprehended, the Governor-in-Council
by issuing a proclamation could authorize: (a) the advancing
of Dominion notes to the chartered banks upon the pledge of
satisfactory security; (b) the chartered banks to make payments
to their customers in their own notes; (¢) the excess~circulation
privilege to be extended throughout the year; (d) the redemption
Oof Dominion notes in gold to be suspended; (e) the government to
declare a general moratorium if the situation warranted. Section
(e) was never used. Some action was necessary at the outbreak
of war to instil confidence in the minds of the bank depositors
and to eliminate, if possible, the dangers of a run on the banks.
In that respect the Act was indeed successful, bank panics being

entirely avoided throughout the war.

In the matter of credit control the Finance Act was less
successful. As Mr. Curtis points out(g) the country was not on a
gold basis, and stocks of gold held had no relationship to the
actual or potential expansion of credit. A bank could pay its
obligations to the public in its own notes, Dominion notes being
only used between the banks themselves. The only check to any one
bank's expansion was the possibility of an unfavourabvle balance at

the clearing-iouse, which had to be met in Dominion notes. This

served as a partial check only, as the banks could secure further

(1) Statutes of Canada, 5 George V. Chap. 3
(2) CURTIS. op. €it p. 27
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quantities of Dominion notes by rediscounting with the government.
The limit was therefore the amount of eligible securities of
which there were great quantities to be had. Thus expansion of
bank credit could be almost unlimited, governed only by the ex-
tent to which such operations were profitable. The government had

imposed a tax not to exceed five percent, on outstanding Dominion

notes. According to lLir. Curtis:

"The marglin between the cost of obtaining the funds and
the rate charged for the loan would determine the profit,
and it may be emphasized that the cost of obtaining the
funds would not be five percent, the tax on excess issue
and the re-discount rate, but a great deal less, depending
upon the proportions of the loan taken in notes or in de-
posits, and the amount of reserve required behind these
liabilities. It would appear, therefore, that even the
profit check would not be a very real one, especilally in
times of rising prices when the cost of interest usually
rises more slowly than other prices, thus making business
more ready to borrow. If there were any changes in the
rate of discount during the war period they would be up-
ward, thus widening the margin of profit ....
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The only desirable cﬁeck would be the limit of desirable
loans and during an inflationary period thls is no check,
as the "need" for loans expands indefinitely.
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éhe increase in bank éfééit between 1916 and 1920 was not
less than a hundred and twenty-five percent.™ (1)

Associated with this was the willingness of the banks to
take risks during the period of inflation and war profits that
they would not have touched before the ware. As Mr. Curtis sug-
gests "they loaned as much as they could during the period of war

(2)

and they loaned to all possible customers", Some of the bank

failures in the subsequent deflationary period may possibly be

(1) CURTIS, op. cit. pp. 28, 29, 26
(2) IBID p. 31



traced to this open-handed policy.

The use of treasury bills by the government may also
be held partly responsible for the rise in prices. Although the
issue of these short-term loans by the banks to the government in
1920 reached 3459 millions, there were never more than $100 millions
outstanding at the close of any one fiscal year. But their effect
on the economy should not be underestimated. The treasury bill
was used by the government in anticipation of longer term public
loans. Consequently government spending in many cases preceded

the withdrawal of funds from the consuming sublic.

The new purchasing power which came into circulation was
thus created by the banks and directly inflationary, as no reduc-

tion in private consumption occurred.

While responsibility for the price increase rests in
some measure on the easy credit policy of the banks, the real onus
must be placed on the government. Their issue of near 3100 millions
of fiduciary currency, their low re-discount rates which made the
lending of the banks increasingly profitable as war progressed, and
their antiecipation of long term public loans by treasury notes, all
contributed to force prices higher. But more important sggél was

their failure to absorb the excess earnings of the public/to avoid

competition with private individuals for the product of industry.

The loan program which they instituted did not cut down on public

consumption. It is fundamentally to this failure to reduce con-

sumer purchasing power that the disastrous inflation can be traced.
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Another phase of tiie government borrowing program is
open to criticism. The rate of interest offered in the war loans
of 1915, 1916, 1917 was five percent.(l) In the three victory
loans which succeeded them the rate was raised to five and one-
half percent. There seems to be little justification for the in-
crease. Admittedly there is a good argument in favour of the
five percent rate in the first loan. No public issue had ever
been floated before in Canada, and measures had to be taken to
ensure 1its success. The way in which the public oversubscribed
the issue should have been taken as an indication of their willing-
ness to buy. The continuance, and later increase, of the high rate
was, to say the least, nelther a businesslike nor an economical way
of financing the var., As ir. 0.D. Skelton points out:

"Patriotism counts in the success of a loan--not with all

men but with most;... 1t doesn't require a miraculous

arzount of patriotisii to be induced to accept 55 per cent

for one's money on absolutely safe security.” (2)
Mr. Skelton also notes the discrepancy existing between the rate
offered by the United States and Canadian governments. As compared
with the Canadian five and one-half percent rate, the United States
government was orfering four and one guarter percent. In addition,
Canadian issues were convertible into later issues with higher rates
of interest. Only the first United States war loan had this clause.

The cost of floating the bonds is also a relevant consideration.

Canada spent one and one-half percent of the receipts from the

(1) ef. ante, TABLE V, Dp. 14 .
(2) SKELTON, 0.D., "Canadian Federal iinance II" Bulletin

flo. 29, ueen's University bept. of History,
and Political and Economic Science, 1918. p.26
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second Victory loan on organization and publicity. The law of the
United States sets one-fifth of one percent as the maximum service

charge permissible for any loan.

The tax-exemption question has been discussed before.(l)

The argument against tax-exemption is exemplified in the experience
of tine Canadian government in the finance of the last war. It is
interestin: to compare the results obtained from the second and
third victory loan. Both were five and one-half percent interme-
diate term loans; the aziount called for in each case was the saue,
2300 millions. Yet the subscriptions to the tax-exempt second
loan, 4690 millions, exceeded by only $l2 millions the subscriptions
to the third loan, the interest on which was subject to taxation.
It is true that at that tiiie the income tax was not an important
source of revenue, It had, however, been making great strides in
England and the United States, whose governments had accepted the
income tax as one of the most Jjust and equitable of all taxes. The
Hon., %.T.White failed to foresee its value to the Canadian taxation
system and consequently did not take this into account when adding
the tax-free inducement. Lir. Skelton very pertinently points out:
"At the very tiime that the lLiinister of Finance was lscuing

loans exempt from any income or other fedgra% tax to be.lmp

posed, he was proving repeatedly and convineingly, heaping

argument upon argument, that no income tax should be im-

posed in Canada except as a dire last resort. If there

was to be no tax the exemption would be of no value, and

the canny capitalist for whom the Minister was angling

would not offer something for nothing. The policy adopted

did not even secure present advantage at the cost of future
loss, it sacrificed both present and future advantages." (2)

(L). cf. ante p. 66
(2) SKELTON, op c¢it p. 25



Little more need be said. The mistake can possibly be
lald at the door of the Minister of Finance for his refusal to
consider earlier the value of the income tax.(l) It was a mistake
that was to reduce materially the receipts from the income tax in

the following fifteen years,

The Minister of Finance repeatedly maintained that the
war was to be paid for out of borrowing. This policy was carried
out to an extreme degree. In examining surplus revenue raised
during the four years, over the total civil expenditure of the last
vear before the war, we find that Canadian federal revenue increased
but six percent. In the same period that of the United Kingdom

increased twenty percent and that of the United States forty.

The amount of surplus revenue was certainly small. IlLiore
subject to censure even than the amount of the collections was the
source from which the funds were drawn. ihen Canada entered the war
100 percent of its taxes were based on consumption., A consumption
tax bears regressively on the lower class wage-earners. For example,
a man earning $500 per annum will spend all of it on living expenses
and consequently every part of his income will be subject to the
tax. A man earning 350,000 will rarely spend all his income on the
purchase of commodities. To the extent that he avoids buying goods

he is contributing less than his proportionate share of the tax

burden, much less being called upon to pay a progressively higher

amount, as all sound canons of taxation dictate.

(1) Hansard, Various Budget Speeches - 1915,1916,1917



Little was done to change the system during the war,
In the fiscal year 1917-1918, 89 percent of Canadian taxes was
levied on consumption. When taxes on income and profits were
adopted, they arrived too late to be of much value in the direct
financing of the war. The English and American governments quick-
ly adapted their taxation policy in conformity with jus;ice and
ability to bear the burden. The following table shows how slow
the Canadian government was in following their example.
Table XV1 Taxes on property and income, and on consumption,

in the United Kingdom, United,States, and Canada
during and immediately following the Great War.,

United Kingdom United States Canada
Taxes on Taxes Taxes on Taxes Taxes on Taxes
Property on Property on Property on
and Consump- and Consump- and Consump-
Inconme tion Income tion Income tion

( per cent )

1914-15 53 47 a a 0 100
1915-16 56 44 a a 1 99
1916-17 74 36 17 83 8 a2
1917-18 81 19 80 17 11 89
1918-19 a a 69 31 19 81
e Not determined

At the end of the war the Canadian system was hardly more eguitable

than that of the United States at the time of its entry into the ward

Not only was the income tax accepted slowly and unwillingly

by the government, but the methods adopted for collecting the

tax were poor. The individual made out his return and mailed it to

(1) Hansard, 1919, p. 3248; Skelton, op. cit. p 23
Canada Year Book
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the government. His income was assessed and a bill mailed out to
him, All this took time; the experience of Lir. A.R.Mcmaster,.(l)
one of the chief parliamentary critics of the government‘®s war
finance policies, illustrates how much time was wasted by the
methods in use at the time. He did not receive his bill for many
months after he had sent in his income tax return., If his exper-
ience is any criterion there is little wonder that the receipts
from income tax for the first few years were very small. The excuse
had been made that it was a new tax and that some experience was
necessary before it could be handled properly, This may quite pos-
sibly be true; but the government had the well-administered systen

of the United Kingdom as a pattern to follow.

Taking all the facts into consideration a rather severe
indictment of the government policy can be made. The first criti-
cism is that too much of the money required was borrowed. Taxa-
tion played but a minor role in financing the war., Moreover the
scheme of taxation used was highly regressive: the poor man paid.
The taxes on income and profits that were applied did not begin to

take effect until the war was nearly over.

In connection with the bond issues one must criticize
the high interest rates and the tax-exemption clause. They were %o

add greatly to the burden of post-war taxpayer, already laden with

the cost of the war.

(). Hansard, 1919, B. 3251



Finally the government did nothing to combat the war
inflation. If anything their actions encouraged it. They printed
an additional $96 millions of fiat currency. The terms of the
Finance Act alded and abetted bank credit expansion. Above all
little was done to cut down private comsumption, except to allow
inflation to run its course. With the increased flow of money and

with increased credit from the banks nothing could hold prices

downe

In placing the blame squarely upon the shoulders of the
government we must not lose sight of several mitigating circum-
stances, Inflation, to the 1914 financier, was an almost unheard
of phenomenon. He little realized then what is knowh now about the
disastrous effects of an inflationary rise in prices., Even had
they known, control of the situation would probably have been beyond
their grasp. The governments to-day are finding the task none too
easye. Government opposition to the income tax was somewhat justi-~-
fied, The British North America Act gave the provinces the right
to use direct taxes as a means of raising revenue, and the federal
government did not wish to compete with them in that field, although
they had the constitutional power to do so. It is also true that
Cenada had a larger proportion of agrarian population in 1914 than
it now has, and the estimation of farm income for taxation pur-
poses 1s an extremely difficult problem. The only way the farmers
could be reached was by indirect taxation.,

Despite these extenuating circumstances the fact is in-

escapable that the Canadian government made some very serious



mistakes in its finance policies between 1914 and 1920. It is
to be hoped that an understanding of the mistakes will prevent

their repetition in the present or in any future war.



CHAPTER IV

Canadian Public Finance, 1920 - 1940

Before considering plans for financing the present war
we might well examine Canadian public finance during the past
twenty years. For Canada to-day is entering war under financial
circumstances very different from those existing in 1914. At
that time the public debt was less than one-tenth of the present
total.(l) Canadian savings had not been touched by the government.
The pre-war tax revenue was received in the main from two sources,
customs and excise duties. The sales tax and the income tax,
which are now the two most prolific sources of government revenue,
were then a virgin field. Contrasted with this is the tax struc-
ture with which Canada entered war in 1939. The rate per capita
was much higher than at any time between 1914 and 1918.(2) Some
of the taxes were by 1939 approaching, if not at, the saturation
level., On top of this the net public debt exceeded four billion

dollars,(5) nearly double the figure at the close of the last war.

The question might well be asked, "Why was not Canada
better prepared financially to meet the crisis in 19397 We will

attempt to answer that question here.

The outstanding feature of Canadian public finance
during the past two decades has been the rapid growth of govern-

ment expenditure. The legacy of debt and pensions left by the

(1) of. ante. p. 8
(2) Cenada Year Book. 1939, p. 884
(3) cf. ante. p. 32
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last war has been a contributory cause. Ordinary government
expenditure increased by $234 millions., Of this total pensions

and interest on debt accounted for $164 ,millions.

To meet the increased burden, the system of special
war taxes, instituted during the Great Tar, had to be carried on.
In the early twenties over one-half of the tax receipts were from
this source. During the war the business profits tax had been the
most lucrative of all the war taxes. It was dropped in 1923 but
the income tax and the sales tax, which had not begun really to

function until the war was over, more than made up the deficlencye

Although receipts from war taxes increased rapidly after
1920, it was not until 1924 that the government managed to balance
its budget. During the next six years the government not only
continued to balance its budget but also reduced the National Debt
by some $286 millions. We must not forget, however, that this
period included some of the most prosperous years in the history
of Canade. Business profits were rising, and with them tax receipts.
In the fiscal year 1929 the three percent sales tax brought in
$83 millions. Three years previously a five percent rate had
yielded just %15 millions more. The income tax rate in 1929 was
20 percent less than -in 1926, yet the yield in 1929 was $4 millions

greater,

The government had missed a great opportunity., Had the

-

1924 rates been meintained throughout the remainder of the decade,

a great deal more than $266 millions would have been cut from the
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debt. It is true that the public had been clamouring for tax
reductions. It is also true that, other things being equal,
the budget surpluses warranted certain reductions being made.
But in consideration of the huge debt piled up during the war, a
really constructive effort should have been made to reduce it.
The time to apply heavy taxes is during a period of prosperity
when the returns will be greater, and when business can better

stand the strain of heavy taxation.

Not only did the tax receipts prove insufficient to
materially reduce the debt, but during the decade the taxes yearly
became increasingly regressive. The introduction of the business
profits tax and income tax during the war had brought the propor-
tion of consumption taxes to a low of 68 percent in 1921-1922.
Thereafter it began to climb. As mentioned before, the business
profits tax was removed. Tariff reductions were instituted in
1921 but the drop in this consumption tex was partly offset by an
increase in the sales tax., In 1924 only $60 millions, or 18
percent of the total tax revenue, came from direct, equality of
sacrifice, taxation. In the next five years an annual reduction
éf one percent was made in the sales tax. This reduction was
later counterbalanced by the tariff policy of the Conservative
Party which came into power in 1925; 1ncreases in the tariff and
in excise taxes were immediately applied. In 1929 returns from
these two texes showed a 70 p;rcent increase over 1924, Meanwhile

reductions in the income tax had been effected. Whether his money
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was taken from him in the form of s sales tax, an exeise tax, or
a customs duty, the consumer continued to bear the brunt of
government taxation. Of $396 millions collected in taxes in 1929,

85 percent was taken from the public in the form of indirect,

regressive taxation.

The crisis of 1929 and 1930, followed by the depression,
dealt a serious blow to Dominion public finance. As the tax struc-
ture was linked closely to the sales of goods, the tremendous fall
in turnover wrought havoc with the receipts., Sales, excise and

customs taxes in 1932 yielded $130 millions less than in the boom

year of 1929.

Unfortunately for the state of the public treasury, ex-
penditure did not move in direet ratio, but rather in inverse ratio,
to the declining receipts. As mentioned in a previous chapter(l)
the railroads again became a serious problem. Unemployment stead-
ily increased and to the government fell the task of supporting
the unemployed workers and their families. One phase of the de-
pression was the tremendous fall in the price of wheat, which had
begun to drop even before the stock market crash. From the 1929
high of §$1.60 per bushel in July, the price continued its unchecked
downward path until it reached $.55 in December, 1950.(2) The
production of wheat being such an integral part of the Canadian

economy, additional help had to be given the western farmer. Other-

wise an even more-serious depression might have resulted. One

(1). cf. ante. p 29 .
(2)s Dominion Bureau of Statistics, Internal Trade Dept.,

Prices and Price Indexes.
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device adopted by the government was the system of bonussing

wheat acreage. More recently the policy of a guaranteed minimum

price has been adopted.

Two new items were introduced into the expenditure
section of the Public Accounts. They were entitled "Special Ex-
penditures"™ and "Government QOwned Enterprises®™. The first included
expenditure on relief, public works construction, and wheat; the
second, mainly expenditure on railways. Between 1930 and 1939
these two items jointly accounted for $982 millions.(l) During
the same period the net debt of the Dominion increased by $975
millions. The close approximation of these two figures is a rather
remarkgble coincidence. The system of taxation had evidently been
geared to keep step with the ordinary expenditures of the govern-
ment. In faeet in the early thirties the receipts fell quite a bit
below the ordinary outlay of the government. It has not been until
the past few years that taxation measures comprehensive enough to
handle the extraordinary cparges have been adopted. Revenue from
taxation advanced ~om the 1933 low of $254 millions to a record
high of $449 millions in 1938. Much of the increase was undoubtedly
due to more prosperous business conditions. But the heavier sales
tax impost, and the stiffening of the income tax regulations, may
also claim their share of credit. Although these steps might
have been taken a few years earlier, the government can pe pardoned

for not having done so in the light of the unfavourable business

(1) Including a write down in assets amounting to $63 millions.
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conditions. Indeed, they did very well to meet their ordinary

expenditures.

The government hag received much censure for increasing
the debt burden so greatly during the past decade. But 1if ever
in any period of Canadian history borrowing was justified, it was
during this period. The much-criticized railway problem was a
legacy from the past. About all that could be done to reduce the
cost of the railroad was to stop further capital undertakings. This
was done -~ abruptly. So far as unemployment costs are concerned,
there was only one possivle course for the government to follow.
The unemployed could not be allowed to starve, and the government
must accept responsibility for their meintenance. That the govern-
ment accepted the responsibility 1is shown in Mr. Dunning's Budget
Speech of April, 1929:

g government cannot stand idly by and allow the ravages
of depression to take their toll because of the too slow
revival of public investment....the old days of laissez-
faire, devil-take-the-hindmost, are gone forever. In the
world of to-day the governments must act to relieve dis=-
tress and prevent cumulative deflation, and, speaking
generally, the magnitude of government expenditure in
democratic countries is likely to be a rough measure of
the failure of private enterprise to do 1its duty.® (1)

Therefore, when the citizens of Canada examine the size
of the public debt as the countr enters another war, let them not
be too hasty in blaming the governments of the past decade. Much

of their criticism should instead be directed against the govern-

ments of the preceding decade for failing to take adequate advan-

vantage of a period of unprecedented prosperity.

(1) Hensard, 1939, Dpp. 3146, 3147



CHAPTER V

A Plan of War Finance for Canada

"The crux of the problem is how to reconcile the demands
of the war and the claims of private eonsumption."(l) said a
London Times editorial in discussing war finance. From our con-
sideration of the problem it would appear that this reconciliation
between military and private consumption can be best accomplished
by taxation. It is a fairer and more equitable way of reducing
private consumption than borrowing -- if not quite as convenient
a form of levy. Muach of the disastrous inflation of the last war
would have been avoided, had more of the funds required been
raised by taxation. The wealthy would have paid a higher propor-
tion of the war burden than they did. Our public debt would not
have been nearly so great nor our interest charges SO high, Yet
despite all this, economists are agreed that the financing of
modern war texetion alone is beyond all pounds of practicability.
Mr. G. Crowther, rditor of the Economist, says:
"It is, in fact, humanly impossible to finance a total-
jtarian war entirely out of taxation. All that can be

done is to increase taxation as far as it can be pushed
in order that it may make its contribution to the avold-

ance of inflation.m (2)
Mr. Skelton, in speaking of war taxation stated:

Tt would mean too drastic a revolution in industry. It

would discourage production. It would lead to con-
cealment and evasion. Borrowing ls an indispensable

policy in great wars," (3)

(1) ZLondon Times, Editorial, Feb. 27, 1940
(2) CROWTHER, G. "War Finance in Britain" bp. 25
Oxford Pamphlet on World Affairs No. 25

(3) SKELTON, op cit p. 18
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Mre A.C.Pigou, in spite of plumping for a taxation-financed war,

points out that:

"Just in so far, therefore, as it is thought by the
people subjected to it to hit them more severely than
loan methods would do, the knowledge that a large part
of the fruit of any exertion they make will be absorbed
by the state may, in spite of the patriotic stimulus
that wars provide, seriously lessen their current
exertion." (1)

Professor Seligman maintains (2) that although the
burden of war cannot be shifted to the future by loans, the
"psychological burden" can. He compares excessive taxation to
the shock of a surgical operation; borrowing is the anaesthetic
and prevents the shock from killing the patient. Mr. Keynes,(3)
probably the greatest of present day economists, also declares
that it is impossible to entirely refrain from borrowing, and that

to0 heavy taxation hits initiative.

It appears that our pay=as-you-go plan must be qualified,
Care should be taken not to impose taxation that will produce too
great a strain on the structure of the economye. Determining the
capacity of the economy to bear taxation is certainly a difficult
task; only by experiment can a government discover the limit beyond
which taxation cannot be successfully imposed. Wherever the
"saturation point® may be, it seems certain that the financial cost
of modern war cannot be borne entirely by taxation. To secure the

additional funds required, without falling into the imflationary

1l IGOU op cit. p. 84, 85
ézg ?AGAN: E.D? and ﬁACY, C.ﬁ. *Public Finance: Selected

Readings." p. 698
(3) KEYNES, J.M. ZLondon Times, Nov. 15, 1989



pitfalls of borrowing, is our immediate problem.

How can we apply this idea to Canadian war finance®
Before we can estimate what proportion of the cost of the war
can be borne by taxation, we must first try to find out just how
large that cost is likely to be. For the present fiscal year,
April 1, 1940 to March 31, 1941, the government expects that
Canadian war expenditure will approximate $500 millions. Whether
this 1s the maximum that the public can afford is another matter.
Let us consider the National Income, defined by Professor Arthur
Marshall as "the net sum-total of things and services produced".
Various estimates place the Canadian National Income for 1939
between four and five billion dollars. Call it $4500 millions

(1)

in round figures. In taxes last year the people of Canada paid
around $1000 millions for peacetime governmental expenditure,
roughly 22 percent of the National Income. To this add the war
figure and we find that government expenditure for the current year
should approximate $1500, or one-third of the National Income. Of
course the government disbursements will cause a rise in this
income total and somewhat lower the proportion, but the increase
will certainly not exceed the war expenditure. We may, then safely
assume that about 30 percent of the income of the nation will be
spent in this first year of the war by the government. A compari-

son can be drawn with the English experience in 1918 and at the

present time. At the close of the Great War the costs of gov-

ernment and war were absorbing 50 percent of the British income.

(1) Dominion, Provincial and Municipal.



Today they are starting where they left off in 1918. At the
present rate of spending in Great Britain 50 rercent at least of
the National Income is being taken by the government; that rate
will very likely be increased in the near future. Neutral ob-
servers claim that Germany is taking 70 percent. It must be ad-
mitted, however, that a totalitarian economy, far more than a
capitalistic economy, permits of great governmental intervention

and control over private enterprise, profits and spending.

With these figures in mind it is extremely doubtful
if 50 percent of the National Income could ever be taken fmm the
people of Canada. Even that figure would mean the expenditure of
another billion for war purposes, which would entail a tremendous
strain upon the Canadian pocketbook -- perhaps, let us admit, on
Canadian patriotism as well. Canadian participation in the war is

on a somewhat more voluntary basis than is that of Great Britain.

For the moment, thouzh, we are concerned with just $500
millions -- the war expenditure for 1940. How much of that can
be raised in taxes? What taxes can be adopted” Would the sug-
gested tax levies place an equal burden on individuals in the com-

minity? These and similar considerations obtrude themselves into

the discussione.

Canadian federal revenue is at present obtained fraom four

(1)

main sources; customs,and excise duties, sales and income tax.

(1) Sessional Papers of Canada, Public Accounts - Figures for
the respective taxes are $79 millions, $51 millions
$161 millions and $1l22 millions.



Of these taxes the first three are indirect and regressive, the
last direct and based on equality of sacrifice. Another branch

of the income tax, the tax on business profits, was extensivel§
applied in the last war and has been revived. Let us analyse

each of these taxes and consider them as potential sources of extra

income for financing the war.

Excess Profits Tax.

The exXcess profits tax is a particularly fair and just
levy., Its adoption by Parliament in the Special War Session,
September 1939, received wide approval. As Mr. Illsley pointed
out, ."no government can justify the making of profits that are

excessive and unreasonansle .. (l)

The main difficulty in applying a tax of this kind is
to determine what constitutes a fair or normal profit. Risks vary
greatly between industries, and a general, unadjusted tax measure
would discriminate against the risky businesses. The government

(2)

made an attempt to solve this problem by offering two optional rates

on which the tax could be based. The first was a straight 50 per-
cent in excess of the average annual profits for the previous four
years. The other was a graduated levy on the basis of percentage
return on capital employed, starting with a 10 percent rate on
that portion of profits between 5 and 10 percent, and gradually

moving up to 60 percent on profits in excess of 29 percent.

(1) Hensard, 1939, Special War Session, p 141
(2) IBID p. 1428



Some of the value of the impost has been nullified by
the clause in the Budget Speech of June 3, 1939, (1) which allowed
the deduction from income tax of 10 percent of the costs incurred
for the construction, installation, betterment, replacement, or
extension of 2lant, machinery or fixed equipment., This measure,
while no doubt of value in giving an impetus to peacetime enter-
prise, is a definite hindrance to the apnlication of wartime taxa-

tion. No spur other than war profits should be necessary.

In the last war $44 millions was the highest amaint
received from the Business Profits tax in any one year. () In
this war the potential yield is greater owing partly to the ex-
pansion of industry since 1918, and partly to the change in the
conditions of the tax., At that time business paid either the
corporation income tax or business profits tax, whichever was
higher., Now the excess profits tax is applied to the balance of
profit remaining after deduction of the 18 percent corporation
income levy. (3) But it would be hardly possible to reach the
figure of the last war until the wheels of the war industries
really get under way. In the first fiscal year of this war

$30 millions would be a most optimistic estimate of the possible

yield.

(1) Hansard, 1939, p. 3151
(2) 1920
(3) Hanserd, 1939, Special War Session  p. 142
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Corporation Income Tax.

The tax rate on corporation iicome before the present
war stood at 15 percent. At this figure the tax yielded $70
millions in 1938 fiscal year. The war budget of last September
increased the rate to 18 percent. (1) With many war industries
in an embryonic state and others undergoing expansion, a very high
corporation income tax would act as a serious deterrent to invest-
ment and industry. Nevertheless an increase of the levy to 25
percent would hardly be too great a burden for corzorations to bear.
At such a level, and with war development of industry, the addi-

tional yield would conceivably ruin between $40 and $50 millions.

Personal Income Tax.

Income is the best criterion of tax paying ability, and
consequently should provide an excellent socurce for war funds. The
rate schedule siows, however, that the govermnment will be severely
handicapped in its efforts to increase the tax to any great extent.
Already the regular income tax is steeply graduated, to say nothing
of investment income surtax, a 20 percent war surtax, provincial
income tax (in six of the nine provinces) and municipal tax.

2)

Those in the highest income brackets, ( who at the present time

pay over one-third of the personal income tax, cannot be expected

(1)  IBID |
(2) Those earning over $50,000 per annum. There were 382 persons

in this category in 1938
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1
to shoulder much more of the tax burden. (1) In the middle and

lower brackets there is still scope for increased taxation. 1In
1938 236,682 persons, earuing between 31,000 and $50,000, paid
$27 millions or less than two thirds of the personal income

2)

tax, Doubling the tax rate, with increased incomes from war

spending, would pessibly yield another 30 millions.

Another possibility is a tax on those with incomes of
less than 31,000 a year. It would not be desirable to collect
this tax by methods now in use, for the cost of administration
would be much too great. The only feasible way it coiuld be hand-
led would be by taxation at the source, or wage tax, deductible
by the employer Trom his pay roll on a straight percentage basis.
Other administrative difficulties here present themselves. How
mich exemption shouild be allowed? How will those in receipt of
intangible income, such as a farmer growing his own food, be taxed?
Not only would the application of the tax be difficult but the
yield would not be very great. According to the 1931 census
figures approximately 2,333,000 persons, 95 percent ol the wage-
earners in Canada, paid no income tax and received but $1,285

millions, 60 percent of t.e total earnings. If an exemption to

(1) TFor example, a man earning {500,000 in Ontario pays the
following income taxes:

(a) Regular graduated tax (federal) $211,050
(b) Investment income surtax (federal) 50,000
(c) Twenty percent war surtax (federal) 52,210
(d) Provincial income tax (50% of fed) 105,525

& 418,785

or about 84 percent of his income. Similarly a man earning
$1,000,000 pays $970,000; a man earning 32,000,000 is
forced to surrender his entire income plus 26,0001

(2) Canada Year Book, 1939. p. 888
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cover bare cost of living is allowed, it is nard to see how such
& levy could yield any large amounts. With an exemption of
400 per capita for workers in this class, about $300 millions
would be eligible for taxation. If a 5 percent levy were imposed
the yield would be around 15 millions. When it is considered
that a one percent increase in the sales tax will yleld in the
neighbourhood of {20 millions, the setting up of machinery to
handle the wage tax woild not seem worth while. However, it must
not be forgotten that the wage tax is more equitable than the
sales tax, in that it peruits the exemption from taxes of those

at the subsistence marsin.

Death Duties.

The field of succession duties has hever been entered
by the Dominion govermment. The provinces received about $20
millions from this source in 1437, and might resist the en-
croachment of the federal government upon a sphere they consider
exclusively their own. In addition, the c?nflict of law over
situs of the property occasions double taxation in many individual
instances. Considering these inequalities in the present appli-
cation of the tax it would hardly be advisable for the central

government to adopt it. The yield would not justify the friction

it would cause.

Examining these direct sources of taxation it would
appear that the following additional yield mnight be expected.

Excess profits, $30 millions, (although this can be nothing more



than a guess); corporation income tax, $50 millions; personal
income and wage tax, $45 millions; meking a total of $125
millions in all. This still leaves three quarters of the cost

of the war to be financed by otier means than direct taxation.

Sales Tax.

Foremost among the productive surces of federal revenue
is the 3ales Tax. in 1938 it yielded 3162 millions, on an 8
percent tax rate. Based as it is on consumption, the sales tax is
acutely rc—:‘gressivc—z.(l Nevertheless the sales tax has some very
important advantages. ‘he tax is easily administered and the
existing machinery would be entirely adequate to handle increased
revenue. It 1s a productive and lucrative tax and, being indir-
ectly applied meets with 1little real opposition from the people.
It cuts down consumption, a necessity in time of war. Its main
fault is that it does not permit any exemption from taxation of
those at, or below, the subsistence level; the standard of living
of those in the lower income classes is seriously affected by the
tax. If exemptions could be established for those marginal
families the tax would be no more regressive than the percentage
wage tax, and infinitely easier to collect. A two percent
increase in the tax would produce an apjproximate additional yield

of $40 millions. A start has already been made by the government

to broaden the scope of the tax. In the recent war budget the

cf. ante. pe 79



«100=

exemption was removed from gas and electricity. A drastic increase
of the tax to the 12 or 13 percent level is by no means incon-
ceivable. The increased yield would range from $80 milions to

$100 millions, allowing for reduced consumption on the part of

the public. Such an impost would meet with great opposition.

But how are we to finance a pay=-as-you-go war? Pro-
gressively scaled direct taxation is nearing the limit of its

capacily to absorb further levies. As }r. Crowther maintains:

"The major point that should be grasped by those who
advocate an increase of taxation is that the only taxes
that are likely to bring in any substantial sum of money
are not confiscatory levies on the rich or fancy taxes
on profiteers or Rolls Royces, but plain honest taxes
that hurt plain honest people.™ (1)

BExcise Duties

Certain increased levies on goods classed as luxuries
are desiracle, if only to cut puolic consumption of them in
time of war. As they are usually of foreign origin, their impor-
tation also involves the utilization of valuable credits which
might be othervwise available for war purposes. The recent war
budget provides for increases on tobacco and alcohol. The Minister
also stated that, as there would be no lowering of the existing
level of personal exemptions on individual incomes,some contribu-(z)
tion should be made by those not in the income tax paying category.

He accordinzly raised the rates on tea and coffee. The fact that

they also are imported articles might be put forward as an added

{T) CROWTH:LR, op. cit. p. 25 ‘
(2) Hansard, 1939. Special War Session, P¢. 143
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argument in support of the levy. Mr. Illsley estimates that

for the first complete fiscal vear these additional levies would

yvield $35 millions. (1)

With a 13 percent sales tax and the same level of excise
duties that were applied last September, about $125 millions could

be realized from indirect taxation.

Altogether the taxes mentioned would hardly bring in
more than $250 millions, or about one half the cost of the first
year of war. TFurther taxation would of necessity be increasingly
regressive and would cause & great deal of resentment. With this
thought in mind it appears inevitable that we must resort to

borrowing. to make up the balance.

From our survey of the effects of borrowing upon prices,
it is evident that the borrowing must be controlled according to
some pre-arranged plan. If inflation is to be avoided, the gov-
ernment funds must cone from tie reduced consumption oi the people,
not from credit created by the banks. In this way the bonds will
serve the same purpose as a tax and we come back to our original
thesis that the war must be paid for out of the sacrifice of the
consumer. But, as Lir. Keynes (%) points out, there is a vast

difference to the individual -- he does not object so much to

parting with his wealth 1f he retains title to a future obligation

of the community.

1l IBID .
223 KEYNES, J.l. Article in London Times, Nov. 15, 1039
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The money needed by the government can be obtained
either by inducing the public to save voluntarily or, if this falls
short, by adopting a compulsory saving plan, If the former plan
is to prove effective, the punlic must be educated to the realities
of the situation. Every possinle advertising medium should be
used thpress home the simple truth that reduced consumption pays
for the'war. The issue of bonds in small denominations should
prove particularly effective in absorbin-: the purchasing power
of the smaller individuals. The scheme of war savings stamps as
used in the latter part or the Great Jar could be used to advantage.
Stamps in as low a denomination as twenty-five cents could be o 1d;
twenty of them beinz redeemable for a five-dollar certificate,
ten of these certificates being in their turn redeemanle for a
$50 bond. In conjunction with a powerful advertising campaign,
anz with the stamps on sale at every stbre in the country, the
public misht easily be led to make a consideratle reduction of

their personal expenditure.

To prevent concentration of the bonds in the hands orf
the wealthy, a certain maximum holding say »1000 would xave to
be set. If this were done, the bonds could be exempted from taxa-
tion. But in any case, registration of ownership and transfer of

ownership would be necessary, in order to show thot the limit had

not been exceeded.

A great deal of expense could be avoided by issuing
the bonds with the total interest payments discounted. This plan

was first used in the last war and has been employed since by the
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United States government in their "baby bond" campaign. The
bonds are redeemable at par in a fixed period of time, their
value automatically increasing from year to year. The necessity
of annual or semi-annual interest payments, the expense of which

would be prohibitive, is thus eliniinated.

Since recourse to bonds will apparently be necessary,
every effort should be made by the government to prevent thelr
purchase by means of bank credit. As stated previously, (1 such
procedure is directly inflationary, in that no contraction of
consunption takes _lace and the a..ount of money in circulation is
increased. It seems unfortunate that a clause in the prospectus
of tiie recent ‘Var Loan permits advances to be mace to investors
up to 80 percent of tiie value of the bond. Tihe perioa of the loan
must not, however, exceed threec .ionths and the rate of interecst

(2)
charged by the banks is the saiie as that or the bond, Z percent.

In other words the bank is making a "free™ loan, an added incen-

tive to any inflationary moveuent.

A word about interest rates. Soile criticism has been
directed against the goveriuient for paying so high a rate as it
did in the recent war loan. Many pcople advocate paying a fixed
rate of say 2 or 2% percent and maintaining it throughout the war.

But if the loan is to be a voluntary contribution from the public,

(1) cf. ante 70, 71
(2) Montreal Gazette, January 12, 1940
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the market interest rate must be met. If a lower rate is offered,
the bond issue will not likely be a success, cupidity being

stronger in many persons than patriotism.

It 1s doubtful if the amount of money obtainable by
reducing consumption would be enough for the purpose. Some other
method than voluntary saving must be employed. iLir. Keynes, over
the past six‘months, has propounded a plan to solve the problem of
borrowing money without inflation resulting.(l) His "compulsory
saving" or "deferred pay" scheme (the latter title was adopted
to give the plan popular appeal)} runs somewhat as follows:
A.graduated percentage of all incomes in excess of a stipulated
minimum will be handed over to the government. Part of this pay-
ment will be considered as tax (the rate progressing as does the
income tax rate) and the balance as a savings deposit with the
government, earning 24 percent per annum., This savings account
will be blocked until after the war, and the owner will not have
use of the funds save for pre-war commitments. It will be also
forbidden to borrow against the deposits as security. Mr. Keynes
recommended the adoption of tuc plan for the payment of soldiers,

giving them a post war fund on which to fall back. To appease the

labour element of the population, Lir. Keynes revised his original

olie "The Income and Fiscal Potential of Great
(1) K, JBrltalnT“ Economic Journal, December 1939. The
plan orlglnally appeared in the Iondon Times, Nov.
15, 1939 and the revised version in the Ipndon Times
February 27, 1940 followed by a book "How to Pay for
the War" by the same author.
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plan to include a ration of necessities, the deposit of working
class funds under union control (to prevent the idea that the
plan was disguised confiscation), and that universal fauily
allowances be set up for those below the stipulated minimum. After

the war, repayment would be made by means of a capital levy.

A plan similar to the ore proposed by ..r. Keynes 1is being
used at present in Germany. According to L. Karl Brand (1)
certain proportion of wvages is paild in the form of "saving scrip"”
which can only be deposited in savings banks; from the banks it

is drafted for government purposes. The savings accounts are

blocked until after the war.

Lir. Keynes' plan, and its German counterpart, merit much
study. In drawing it»up he realized the fact that further taxation
of the wealthy was nearing its limit and that soume equitable means
of making those who are in the lower income groups reduce consump-
tion had to be found. The release of the blocked accounts after
the war would create a surge of purchasing power in the dif ficuls
post war period. It increases the sense of secutiry of the wvage-
earners -- they become members of the "rentier" class. By the
avoidance of inflation the reuaining income of the participant?
will have a greater purchasing power. Mos% important of all, the

plan has the psychological advantage of offering the post-war bonus

(1) BRANDT, K., ™"Germany Behind tie Blockade™, Foreign Affairs
April 1940
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in return for sacrifice and saving now -- the exponents of an
all-tax program;offer only a reduction in post-war debt and
interest charges. People are usually prone to accept something
of measurable value in preference to the intangible henefits of

lower taxation.,

An integral part of the Keynes revised plan is the appli-
cation of capital levy after the war. The levy was very nearly
adopted in England in the early twenties.(l) According to the
generally accepted nlan a certain tax-free minimum would be allowed
and all wealth above that amount would be taxed on a scale progres-
sively increasing with wealth. The Labour Part; proposal set
£5000 as the exemption, with a graduated rate increasing froau
5 percent up to 60 percent o the highest amounts, They recommended
payment in the form of cash, government securities, or any other
reputable securities negotiable on the Stock Exchange. From those
whose property consisted of land a mortgage coull be given to the

government and the levy paid in instalments. The raln object of

the capital levy at that tiie was to retire pub.ic Jebt and save

on the annual interest pajueits.

Such a levy could be made applicable to Canada. Lany

persons in fact, are recommending its immediate use for purposes

of war finance. The @éhief argument against its employment at the

(1) (a) DALTON, H., "The Capital Levy Explained"
(b} The Report of the Committee on National Debt and

Taxation, Cmd., 2800 (Collwyn Report) pp. 246-296
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present time is that 1t would be wiser to wait until war profits
have become consolidated in the hands of individuals. In addition,
the imposition of such a tax at the present time would result in
little diminution in consumption, and consequently it would be

of little value in stemming inflation. Probably the best time

to apply the levy is Just at tias close of the war boom. In con-
Junction with the Keynes' proposals it should prove a very good

solution of our present financi-:l probleii.

Rationing has been suggested by some as a war measure.
In Canada such a stepn would prove an intolerable burden. Only
if there was a serious shortage of certain products would rationing
(of these products) be permissable. Rationing would only serve
to divert demand from the rationed to the unrationed articles --
the inflationary price increase would be there just the same. To
completely ration everything is possible only in a totalitarian
state. Besides, why bother to ration when we have the option of
usin: the more democratic way of controlling the individual  pur-

chasing power?

Wnile discussing the "sacririece™ side of war finance,
another aspect must not be forgotten. To whatever extent indus-

trial production is increased over pre-var standards by the employ-

ment of unused factors of production, to that extent will the necd for
sacrifice be le ssened. Thus if production in Canada could be
increased by ;500 miilions in the first year of war, usinz existing

machinery and labour, no further sacrifice would be necessary.
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Such an increase 1s quite beyond the bounds of possibility,
but there is much scope for expansion. Any plan for the taxa-

tion of corrzorations should take this into consideration.

From an examination of the German war economy the
Tconomist drew the following conclusion, "The Nazis have grasped
the fundamental truth that, in war, finance 1s a camp follower,
not a commander." (L The sooner we in Canada realize this fact,
the better able will we be to draft an intelligent war plan. The
raising of money is of secondar; importance; it is the incidence
of the burden that matters. In an intelligently planned war
econony the aim must be to distribute the burden equitably over

the entire country.

(1) Econonist, Iarch 16, 1940, "The Nazi War Economy". The
article also shows that in Germany the Lilnister
of Finance has not even a seat on the Liinisterial
Economic Policy Committee, which handles the war

policies of the nationi
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CHAPTER VI

Conec lItusions

The cause of the major vortion of our public debt can
be summed up briefl; in two words -- railroads and war. Since
Confederation 35671 millions . has been spent by the federal
government of the Dominion of Canada on capital and extraordinary
account. One-half of this sum, $2843 millions, has gone to develop
and sustain our railvay systems. Aliost one-third, $1l695 millions,

has been spent on war.

Qut of the total outlay of $5671 millions only about
%1433 millions has been met by surplus revenue. The balance 1s

(2)

still outstanding-- the Dominion debt.

It is against the government's railroad policy that
we must level our strongest criticism. Since Confederation that
policy has been characterized mainly by mistakes. The first out-
standing blunder was the long and expensive route selected for
the Intercolonial Rallway. This mistake was followed so.ie years
later by a display of excessive generosity to the builders of the
first transcontinental railway. Luckily these errors did not prove
so expensive to the public purse as did those in later years. 1In

1902 occurred the most tragic mistake of all. Instead of compelling

. ante. Table XIV, p. 33. Railvay bond guarantees, con-
(1} ot sidering %he present status of the railroads,
are the equivalent of capital or extraordinary
expenditure.

(2) cf. ante p. 1 footnote
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the Canadian Northern and the Grand Trunk to effect a compromise,
the government encouraged and backed the bu;lding of a completely
new transcontinental line. Into the maw ngfal-fated combinatio.

of Grand Trunk Pacific and Natlonal Transcontinental Rgilways

huge sums of government money have been pouring ever since. The
construction of this new line also forced the expansion of the
Canadian Northern eastward, with its resultant downfall. In connec-
tion with the financing of the Canadian liorthern the government's
efforts would have been ludicrous 1f they had not been so costly.
After paying the entire cost of the railroad(l) they gave up

complete control of it to the promoters without demur.

When in 1916 amalgamation of the insolvent lines becaume
necessary, the govermment proceeded to waste still more public

money by paying 10 nillions for the worthless Canadian lorthern

stock.,

7ith the final consolidation of the Canadian National
Railways in 1923, one would have tioucht that government support
would not lon er be needed. Instead a new flood of demands was
thurst upon the indulgent government. Faster aid more luxurious
trains, expensive station buildings, ultra-fashionable hotels,

these were features of Sir Henry Thornton's rehabilitation schemes.

The $600 millions (2) increase in guaranteed railvay bonds and

(1) With provincial governments.
(2) ef. ante, p. 51, bottom.
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and government loans between 1923 and 1930 bear testimony to the fact

that his spending policy was endorsed by the government.

During the past decade the government has been able to
do little more about the railway problem than to pay the bills. It
is onl; to-day, under conditions of war-time prosperity, that the

railroads of Canada are beginning to pay their own way.

The war finance policy of the Dominion government between
1914 and 1920 also nerits much censure. Too much of the money
needed for carryinz on the war was obtained by borrowing, and
additional taxation was very slow in being applied. The taxes
selected were in the main regressive; it was not until the wvar
was over that the income tax began to take effect. The cost of

issuing the bonds was excessive; the bonds themselves werc ilssued

at too high rates of interest and contained the unfortunate tax-exenmpt

clause.

Much of the blame for the disastrous war iaflation
should be borne by the government. The 1ssue of fiat money was
directly inflationary. The rediscount policy they adopted encour-
aged the banks to lend money on the securit,; of the government bonds.

Consequently many of the bonds were purchased out of bank-created

creditsy, not out of a reduction in consumption. This also led

to inflation.

In the tuenties no scrious effort was made 10 recuce

the debt. With increasing prosperity tax rates were reduced,
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rather than increased. Above all, nothin: was done to install

a just system of taxation. The taxes instead became more regres-
sive. The gover:ment's failure to seize the opportunities occasion-
ed by the financial boom was rendered even more regrettable by

the depression that followed.

In the decade 1930-194Q +the cost of unecuiployment has
been an important factor in increasing the debt. But, as Lir.
Dunning pointed out in speaking of this unemployment expenditure,
"it is not a matter of choice but of sheer social necessity." (1)
The government cannot be held resiyonsible for the failure of private

enterprise to take up the burden.

Our conslideration of war finance leads us to the co..-
clusion that taxation would be tihe best way to finance the present
war. From a practieéal point of view, howevsr, it is impossible to
pay for the entire var cost out of taxation. To this fact wve
must be resigned. But if the borrowing plan we adopt will serve
to cut down consumption in as egquitable a way as possible then the
solution of the problem becomes less difficult. One effective of
doing this has been propounded by kr Keynes -- forced saving now

with repayment by means of a capital levy after the war. Whether

(1) Hansard, 1939, ©p. 3146
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(1)
we follow the Keynes plan or not the borrowing must take

away from the public the money they would ordinarily spend in
other ways., As lir. Crowther tells us, "“The test 1s this -
has every pound that the Government is spending been taken out

(2)

of somebody's income? If so, there is no inflation",

Qur debt after the war will certainly be greater than
it is now. Steps will have to be taken to reduce it. The capital
levy, as advocated by lir. Keynes and others, would be an excellent
way of relieving the debt burden. It could even be extended to

removin: some of the debt that is at present hanging over us.

(3)

According to lir. Karl Brandt, the Germans have
solved the debt problem by reuucing interest arbitrarily or by
exchanging nev bonds for old in any ratio they please. But this
method eould hardly be applied in a democratic country. It seems

to be somewhat lacking in elemental honesty.

(L}, According to the lLiontreal Star, April 22m. 1940, civil
servants on a temporary basis will go on a compulsory
savings plan on liay «3; they will recelve, after the war,
a "lump sum contribution to re-establish themselves in
private life."

In the Montreal Gazette, April 24, 1940, it was announced
that Sir John Simon, Chancellor of the Exchequer, had
rejected the Keynes compulsory savings plan in drawving up
the new British budget.

(2) CROWTHER, op cit. p. 15
(3) BRANDT, op cit. Dp. 509
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Perhaps, as will probably happen, we shall let the debt

alone and "muddle throu:h"™, That has been done before.

In 1871, the Hon. Sir Francls Hincks quoted i.acauley's
"History of England"™ 1in discussing the debt sroblem. The quotation

is particularly arcoropriate here.

"At every stage in the growti of that debt the nation
‘has set up the same cry; of anguish and despair. At
every stage in the growth of that debt i1t has been
seriously asserted by uise men that bankruptcy and
ruin vere at hand. Yet still the debt went on grou-
ing and still bankruztcy and ruin wvere as remote
as ever o..." (1)

(1} Hansard, 1871 p. 378
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