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INTRODUCTION

The complexitles of modern business asctlvity have
brought a certaln Instability to the econounle position of
the world, producing a pattern of economic erlses giving
rlse to buslness stagnation and mess unemployment. Fiseal
policy 1s being proclaimed to a greater extent as a tool
in the hands of the government, to dlrect the sceonomle acw
tivity of the natlon in order to seeure economlic stabll.
ity and a veasonable level of enployment. The governmnents
of Canada, the Unlted States and Great Britaln have comme
1tbed themselves to maintalning “fﬁll eaploynent” in the
post-war era without having formulated a "sure-fire"™ plan
to accomplish this end. I% is the purpose of this thesis
to examine past flscal polliey, with particular reference
to Ganada, 1In the light of business activity, and peint
out the inadequacles of monetary policy alone to smoothe
out the irrvegularlties. Two alternative approaches through
fisecal policy - the investment-savings and the Beveridge
programne - to stabllity and full employment will then be
exanlned, and a concluslon drawn as to lts feaslibility.

In order to be reasonably well equlpped for a compreshensive
approsch to this study, 1t is proposed in the first chapber
to outline briefly the problem that besets us in business
activity. After having considered the problem of fiscal
pollicy as a neasure of control, we shall be forced to cone

clude that the government cannot bring full employment bto



a country when the international implications of such a
poliey are introduced, wlthout a revolutlonary chenge in

the pattern of its sconomy.



CHAPTHER I

THE NATURE OF NCONOIIC ACTIVITY

Before presenting a posslible golution to the instab-
1lity of economle activiby, it is essential that a work-
ing knowledge of the factors with whileh we are deallng be
obtained, It 1s agreed generally that there ave five meas~
urable compenents of the econonie¢ tims series. Irvegular
npvements, seasonal variation, secular trend, the so-called
Ylong waves", and the business eycle constitute these five
divislons. It is not Intended here to go inte a long and
detalled study of these varlous movements but simply to give
snough background on which to base an intelligent dlscussw-
ion of flsecal policy and deflelt fipancing.

Unusus l wovements caused by such occurrences as wary,
strikes, floods and national calamities are classifled ag
lrregular movenents. Thess may cause an acceleration in ec-
ononle activity as in war or a decelersation ags in some na-
tional calaalty. |

Seaéanai varlations, which ave less than one year In
length, are the results of the forces ef nature and of man.
They restrliet and gulde production In certain industrlies and
trades lnto particular perlods of the year. Because of the
fact that these cannot be engaged In all the year round, there
1s necessarily a higher quantity of equipnent and labour in-
volved 1ln industrial activity than would be required if the

agents of production could be enployed at a more or less con-



stant rate throughout the year. The neb result i1s a lower
national income through the unemployment of capltal and labe
our.

As well as the natural restrictions on produchtlon eaus-
ing fluctuating business actlvity, there are the man-made
gtumbling blocks whieh accentunts or detract fron the natur-
al forces. The eommercilalization of @ertéin periads of the
year has étimulated acbivity at those times. The Christmas,
spring and fall rushes are of great slgnificanece. Not only
do they affect the retall trade but all the contributing
wholesale, manufacturing and baslg industfieé feel thelr in-
fluence in turn.

Differing inherent characterisitles and extrarzous factors
on the demend snd supply side of pr@ﬁuatign in different in-
dustries result in = law.sa?fglatiﬁn of seasonalitbty between
them in both degree and timing., Seasonal accentuabtien of in-
duatries varles from a short ?eri@d of accelerated activity
to an lnsignificant ripple in aativ1ty spread over a longer
tine, Thus we have industrlies whieh are highly seasonal and
those whlch go unaffected by‘se&sanal influences. In those
Industries limited by natural fereces the luportant flelds
of lumbering, bullding, mining, agriculfure and lake shippiﬁg
are particularly affected. The former Industry is carrled
on almoat exelumively in the wilinter months while ﬁhe remaine
ing activities to whleh refersnce has been made show & chare
seberistic Ytapering off" during the colder parts of the year.

The man-mnade seagonal fluctuatiens are the resulis of



cusboms of religion, faghion and business practicss. The
Occldental world has bsen plagued by commerclallzation, par-
ticularly in the textlle trade where the custom has been es-
tablished bto purchass new wearing apparel at partloulay tims
of the year Iln greater guantitles. Whils these purehsses
may be partly the result of changlng natural sonditions, net
all are attributable to bthls cauas.

The problem of seasonal fluetuations varles from ¢oune
try to country, d&?enﬂiﬁglup@n the nature of the'eagngmy.
Whille seasonal Industries may tend %o offset each eother,
this complementapry correetive haé Limitations, Ruuipment
uged in one industry ls nobt usually transferable to another. .
Labour employed eannet be uprooted ss&éﬁﬁally and trang-
planted to other terrltories. The velatlve immobllity of
capital in the form of tools of production and of labour
ﬂeﬁessa?ily results in the partial unemployment of the agents
of production seasonally.

Further lmplications of seasonal influsnces arve felt in
relatlon to the economlc dlsturbances of greater dupstion.
Inventories provide stocks of goods whiech make possible
small discrepancies between demand and supply by‘abserbing
the varlatieon in the greater or larger inventory. Howsver,
if all the disturbances are in the game directlon there may
be suffilelent dislocatlon to be influential in counteracting
the current phase of the business cycle. This argument ig

(1)

supported by Kuznets in his study of seasonal varlations.

(1) 8. Kuznets, Seasonal Variatlons in Industry and Trade,
particularly pp. 359-60



This cumulation of changes 1s a very important factor

in acgounting for cyclical oscillations, for it helps

to explalin %he initlal push necessgary to set in motlon

that entire set of disparities, stresses and strains -

whieh avre the essence of the oyclical phenomenon.
He further polnts out that there are theorlsts who have gone
so far as bo atbribute the coycle to seasonal varlatiens, one
of whom, J. Akerman,suggests an interesting comnecblon be~
twoen eyelleal swings and the timing of turning points in
eyclical fluctuations, %o which, however, "one could sub-
soribe only upon further evid&nee.“r ~ There is little doubt
that all variations are Interrelated but whether a causal
connectlon runs from the seasonal varlation to cyellcal is
open to lovestlgatlon.

In conclusion, let us review the problem that seasonal
vapriations thrusts upon us. The irregular @mplﬁﬁmen% of
batﬁ eapital and labour r@éaées the natlonal income of the
country. Because of the relative immoblility of these two
factors, 1t is dlfficult to eradiocmbte this waste when the
esuse is due to nabural facktors, but it 1ls not true to bthe
game extent in the case of man-made sessonal lnfluence.

Let us now conslder the so-called "long waves™. The
long waves consist of albternating perleds of good and bad
times affeatiﬁg the severlty of the upswing or downswing of
the ma jor business cycle depending upon the phase of the
long wave.

In long periocds of pgood times, lnterest rates and prices-

are on an upward general movement. It is probable that these

(1) Ibid, p. 356



are not csussl factors in the movements of the major busine
ess oyecles They are, however, indicators of general buoy~
ancy or chyonic depressien. In American experience there
have been only three long waves, the last of whieh 1s not
yet complete. They appear %o last about thirty years both

on the upswing and the downswing.

Good Tlmes Bad Times
1787-1815 18151843
1845-1875 1875-1887
18871820 1920~

The turning points of these long waves colnelds with
the bturning point of a majer busliness ayél@. The mejor cyoles
are wmore prolenged in the downward movement of bthe waves than
in the upwerd. There is a different bturning polnt for Amer-
iga and Burope in the last chenge In dlrection of the leng
waves, the former beling in 1929 and the latbter in 1920.

Thres ma jJor explapations of the long wavss have been
offereds

(1) Technologleal developments, innovatlons, explolt-
ation of new pasources, and the epenlang of new territory.

(2) In terms of war.

{3) Gold and price movements.

The first srgument runs in terms of periods of favourable
real investment. When exhaustion of investment opportunities
peours, there is a decline in the long wave., The flrst long
wave Of prelongsd good times is atbtributed to the Industrial
Revolution, andstha flrst long wave of prolonged hard tlaes
ls attributed to the adjustment necessary once the new methe

ods had begen incorporated into the economnle system. The sece-



ond perlod of good times is due to the advent of the rall-
road which opened up great opportunities for real lanvest-
ment, partieularly in the Western World. The decline of
rallroad bullding teward the end of the nineteenth century
is yespenﬁib;e for the declline of the long wave. The coming
of the sleetrical, chemleal and aubomotive indusitries caused
the third upsurge. The decline of the same rate of activity
in the developmeni of the latter probably caused a turn to
the downswlng. 1% might be suggested as an extension of

the theory, that perhaps the release of atomlc energy will
bring with 1t a conelusion of the present downawing and

the advent of = fourth upsurge of proleonged good times.

The sacond argunent is in terms of war. Gogd times
are caused by vagt expenditurses of governments for prepara-
tion for and prosecution of wars, Poor times are caused by
the eurtsllaent of war expendlitures.

The Napolsonle Wars, lasting from 1793 te 1812, account
for the period of good times lasting from 1787 Lo 18l8. The
necessary readjustment alter thelr concluslon brought twenty=-
five years of bad times from 1815 to 1843,

The second long wave 1s caused by a comblunatlon of
several waps froun 1843 %o 18B73. The Orimean War, the Ame
arlean Clvil War, the Danlsh-Prussian War, and the Francow
Prussian Wer of 1871 contribubted to the peried of good tlmes.
The réédjusﬁment as a result of these brought a perlod of
bl Gimes lasting from 1873 to 1897,

The theory seems to break down when sesking an explan-



ation of the third long wave lasting from 1897 to 1820 on
the upward slde and as yet uncompleted on the downswing.

As Hansen polnts snt(l)g the World War dld not come until
the snd of the prolonged good times. Yeb there ls no doubb
that wars hove had conslderable Influence on seonomle ae=-
tlvity»

Phose who stress price as belng the factor 1n the long
wave lay emphasis on the supply of gold and its rate of anne-
ual met addidion ss a determinant of world trade. Pracing
the effective gold aupply, 1t is found that 1% rose from
1850 to the eaply sevenihles, fell to the middle ninetles
and pose again until 1915. Thewrs is a high correlatlon be-
tween this and the general movewment of commodlty prices,
which it le elaimed are the results of the gold supply.
However, viewing the gold-prlcs theory from the ppposite
approach, the production of geold may be sald %o be depende.
ent upon prlce, slince costs of gold production would be a
detsruinant in the profitabllity of producing gold. In
times of low prlces, gold pé@dﬂgtien is encouraged, whlle
in high prlce perlods low gold production was encountered,

Thig 15 a highlﬁ sontroversial question. The clalm
of the geld theorlsts is that the supply of pgold determlnes
the technologleal and innovatlonal advances that willl be
Gudes It may be concludsed, nevertheless, that gold is of

aseressing importance as far as money-credit is concerned,

(1) A.H. Hansen, Fiscal Policy and Business Cycles, p.38



because of bthe development of central banking and deposit
surrency peraltiing a lower correlation betweon the gold
gupply and the volume of wmoney snd owedit instrunents. The
mpdern trend 1n monetary thought 1ls to stress, not only tha
voplume of wmoney, but also 1its utlliizatlon or veloclity ef
LUrnover.

It 1z impossible in the limltsd space at our dispossl
to embark upon a wholly adeduate and deballed study of the
business cyele, for, so largs_ lis the éubéeat; that many
books have been wriitten on lt. We ean only hope to present
a very general pileture of the characteristics of the busine-
gsg oyole.

There arve four phases te the business cycles the prosg-
perity, the crisis, the depression, znd the recovery phase.
The crlpsis phase and the recovery phase may be consldered
ag comnecblng links between the prosperlty and depression
phases.

The business oycle censlsis of alternating periods of
presperity and depression forming a wave~like pattern.

What conatitubes depression and what sonstltutes prosperity?
They differ in degres of one or a combinatlon of three orl-
teria - yeal income consumed, real income produced and une
smplaymsnt.(l) It 1s possible to have depression in a coune-
Lry witn high smployment when using the lncome produced crl-

terion, Agriculture fallure resulting in a low real income

{1) The tefm "real® refers te the actual physical goods cone
sumed or produced.

10



does not wmean that the fallure waeas the result of few belng
employed in agrieulture. In & highly Industrialized counte-
vy, where rapld technologleal advances are made, the real
income 18 increased and yet workers are tesporarily displaced
bringing a great deal of unemployment.

The real-income-consuned-criterion of depression is a
reflectién of the confining of consumption to consumerst
gooda and services pather than to the latter plus eddltiens
to inventorles of sonds and producera! gpoods durlng tlnes of
progperiiy.

The volume of productlon may Iincreass wlthoul consumpe
tion lncrsasing, 1.e. - net additiens to capital. The re-
verse of this 1g also true,. The population may consume a
pavt of its eapital as well as current production.

We conclude that the eriterion of the difference baetween
depression and prosperity 1s the indicatlion revealed by a
comblnatlion of the indices of ewploywent, real lncome cone
sumed and wresl Income producsd.

Von Habeler states thet eseh business oycle has chape
acterlisties of ite own reflecting differing technologlieal
knowledns, methods of production, degrese of capltal Inten-
sity, mumber, quallity, and age distribuilon of the popula- N
$leon, %the role of government, banking practice of the tiﬁsgm(')
Fowover, theve are gonersl characteristles of the eycle thab

arg sommon to 2ll in 8 money econownys

(1) Gottfried Von Habeler, Prosperity and bPepression, p. 177.
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Lot us now review the four phases referred to earlier.
In the prosperlity phase or upswlng there is an expanslon of
eredib, fulla% enployment, lnvestment in capibal goods and
risging prices. Prlces of lnvestments ylase, as profits, thelr
determining factor, vise, Demand ocutstrips supply of goods
in geneyal. Prilces conbtlnue to vise,; whlle demand ls belng
vapldly satlated by the more than naaeSsary production to
take care of current needs.

The srisiz phese sisris in reality with bthe falling
off of demand, causing a reduetion in productien bringing
legs employment apnd, as a vesult, less ability to consums.
A ecumilatlve retraction in business achivity now proceedas.
Gredit becomes more dlfficult to obtain as inventories are
frozen. The desire to liguidate stocks before prices fall
oo wmuch, and slgo in order to meet comalfttments, causes the
throwlng of stocks onbe the market at vapidly descreasing
prieces. Bales of securditles taks place In order to avert
further losses because of the downward trend of stocks Ine
itiated by the falling rate of profit, instigated by the re-
duction of demand. Investment in produecers? goods falls.

The revival 1ls set in motion by the commencement of a
greater spending ¢lther on consumers' or producers! goods.
This has a cunulative effect, and initlates the uvpward swing
of the cycles

The £ifth discernible factor in the movement of busine
gsa aetivity 1s the sscular trend. It conslists of the ceon-

tinuous rise, or decllne, in the rate of growth of the ver-
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ioug componrents of bhuglness. The gscular trend of busliness
activity in general, or any componrent, need not nsaessarily
follow a straight line or curvilinear line which could he
§?ﬁj6ﬁtéd into the futuve. There way be changss In the fund.
amental factors contributing to the trend which will be res-
flected in deviations from éﬁ@h g gimplified yate of growth
or éeclima;

There are two factors leading to the upward secular moves
ment in production which have charscierized the ninetesnth
and twentieth centuries with the exception of a few short
setbacks. The rise in the volume of production and consumpe
tion fﬁllﬁws tﬁe"rise in populatlon. The accumulation of
capital and the increasing stock of technleal knowledge also
are divectly regsporsible for the growith in the velume of pro-
dugﬁiﬁm; As well ag trends in the volune of physical produc-
tion and consunption, there are alpo perceptible trends In
the movements of prices.

L&ﬁ us draw together the threads of thls chapter on buse-
iness setivity. Theve are flve components msesurable In the
geonomic tine servies - seoular trend, the long waves, the buse-
iness cycle, seasonal movements, and ivregular ﬁnvements.
Thege are all superimpesed one upon the other and arye inter-
related inseparably to form business activity. ZHeonomlsts
vz gought out the causes of each, westing with varying sue=-
cesg. While thore has been great difference of opilnion cone
cerning the business cycle and the long wave, the remalndew |

have received a greater unanimlty of comment due to thelr
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more obvious character.

The figﬁre below lllustrates graphically the superin-
position of esach movement to produce the complex movement
of business activity. Imposed upon the secular trend ls the
long wave with its undulating movement lasting about thirty
years. Upon this comblnation the movements of the busineas
eyele may be observed. ILasting less then one year, the
geagonal mévsmants,ara gvident. spasm@éiaally,‘thg irveg-
ulap movements may be observed to alber the course of bus-
iness sctlivity,

THE FIVE COJPONENTS OF BUSINESS ACTIVITY

Long Waves - _
- Buslneéss Oyele  ——eeoao____
Bessonal Movementg-oe.

Irregular Movements
Sesular Trend

0 5 10 15 20 25 30 35 40 45
. NUABER OF YEARS

With this brief outline in mind, we shall conslder
what has been done in the past through governmental activa-
ity to alter the course of these movements in order to bring

an element of stabllity to business activitye.
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GHAPTER IT

FISCAL POLIGY AND GANADA

The place of governmental setivity in the soclal struc-
ture has been the auﬁjeet of thought of pelitlieal theorists
for many centuries. Supporting their contentlons by numer-
ous gfémises, these wrlters have ranged from advegates of
eomplets, omnlpotent é&ntral to complete lalsgez~falre,
Hobbes,; in the seventsenth Benﬁu?y, the apeloglst and Just-
ifier of despetism and absolutism par exéelleﬂee, felt that
men, in»ggner&i; were incompetent %o eenduct theuselves in
a manney whieh would permlt preservatien of soclety and there-
fore advocated a soveraign, "The Leviathan", who would have
abaolute authority. Locke felt that men had ceritaln basle,
lnalienable rights of life, liberty and property. Taking a
non-~gommitbtal gstand, Montesquleu stated that the form of gov-
ernment, whether demoeracy or despotlsm, sﬁsulﬁ sult the en-
vironmental eanéiticﬂs,.&aah form having its suitable applic-
atlion, Adam Smith sald that each man is the best judge of
hiag own best interests. He advanced the belief bthat in pur-
suing his own personal advantage, each individuasl was "led
by an invisible hand to promete an end whlch was no part of
his intention®. Hach Indlvidual, in sesking his own maxime
un advantage, contributes to the maximum soclal advantage.
Therefere government interfersnce in human affalrs Is generw-
ally haymful. For Smith, government has but three functiens =

defence, justice and the malntenance of such public works
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and Institutions that are necessary but which private in-
dividuals will not promote. Thus Adam Smith became the
classical proponent of lalsser~faire. Thess theorles in-
elude not only the sphere of economlos but alss all bthe other
soclal velatlonships betwsen wmen.

Currently there sppears to be an inersasing demand on
the part of peopular oplolon for governmental interference.
Many feel that the ecenomice structure has become 30 complex
that it is beyond thelyr Individusl powers to direct 2 course
of economle sebivity, whieh 18 in the 1nﬁereéts of soclety
in gensrale.

As Ffay as business aetivity ls concerned; leglslative
regulation, monebary pollicy and fiscal polley are the three
methods of implementing ga?s@ﬁmﬁntal'aatiani With these
three toels the government may regulate, oy alter, the course
and nature of business aschtivity.

The term "publie poliey" has been appliad to this vel-
atively new attitude of ever-expanding contrel and interven-
tlonie But the widespread acceptance of this philosophy al-
most exclusively took the form of leglslative action during
the ninestesnth century and the peried just prlilor to World
War I. Regulation of the competltive process to check wmono-
polistic tendenciles detrlmental, 1t was claimed, to both pro-
ducers and consumers was embodied in various anti-trust and
anti-gombline acts. Labour legislation, attempiing to estab-
lish minimum standards of work by regulaklon of hours, work-

ing condltions and even wages was in evidence. Public polioy
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also ineluded a cerbdaln responsibllity for soclal better-
ment of the nation as a whole through greater facilltles for
rocreation and sducatlon sponsored by the government. Though
largely confined to England, an attempt to provide s minlmum
form ef soclal sesurlty through old-age, unemployment and
health insurance was made at the baginﬁiﬁg of the twentieth
egentury. The provinece of the government was undoubtedly 6K w
panding, taking on new and greater responslbllitles and in
this manner making government a more impertant faector in the
soclal and economic spheres.

These controls are all of a legislative nature and do
not eoncern bhemselves with fluctuabtions in business active-
1ty. Indeed, 1%t was not until the publication of Wesley
Mitohell's "Business Cysles™ in 1913 that there was a gener-
al recognltion of the demonstrable existence of the sconomie
ocycle on the part of the business world as distinguished
from esconomists and statisticians. Many di1d not recognize
an albternating movement of acetivity, one phase belng pro-
ductlve of the next. But the concept now reeéived general
acceptance, many setting out at once to atbtempt to evelve
posslible methods of veducing the violence of the Fluctus=-
tlons, feeling that it was soclally desirable to do s%.
Although such men as Schumpeber believed that peéigds of
vecurring depressions sre desirable, since they stimulate
men te grester helghts and result in progress, forbtunately
these latbtter are few, for, while thelr position is defen-

alble on purely economlc grounds, bthey have negleeted to
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take into consilderation the element of soelal deslirsbllity.

Defleit financing concerns fiscal pollicy and so, be=
fore expounding the premises upon whileh the argument rests,
we shall Inveatigate the role of flsesl policy in the past
in relation to business activity.

Flseal polley concerns revenues and expendltures made
by the varlous agencies of government during any fiseal
year. This peolicy g aet forth in the budgst presented
annually in which the proposed expenditures and revenues
are outlined. The conventional principles of public fine
anee aye the guides by whieh governments have, in the pasti,
administered the publie purse. The administrators of pub-
lic funds have always set as thslr ldeal a balanced budgetb,
in which the amual revenuss meet the annual expenditures.
The second capdinal rule of publie finance has besn 0 re-
tire debt as rapldly as pessible, and te Incur it only when
revenues fall to take ecare of expendliures which have baen
cub to an lrredusible alnimum, with the sxeeption ef such
national emevgencles asg war. 7The discrepancy between rev-
gnues and expendltures results in the accumulatlon oy ve
duction of the public debt. |

The divislon of funcbtions between prlvate enterprise
and governaental bodies has provided a fundamental problem
in public finance. Whlle matters of geneval inbermst sueh
aa peace, order and good government are basile, 1t is in the
sphere of servlces that the difficulby arisss. Such instit-

utions as education, hospltals, publie health and provision
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of roads and thelr maintenance have been sccepted as leg-
itimate; but the actlvities of povernments In such fields
ag rallroads, banklng and elsetriflcation ave the cause of
some difference of opinion. The principle of maximun soc-
ial advantage and political axye@ieney are employed as the
determining factors. The central problem of publlc finance
is no less and no more than the problem of securing the
best disposal of the sconemle resources of the aﬁmmuniﬁyg
ingofar as public authority ¢an influence thelr dilsposal.

The expenditures of governments may be divided into
two categoriss - controllable and uncontrollable. Ungone
trollable expendlturss are enes whieh must be wmet regards-
less of the finaneial pollicy to be puwsuwed. These include
such ftmes as intersst on public debf and minimam services
in edminlstration which have been undertaken in the past.
Gontrollable expendltures are ones which may be arbitrarxily
determined, although perhaps regulated to a certaln extent
by politiecal expedlency. Items suech as new bulldings, wreoad
conatruction and increased services are variable and fall
into the clagsification of controllable expendltures.

The pragtice in the prst has besn to increase controlla-
able expenditures only when the tex base appears that 1t
will support a greater levy Lo pay for thes greater outlay.
Similarly an anticlpated decrease in tax recelpts prompts
goveraments to reduce expenditures. The wmsthods of ralsing
rovenues ¢an bs used to stlaulate or depress business inlés-

iative. Taxes can become B0 heavy oy progressive that the



20

net returns to the individual for further activity ave con-
sidered inadequate for the extra effert necessary. A poliey
of lnereased Htariffs will cause the establishment of unecon-
omie Investments, Jjustifiable for the ianfant industry, whioch
will reduce the national income. If the protection ls re-
moved, the protected industries will be clesed up or curtail-
ed. When governments are determining revenues to be ralsed,
they must:bake into conslderation not only shiftling and in-
cldence but alse the eoffects of the varlous baxes on the
desire and'ability to work and save. Whlle the prineipls

of equlty, through the concept of dlminishing marginal ut-
11l1lty, is kept in mind, probably the most influential factor
is the ease of "extractlon" with the-least objection.

Let us trace CGanadianp flscal poliey and see what prela-
ﬁiaﬁsbips existed between 1t and the general wovement of bus-
iness actlivity. Por the purpese of providing some indica-
tion of business activity, the index of wholesals prices has
besn used, although 1t 1is admittedly not an exact reflection.
The btext which follows will be 1llustrated graphically.

Of the three levels of government 1n Cansda - the Dom-
inion, Provineial and Munleipal - we shall conslider the for-
mers For purpeses of convenlence 1t isg advisable to divide
the perliod from Confederation in 1867, when Canada was offlg=-
ially created, to the present day into a number of periods
relative to changlng economnic conditions. In all, five per-
lods will be considered - 1867 to 1896, 1896 to 1913, 1914 %o
1918, 1918 to 1939, and 1939 to 1945. These represent gen-
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erally depression, prosperity, war, postewar and sscond warp
conditions respectively.

DOMIKION FINAMCE

1867 to 1896

At Gonfederation the public debt of Canads was over $96
mililon, a debt which had been assuned from the provinoces
and laprgely created through the provision of transportation
fapilitless As other provinces entered inte confederation
the debt increased covrespondingly. After 1870 the prospects
for future prosperlty caused the Dowminilon government %o under-
take a programme of expsendliurea on publie bulldings, har-
boure and whayves, to complement the invegﬁmgﬂté in the ine
tercolonlal railway and the canal system of the 8t. Lawrence.
The entrance opf British Colunbisz into the Dominion orbit
brought lmmediste need of buillding a llne of communicotion
between east and west«

Bafore the prolonged depression of 1873 to 1896, for-
gign investment, larvgely British, pesrmlitied expansien of
railroads; but with the advent of that era a tightened ine
ternational money market compelled the governunent to agsume
the reasponsibllity of supporting the necessary expansion in
capltal investments both directly and indirectly. These im=-
provements were not only neeessary for the establishment
and géewth of publlc enterprise, but alsc the depression of
1873 camused Canada to look to s home market, and increased
comnunications were indlspensilble 1f tuils polley were to be

implenented.
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During the period under consideration, elghty-three
per cent of all Dominlon capltal expenditures was on rall-
roads and eanals. These expendituras wars not, however,
spread svenly over this time but consisted of two peaks,
oneg in 18Y3 and the other in 1884. It 1ls signiflicant that
the former peank coinelded with that in Canada's export trade,
which vose from $53 million in 1867 to $86 million in 1BY3.
While expendltures on the iﬂte§a@lanial rallroad decraased
after 1873, new expendlitures on the Canadian Paclfie and
canals replaced thgm to keep capltal sexpenditures on a falr-
ly steady basis.

The erash of 1873 broupht a decline in the expert trade
and an even greater decline 1n lwmports. The deeline in the
latter was reflected in a drastle reduction of revenus from
customs, which formed seventy per cent of the Dominionts
revenuss. As a consequerce, capltal expendltures were contracs
ted to one thlrd of the 1873 level iIn an attempt to stop an
Inereass in the publie debt; and to reduce the unfavourable
commodity trade balance.

1879 ushered iIn a new policey which attempted to alleve
late the depressed tines. Geﬁsﬁru@tiun on railroads - the
Canadlan Pacific ~ brought a new hirh In capital expenditures
by 1883. Imporits rose, desplte heavier tariffs and with
them bax revenues. After 1883, capital expenditures fell
off, ag dld imports, which conseguently, sontinued to declins
untll 1896,

During this period debt rose, bringing with 1t incresasg-
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ing debt cuarges, which amounted to $9.7 million in 188Y.

In the face of these lncreasing chawvges, the government de-
clided to ecurtall capital expendltures to maintain Canadian
eredlt in good favour in the London market. Thus the steady
doecline continued until 1896,?when a period of preosperlty
cane foy Canada with bhe vrise in Wheat prices in 1895.

1896 %o 1913

The risge In world dewand for wheall brought an increased
gxport trade, resulting in a favourable commodlty balance
of trade. The increaged experts were accompanlied by Increas-
ed imports which, desplte a reductlon 1n dutles, ylelded a
fine revenus for the govermment. After 1803, forelgn lnvest-
ments ln Canada inereased substantlally, bringing loereased
imports resulblng in greater revenues. The opbtlmism thab
came with this prosperity and more buoyant revenues caused
the government to Teel conflident to embark upon expendltures
for publle developments. I% 1s laportant %o note that the
boom was attpribitable to economic factors extranesus te Can-
adas, This faet was driven home when the tilghtening of the
international money mavket in 1913 brought a deereass in cap-
ital imports, 80 necessary to both prosperity and government
revenues. The inherent weakness 1n the tex systen wanleh
depended largely upon custons was emphasilzed.

The causes of the increased lnvestment were the results
of several factors. The feeling that Canada's resources
were unlimited and all that was needed was the means %o pere

milt settlement, and the fact that private enterprise could
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not alone provide adequately for the huge capital outlays
in rallroads, hearbours, voads, and hospltals, sncouraged
the governuent to accept the pesponsibllity. One of the
diffiocultises invelved ln government expenditure was the lack
of co-opdination between the varieus -levels of government
resulting in an overlapping of services. The surpluses of
the boom years were used Lo Iinerease caplial investment for
expansion 1n Canada. The depression of 1913 left no cholce
but te complets the works which had been undsrtalken in the
era ol progperity.

1914 to ;918

Durlng this period of war, finance sxpendiitures soarsd,
as dld wartime debt, the resulss of an ambltlous programig.
3t the beglnuning of the war, tax Increases were difficult,
because the country was really in a state of depression.

The filrst part of the wav was finansed through greater borrows
ing from the United Kingdom and an incresase In customs dutles.
However, as the war drageged on, 1% became apparent that the
main souree of cusbtong would net support the increased debt
and sxpenditures.

Vinen Britlsh lendlng cessed, resort was had %o a serles
of Wayr Loansg from the Canadlan people, the flrst being in
Hovember 1915. It becang apparent for the flvat time thag
internsal borrowlns was possible. 8o enthusiastic was the
public response to the losns, that up to 1916, taxaitlon was
11ttle uesd. It 1ls true that lncreagses were made at the

outbresk of war in the custons and exclse of sueh artlcles
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as ooffes, sugar, tobaecso snd gpirltuous llguors. In 1915
caerbaln addltlonsl doitles were lmposed, but thelr rates

weys not very sharply increased. A number of internal baxes
were also lmposed, striklng particulariy at credlt instru-
ments, financilal establlishments, and certain lumxuries. Butb
it was not until 1916 that an important tax was introduced.
The Business Proflite Wayr Tax wes the {ivst to make an sppear-
ancg., Lo the followlng year, 1t was lnecrsased and a new
and very produective tax, the Income Wayr Tax, was adopted bo
sugment the exlsting sources of revenue. This lattsr step
permitied the widening of the tax bass, whilch heretofors
had deg&ﬁdad almost seley upon sustons.

The outbrealk of the way found CGanada devold of anyone
whto had had the experlence necegsary to set in motlon the
machinery that would permlt Ganeda's smergence from bthe war
with ag few sears as posslble. This applled to many flelds,
buy 1t is with flscal policy thet we are partioularly conw
corned. The taxing power of the government was not used to
1ts full sdvantsge, a fact which the following table will
amply illustrate.

While 1t is adalttsed that the natlon was in a state of
depresslon at the beginning of the war, there was sufficlent
purchasing power in the handsg of the people in 1lts later
stages %o cause ithe lndex of whglesale prices %o rise from
102.3 in 1914 to 196.0 in 1918( )‘ Not only would a aove

arcressive tax system have helped to keep priees down, bub

(L) 1913 = 100



it would alse have laft a mach smalleyr natlonal debt at the
end of the war. There wag probably good reason why ths
people reasponded so well to the War Losns, which served to
finance the war before heavier taxes were imposed. The
corta of the war 414 not end with the Treaty of Versallles,
but continued on Lo the twentlesn, largely for rehalhilitation
and simllar undertakings. Together with the assunption of
the liabilities of the Canadian Worthern and Gwand Trunk
Rallrond 3yste@é for %Wé& millioﬂs(l), the national debt ine
eraased seven fold from 1913 %o 1921 to reach the then asw~

tronomlceal figure of $2,900 million.

 DOMINION REVENUS AND SXPENDITURE (1914-18) ()

{Millions of Dollars)

Yoar Revenue Expondi ture
1914 165.2 186.2
1915 133.1 248.,1
1916 172 .1 B389 .7
1917 |  282.7 498.2
1918 260.8 | 576 7

The importance of the war perlod ag far as flseal pol-
ley 13 concerned is four fold. There was not a strong ei-
ough taxatlion policy,a polint which was not eoverlooked, ws

shall see, in the planving of the financing of ¥World ¥War IT

(1) Report of Royal Commnission on Dominion-Provincial Rela-
tlons, Book I, p. 103.

(2) Canada Year Book, 1938, pp. 845~48
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expendltures. The second item of laportance ls the broaden-
ing of the tax bagss. Prior to the war, cusions formed elghtyw
four per cent of the botal tax reiamues whersss in 1918 they
formed only sixgy-thoeo per ceat(‘)’ This was attributable
alnost entirely bo the new taxes which were Introduced. The
advent of the Business Prefits War tax Iin 1916 and tne fucone
War tax in 1917 permltted the widening of uwhe tax bssc. The
third, end very laportant, point in conneetion with this psre
1od ls the fact thet the govermment falled to increase lis
tax vates sufticlently, and daulekliy, enough. to prevent a
large inerease in the national debt. The fourth iesson to

be learned from the war was that internal borvowing, hereto-
fore unheard of on such a seale, was pessible In Ganada.

1918 to 1939

The war left Canada wlith a staggerdng debt and an accon-
panylng debt charge, which formed an uncontrollable ltem In
the expenditures of the gsovernment, during the ensulng years.
Three ma jor conditlons, as a result of the war, lmperiled
the very roots of the Canadlan economy and financial struct-
ure. The war had tended to support "uneconomie" industries,
as well as to cause an 1nereass in wheat acrsags 0 a8 very

{2)

high level + Whlle during the war no difileulty was exper=

{1) In 1913 customs revenues smounted to $111,764,699, while
total tax revenues were $Lli5,812,l44. In 191l the flguares
wape $147,169,188 and $233,688,730 respectively. Source:
Canada Year Book, 19482, p. 785-

{(2) Acreagest: 1915 -~ 156 million acres; 1919 - 19 million
acreg. Source: Canada Year Book, 1920, p. 191,
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lenced in disposging of the grain crops, this was not so in
the postbewar pericd, The energence of new competitors to
Canada of such countrles as Aprgentina In the world markets
and the rlse of a rampant protectlonist feeling throughout
surope snd 1n the Unlted States, brought a contractien in
Ganadats ¢xporte, her very Lllfe blood, While a readjusiment
wag neeossary in bHae seonomy 0 corvect these Yactors, the
government debt and ita éharges weres conbinuing to take an

increased shave of the national lncomse.

&2

The 1521 Dominion Tax System was broader than before
the war., It included not enly the iteans of custons and 6Xw-
clae, The aaln soursces of revenue before 1914, but also ad=-
ditionally a Sales Tax, Corporsation Tax, Businegs Froflts
Tax, and Frivate and CGorporation Income Taxes. Whille the
Sales Tax was introduesed in 1920, the other taxes were ime
pesed during the wars.

Hith theme taxes in wmind, we snhall follow thelr use in
yelatlon to the prosperity of busliness in the twd decades
following the war. The twentles, with the exception of a
mlnor post-wayr rvecesslon, was a period of relatively good
business activity. Durlng this tine, income tax sxempbions
wore increased, fivst in 1020 and 19EL and later 1un 1924,
Wil not ohiiy the cxenptions were lucreased but the rates
reduced. LP27 saw 8 ten per csnt veduction of tax on in-
coses and the followlng year s fuvither reduction of ten per
cent was allowed.

In the fisld of 8ales Tax ihe rate wasg ineveased from



31

~one per gent in 1920 %o one and one half and then six per
cent in 1921 and 1928 respectively. The tax was subseQuent-
:'iy reduced in 1924 to five per cent and successive reductions
to four, three, two and one per cent from 1927 to 1930 were
affected. Corporation taxes were reduced from ten to nine
per sent in 1926 and a further reductlon of one per cent was
made in 1928,

Thus the general trend was to ke a reduction of taxes
during the twentles. These had been designed to keep reven-
ues and expenditures at about the same lesvel. Expendibtures
during the period were inereased on such items as debt charges
and penslons. However the prosperity of the perled reduced
the usuwal deficits of the rallroads and this caused the gove
ernment % retulre less rsvenus. From 1925 to 1928, when
the export poslition improved and the revenues became still
more buoyant, there was a grester expendlture en publle
works.

Canada’s dependsnes on an export market for one third
of her natieonal incoue was felt in the decline of forelign
trade, whieh was a part of the world-wlde economle e¢ollapse
of 1929, Declining revenues were acconpanied by lncreasing
sxpendltures caused mainly by payment of the Canadlan Na-
tional Rallways defleclt and assisbance to the wheat producers
and coal industry. In an effort to balance the budget, the
government increased taxes on an already depressed economy
The hlstories of fthe various main taxes will reveal this

policy guite e¢learly.
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In 1931 the 8ales Tax was ralsed from one to four per
cent and further to six per esent 1n 18932 at the depth of
the depression. As business acblvity was beginning to em-
erge from the doldrums, an lnerease of two per cent wes made
in 1936 to make the Sales Tax sight per cent.

Similarly Income and Corporation Taxes were inereased
and exeunptions removed. The twenty ?@r cent reduection on
the 1926 Income Tax rate was vestored in 1932, and the
following year not only were exemptions lowered but the tax
rate was inereased. In 1935 a surtax, ranglog from two to
ten per cent, was imposed on lnvesitment income. GQGorporatien
Tax vates were lncreased from slght por cent to scleven per
cent in 1938, and two increases of one per cent each were
made in 1983 and 1935. The tax was then yalsed to fifteen
per cent in 1956.

Capital expendl tures were reducsd conslderably; as were
many other controllable expenditures. The followlng sentence
will sum up the attitude of governments

On the expenditurs side, the great curtallment of new
capltal works, the fallure to malnteln existent equip-
ment, the reduction in current expendltures on health,
sdugation, public domain and highways, and the incereased
charges for debt and rellef, all reflected the passive
role of government expendlitures in the face of depres-
slon, On the taxation side, the increases In tax rates,
alimost regardless of the equity or justice of the tax
system as a whole, also reflected the nepative attitude

towards ecconomle development, (1)

1939 o 1945

World War II found Canada in an entirely different pes-

(1) Stewart Bates, Financlal History of Canadian Governments,
pe 12,
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ition from that in whieh she found hevrself in 1914. This
time, bthe country was prepared to meet the requlrements of
war, both in regard to the supplylng of actual physical mat-
erials, and in the wachinery of organization and financlng
which was so obviously lacking at the commnencemsnt of the
lagt war. The sxperlence gained from the latter -and the
growth of a manufaeturing industry were responslible for bthis
better position.

Two main problems faced ths government at the oubbreak
of war. The necessity of divertlng production and resources
from elvilian goods %o aﬁm&m&ﬁts and expanslon of exlsting
plants 1ls fundamental in a nation at war. The second prob-
lem was to finanee the war in the most satlsfactory masnner.
It Is thils sscond ocondltion on which we wish to eentre our
attentlon. Budgets before the war ran about $500 million,
but the incr@aseé expendltures eoumeneling in 1939 brought
a rapld expansion. By 1941 the budget had d@ubled{l)§ and
by 1944 when the expendlitures reached thelr psak it amounted
to §B,582 milllons.

To meot these increaslng expendltures, the government
employed several means of ralsing money. The desire of the
Department of Finance was to pay for the war as far as poss-
ible without bringing undue hardshlp, or detrscting from the
productleon of war equipment. Thus 1t became necessary to

use three sourocss of revenus., The tax system was mede more

(1) Expenditures in 1939 were $553 millions and in 1941 am-
punted to $l,249 millions. Souree: GCanada Year PBook, 1942,
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severs and extended. Resort was made to loans, and a poliey
of cyedit sxpansion was lmplemented.

Of the old taxes thet were inoreased, Ineome Tax has
been by far the most lmportant. This tax is considered as
being the falrest btype, bearing upon the Individual with
some regard to his abllity to pay. In 1959, this tax only
yielded about nine per cent of the total govermment revenues;
but in 1944 1t ylelded appreximately one third of the $2,687
million revenue of that yesr. It was apparsnt at the bsogin-
ning of the way that the highar income class could not sups-
port the vast sxpendltures, and 1% would be necessary to
tap the lowsy Ilncomes. Teo luneresse the yield, the income
tax became more progresslve and was exXtended to inelude the
lower brackets, aﬁéafurfh%r,exemptiang were lowered. The
importance of this tax cannet be overemphasized. Beeauss of
the fact that taxes bscame steeper, 1t wes necessary to ade-
opt & deé&stienuatwthﬁ-séurge, since many were evidently in
capable of budgeting thelr income, 8o that they would be
able to pay the tax in sné sum at the end of the year.

Other pre-war btaxes were changed little. The Corvpora-
tion Income Tax was palsed from fifteen per cent to slghteen
per wsent In the first war budgst. The Sales Tax was left
unchanged at elght per cent and little alteratien wag made
in the customs rates. In the field of excise taxes, levies
wers imposed on certaln luxuries to yleld revenues, and on
soarce goods such as automoblles the rates were sharply

ralsed to curtall thelr consunption.
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O0f the new taxes introduced, the Excess Profits Tax
of 1939 had two supporting argunents. It was Intendsd %o
prevent the accuaulatlon of war profits, as well as to get
greater returns from buslness coneerns to flnance the war.
Two alternatlives were provided in determining the method of
levying the tax. The flrst was a stralght fifty per cent
on profits in excess of the average lncome of 1936 to 19569.
The rate was later ralsed to seventy~five per cent in 1940
and te one hundred per oent in 1942. The eother method was
the use of a schedule provided by the government whieh stip-
ulated rates In relatién to the capital of the business.
This latter method was designed to asslist those whose bus-
inesses éxp@rieﬁced highly fluetuatling incomes as well as
newly creatsd concerns. With the hlgher vates, there was
objection on the part of business concerns that the profits
upon wileh they were paylng were bullt upon inflated inven-
tories. The govermment ylelded to pressure and goed reason
by permitting them to bulld up reserves for lnventory de-
precliation in l@élg When the one hundred per cent rate was
introduced in 1942, twenty per cent of this amount was made
vefundable. Thils latter provision amounted to a reduction
of the tax, bub with bhe sﬁipulati@n that the reductien be
loaned to the government until after the war.

The new National Defence Tax constituted a deduction
at the source as.far as posglble. It was a flat rate of
two per sent for married persons and threes per cent for

single. These rates were subsequently raised bto Ffive and
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sgven per cent respectively. In 1948, 1% was lncomporated
into the regular income taX.

The Dominlen Inheritence Tax, previously only a prove
incilal levy, covered property of (anadiapns and that af'far—
elgners who possess Canadlan property. Hxemptions were all-
swed of $20,000 for widows and $5,000 for sach dependent
childs,

The War Exchange Tax, lmposed in 1941, was designed
to conserve forelgn exehange without the sterling area, and
the rate of ten per cent was levlied wpon all non-Bmpire im=-
porbs. |

Becsuse of the fact that the tax system can only roughs
ly draw off surplus pupchasing power in the hands of the
public, and & heavier tax system would werk herships upon
certalin individuals, borrewing from those wlth excgess funds
was implemented. Loans were procured bthrough three sources.
Gompulsory savings were added te the regular Income bax and
weve refundable after the war., These were discontinued after
the 1944 Budget was brought In because of the hardshipa the
tax system wag lmpeslng. War Savings Certificates formed
another source of income and peseultted volunbtary conbtvibu.
tions whenever the Individual deslved. They amounted to
$262 milllon outstanding at March 31, 1945. The thlrd method
of ralsing money was through loans procured from the public.
There were eleven such loans, twe War Losnsz and nine Victory

Loans. The amounts of the loang varied from $200 million
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in the first loan to $2opgz milllon in the Ninth Vidtory

Loan.
DOUINION GOVIRNMENT WAR LOANS (1)
(in millions of dollars)

Issue Subseription
lst War Loan 200

2nd War Leoan 300

lst Viotory lLeoan 730

£2nd Victory Leoan 843

Spd Vietoyy Loan , 991

4th Vietory Loan : 1,309

5th Vietory Loan 1,395

Gth Viét&?y’Lﬁan 1,408

7¢h Vietory Loan ' 1,517

8%th Vietory Loan 1,568

gth Viokory Loan 2,028

Several interesting features concernlng these lovans
must be nobed, These bonds were freely redeemable at the
banks at par. This detracted from %the pelicy of trying te
curb Inflationg but it was an added Incentive %o the man
in the street, who could not really afford to freeze hils
agsebs in a long term secourity without the assurance that
he would not lose eapltal through any foreced sale of that
security. But 1t ls iInteresting to see that Dominion of
Ganaéé Victory bondg are selling at a premlum varylng up

to five per cent depending upon the maturlty date. This

(1) Canade Year Book, 1945, p. 1027
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latter condition is due to the demand for a relatively
ghort tern loan on the part of business In relation teo the
rate of Inberest. Wnen the bonds approached maturity, they
yielded more than othey short term securlties.

The second point of note is, that the rate of luters
est was only three per cenbt on most of the losng whereas
in the last war offsrs of five and one half par cent were
made. This Is In confornlity with the governmentts policy
of refunding the national debt at low vates of interest.

It was sald, when the war loans were offered abt this lower
rate, that 1t was unnecessary te offer a higher %o obisln

these losns« This latter point is of great significance,

becauss lower interest rates reduce the burden of the na~-

tlonal debtb.

Anopther source of borrowlnyg was frowm the Qhartered
Banks through the issuance of Treasupry Bllls and Depoalt
Gertiflcatese The government b@f@@g@d from the banks through
14s agenty The Bank of Genada, when thelr deposlts became
extremely large 1n relation to thelir ieﬁﬁiﬁg power. These
gartificatos and bills bore very low vates of interesht, tho
forzer bolng at three~Quarters of one per cent while the
lattor ran sllghtly more than one thiyrd of one pexr cenb.
Treasury Bills are short term voluntary loans frowm the
bankss In 194445 the inerease in Treasury Bills was $20

(1)

wlliion . This ds relatively Insignificant in relasion

(1) Hensard, 1945, Vol LXXXIV, No. 26, Appendix A, p. 44.
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to the Vietory Bond ilssues bub the total outstanding in
Treagury Billes and Deposit Certificates smounted to
$1,278 million as compared %o a total funded debt of
$13,984 nillion at Yaveh 31, 1345,(13

The Inereasze of the number of bank notes in circulasw-
tion sdded another means of ralsing money. The slgnificance
of this is that this btype of lasn is loterest free and is
compulsory. We ghall ressrve a digeussion of this to the
chap ter following on wmonebary policy.

With the cessgatlon of hostilitien 1in 1945, it was
evident that the govsrnment hsd conformed falrly well to
its proposed polley of war finanee in 1939. Three prin-.
clples were Involved. A pay-ss-you-go polioy, as far asg
posalible, resulted 1u the gﬁve?nmanﬁ*g maeting forty-five
per cent of ilts waritime expenditures. Thls was accomp-
lished through the tax machine which helped to raise the
money to meet the expenditure of $15 billlon for war alone
up to Marceh 19%5{2), The second prinelpls involved was
the finsncing of defleits which oecurred from year to
year « The Departnent of Finance determined to ralse this
noney through loans and not through ceredit expansion, in-
flationary In character. The third principle was the lassu-
ing of loans b very low rates of interest. Because of ths

gane approach to wartime flnance, the country energed from

(1) Ibiéﬁ, Pe 48
{2) Ivid, p. 17
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the war and ite aftermath with a wmuch 1ewér debt and a
mueh lower debt charge than would have besn lnourved 1f a
firm and informed policy had not been followed.

The flrst post-war budget brought down in Qostober
1945 brought rellef from the oppressive rates of taxation
which were stifling business activity. The maln altera-
tlons in the tax structure were a slxbeen per c¢enb overall
reduction in the income btaXx rate and a reductlion of the ex-
cess profits? tax rate from one hundred per cent and twenty
per cent refundable to sixty per cent and no refundable
portlen. The War Exchangs Tax of ten per cent was re-
moved from all imports of non-REmplre products. In the
field of Sales Tax, certein exemptlions were given to mache-
inery and certain other basls articles of productlon.

These btax rovislons were ained sl stimulating business ao-
$ivity and the converslon to peasetine produstion. Greater
possibilitles for increased rewards must be permliited by
the government .

Let us sum up Canadlan Flsecal Poliey and try to draw
some coneluslons as to the prineiples Involved. Generally
speaking, the deslire to balance the budget has been fore-
most In the minds of those contemplating expenditures.
Thus, it is found in timéS’ﬁf prosperlity there has been the
tendency o reduce taxes beeause of the more buoyant rev-
enues with existing rates, and the smaller deficlts incurred
by the railrosds. In depresslon tlues, we find inocressed

exXpendlitures on such items as direct rellef and subsidles
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to agrilculture.  Throughout the brlef history, the high
correlation between revenues and expendi tures and buslness
activity may be noted. The budgst hés been balanced rare-
ly in the history of Canada.

Eﬁ»the period from Confederation to the end of the
nineiteenth eentury, when rallroad expendltures formed a
large 1tem, publie expenditures were tempered by necessity
for the most part, but tended to flustus te in harnony with
the prosperity of the country. After the crash of 18Y3,
capital expendltures were reduced in eorder to arrest the
inerease in publie debt. It is true that a glight spurt
of expenditures In 1879 in rallroads was Insugurated to
alleviate depressed conditions, bubt this was short-lived.

Simllerly in the pre-war period, the prosperlty that
came with the bturn of the century vaused the government to
embark u@én expenditures for public developments.

The war perlod from 1914 to 1918 saw the increase of
expendlitures and s resulbtant inerease in debt, even though
taxes were ralsed., Also iIntroduced inte Canadian publiec
finance were several new principles. Ghief of these were
Internal borrewing, and eertéin new taxes such as the In-
come and Sales Taxes, the latter, lan lmmedlate post-war per-
lod, resulting in a widenling of the tax base.

In the post-war period, when encouragoement for recon-
verting business was necessary, tax rates were inorcasoed.
During the later twenties a more prospercus business condl-

tion resulting in more buoyant revenues from the tax sysbem
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cauged drastlie reduction In the tax ratas@- This was deslgn=-
gd to keep ocurrent revenue and expendlture at asbout the same
Level.

The depression of the thirtles brought redused reven-
ues whieh, in the face of increased expenditbures on rellef
and other assistance more than sounteracting the decreased
expenditures on publie works, csused reourrent deflclis.

The Dominion Goverument attempted to balanee the budget by
heavily ineressing taxXes on an already depressed sconomy.

The Second Werld War brought snormously increased eXe.
pendituress By a2 firm polley the government held i1ts annual
defieits'ta 2 minimim. TaxXes were 1luposed to the absolute
maXinum. Bven so, the national debt rose to several biaes
itg pre~war level. However, the governwent's policy of
cheap money hag caused the relatlve Ineresse in burden to
be less %than the Inecrease in debb.

The post=war budget zaw the reduction of much of the
tax burden; principally in the Income and Corporation taxes,
An ineentive to business had to be given, in order to en-
courage 1t once again to assune the rlsks ef peacetime cone~

ditionss

The correlstion between revenues and expenditures and
general sconomic condltlons may be observed by referring
to the graph on page forty-two. The tendency to reduce
capltal outlay, the main ltem in controllable expenditures,
la especlally notlceables It is plaln that the government's

fiseal policy tended to follew the fluctuations In business



acklvity, accentuating the good and bad times by contracte-
ing and expanding expendltures in harmony wlth them., The

stress has been upon budget balancing.
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CHAPTTR III

MONETARY POLICY IN GANADA

In this study 1t 1s not Intended to dwell long upon
the various aspects of monetary control. We are Ilnterested
in the amount of credit available for Canadlang through
the banking facllitles at thelr dispesal. Let us trace
the history of bank note issues and the principles behind
that movement.

Previous to 1914, the Ganadian dollar was tled to geld
containing 23.22 grains flne according to the Uniform Curyr-
enay Act of 1871l. Little gold coln was strusk, paper weney
in the form of notes of the Donminlon Government and chart-
ered banks elreulating in its stead.

Ho specified reseyves were redulirsd, but the charbter-
ed banks were requlred to keep at least forty per cent of
thelr reserves in bominion bank notes. Howsver, by law, it
was necessary far the Dominion Government to keep & one hune
dred pey cent regerve above a certein amount. This was
changed from tine to time.

Phe charitersd banks were permlited to ilssue notes up
to the full amount of thelr uniwpalred ecapital. A shortage
of note was met by the suspension eof the Dominlon Notes Act
in 1907 whilch permitted ithe Dominion Government to issue
an addltional $10 million whieh 1%t could lend to the char-
tersd banks at four per cont.

The rigid nature of bank note lssue was recognized in
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the 190B amendment whleh facllitated a larger note lssue
at crop-moving times. This permitted the chartered banks
to Increase thelr bank note cireulation from September to
Februayy inclusive up te fifteen per cent in excess of thelr
paid up capltal and surplus. Nobes so lssued were subject
o a tax net to sxgxeeed the rate of fivé por cenbt per annui.
The Fiaaﬁée Aot of 1914 made chartered bank notes
legal bender and permitted the seasonal Increase granted
in 1908 to be extended to cover the whole year. The Act
was passod at the beglaning of the War becsuse of the
heavy demands of deposlitore for gold. Undef the Ach, the
government assuned the functions of a central bank provid-
Ing faellitles for lending or discounting to the chartered
banks. The gpvernment was authorized to advance Dominlon
Hotes to the banks against sesurliy at rates of not less
than five per cent. This provided a souree of ready cash
for the commevelal banks, The sdvances to the banks rose
with seasonal swings until the peak of the post-war Infla-
tion was pass&d(l); .gfter the war bovrowlng séﬂk to a very
low filgure. In 1923 the prineiple of the Finance Act was
adopted asg a peacetime Institution and was veviged to ex-
clude the flve per cent lower limib on the discount rate.
The berrowing rose wlth the lncreased prosperity of the
later twentles and reached a high in VNovember 1929. They

fell to a very low figure In 1931.

(1) A.P.W. Plumptre, Central Banking in the British Domin-
lons, p. B83. Borrowings were the highest in November
1629 when they amounted to $123,.,7 millions.
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In 1932 %he Dominion Government resoried to an ln=
terssting technique to ingresse the ehartered banks! ecash
resgepvess, The Government lnduced the chartered banks to
lend 1t $35 million at fouy per eent on FPreasury Bills.
The Government then leaned the banks 835 million in Dowme
inion Notes at three per cent under the Flnance Aet, leti-
ing the banks use the Treasury Bills sp secuprity.

Ageording to Plumptve, the dlacount rate from 1923 to
19386 was regulated not with peforence to svonomla condltions
of the eountyry but 1n accordance with 2 plan to faeilitate
governusnt fiﬁaﬁﬁ%fl); Thus the rate was lowered from
flve and one half per cent in 1928 when conditions were
quite good, and the latter rate persisted unti 1931 when
1% was lowewed, only to be ralsed in 1832, the worst year
of the deopresaion. |

A egentral bank was officlally ereated in C¢anads in
1235 when the Bank eof Canada was set up. It toek over the
g@ld‘raserv3s of the government and chartered banks and
through & process of contloucus retivement of chartered
bank notes, galned the exelusive right of note lssue. The
Bank of Canada 1s permltbted to engage Iin open market op-
erations lm sscurlties and to pe-discount comuerelal paper
for the chartered banks. IHowever, loans ascqulred by this
latter provision have been quite amall and intermittent.
Under the Aet, the charbeored banks were requlred o hold

reserves of not lesa than five per cent of their dsposlis

(1) Ivid, p. 284.
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in the form of notes of the central bank and deposlts with
it. Thie has had 1little slpnificsnes, sirnce the banks

customarily held a reserve of ten per aesnt.

The sentral bank has several.means at its dlsposal %o

laplement aonetary policy. Qpensﬁarket operations, lending,
dlzcounting aﬂﬁApﬁrsuasiﬁﬁ have served to this end. Through
the wedlum of 14s finanelal Influences, a central banlk
attemphe to regulate the flow of incomes, the level of ems
ploynent and production, and the geperal state of basiﬂess(l)g
Monetary policy has been luplemented almost entirely
by the Benk of Canada through open market operatlions. It
uaad this method to at%empt‘the fcllﬁwiﬂg%{g;
1. To elininate seasonsl dlsturbaness in the bond market.
2. To supply reserves Lo the banks in order to replace
the @utfl@w'ﬂf central bank notes in elroulastion.
Z. To puprsue an sasy money poliey.
As a vesult of the latter, bank deposits had lnorsas
od by $425 milllons from §$1,942 millions in 1935 to 2,567
miliions in 1959.
The easy money polley was lmplemented almost solely
by the sale of government securlties to the banks. The
expansive policy influenced the(g?yueture of bond prlees

and interest rates consglderably « It supported the price

of high grade bonds and ecaused a reduction in interest rates

{L1) Ivid, p. 205
(2) A.P.¥%. Plumptre, Canadian War Finance, p. 183.
{3) Ibid, p, 184.
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on long bterm securitiem. This conditlorn had two Import-

ant results. The government snd corporatlions refunded thelr
debhts at lower ratss thereby redueing debt charges. The
loweyr Interest rate was of particular Importanee in the
financing of the war effort, The second result wes the
tendeney for a large volume of Canadian sscuriitles held
abroad to be repatriated because of the high prices relat-
ive to the interest rate.

In 1949 under the Exchange Fund Order, the gold resers
ves of the Bank of (anada were transferred to the Forelgn
Fxeohange CGontrel Board snd the reguiresment that ths Bank
should maintaln a reserve of gold eogual to not less than
twenty-five per cent of its total note eirculation and dow
posit liabllities in Canads was suspended. .éiﬁ@@ then the
note lsaue of ithe Bank of Canada has inecrsased considerably.
The active note clrculation increased from $261.6 wmillion
in 1940 to $1,122 million in December 194B. Part of this
was due to the retlrvement of chartered bank notes under the
Bank of CGanada Aot _

On Pebruasry 8, 1944 the dlscount rate of the central
bank was lowered from two and ene half per cent where 1t
had stood since 19556 to one and one half per cent. The CGove
ernor of the Bank of Gapada, ¥Mr. Graham Towers, stated thab
the purpose of this action was two fold. It was necessary
to glve some indication that the policy of easy money that
had been pursued in the past was going to be continued.

It would make long range plans of industrial expansion easg=-
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ler 1f the assurance that lower coats of borrowing were

to continue. Also, Mr. Towers points out, the ralging of

the interest rate would eaa?i?eyably complicate the prob-
1)

lem of government financing « ‘The sscond reason for re-

duelng the rate was to bring 1t inte line with the decline

ing interest rates sinee 1935. It should be polnted out

that the dlscount rate has veally meant very little since

the banks have avalled themselyves of this accomodatlon but

intermittently.

The graph on page flfty-two indleates the growth of
note e¢lrculatlon in CGanada. It should be remembered that
the velocity of money should be taken lnto consideration
in debtermining the effective gquantity of money.

What influence has monetary pelliey had upen Ganadlan
buginess conditlons? The following guotation of a spec-

' (=)
ialist In the field should glve some indicatlon:
But nelther low bend ylelds, nor the inereasing vol-
une of money with which they were asspelated, had
any marked influence on business condlitions, on comm-
odity prices, and on the natlonsl income. In Ganada,
gbill largely dependent on external trade and the ex-
ploitation of natural resources, Interest rates and
the volume of money do not exereise & predominant In-
fluenee over the level of real investment, fayr less
over the level of prices and inscomsa.

It is quite obvious that making money more readily

avallable by the use of the discount rate and open market

operations can be of little significance In mitigating the

(1) Bank of Canada Annual Report, 1944, p.5.

() A.F.vl.Plumptre, Canadlan Way Finance, p. 188.
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fluctuations of the busineas c¢ycle, the wnost sewvlous dis-
turbance in business activity. Wwhile a cuntracticn of ocredib
facllities, by reducing the eash reserves of Lthe banks snd
thas thelr lendling power, can precipitate a orash premaburely,
an expansion of credit facilitles vamot initlate 8 recovery.
The reduction of interest rates, or pernlitting the banks

to lend mere, will not induece busginess to borrow unless
there arve adsequate epporbtunities for Investwment. The mers
fact that woney can be borrowed st more resscuable rates
will not encourage business to borprow. The fundenental
cause of the flucbtuations is in no way eramdieated by this
nonebary manipulation. It is In the sphere of flseal pole
icy that many look for relief from the violent fluctuatlions

in the business oycle.
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GHAPTER IV

A_CYOLICALLY ADJUSTED FISGAL POLICY

fhe fluctuating business actlvity associated with the
business cycle has gaused periodle unemployment and sube
sequent loss of natlonal income. Thls recurring condition
has prompted wmany %o sesk a methed of mltigating these
fluctuations. In order to do thls it has besn nscessavry
to ingulire into the causes of the maladjustment., Thers
are differing opinions as to the cause or causes of the
cyelej but they differ mainly in emphasis, few assuming
the dogmatic posltlon of prscl&imiﬂgvens particular cause
as the moving force, The theorles are usually clagsified
ag elther monebtary or non-monetary. Because of the reourr-
ing nature of the business cysle, and its adcompanylng
stress, the beliefl thaé it 1s within the sphere of povern-
ment to attempt te allevlate this condition ls becoming
moyre prevalent.

Let us consider the Investment-3avings theory which
is gaining in infiuenee. This theory has besn applied teo
publie finance, placing 1t as a significant factor in reg-
“ ulating busin@ss“aﬁtiviﬁy‘ Some of the modern proponents
of this theory are Keynes, Hansen, Spletheff, Wicksell and
Robertson.

The theory runs in terms of lnvestment and consump~
tion and thelr relation to natlonal income. The consump~-

tion function denotes the relationship between ilncome and
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consumptlons, This i1s determlped by the income elasticity
of ecﬂsumptieﬁil), which differs wlth varying incomes,
Income is used for consumpbtion and saving, the relation-
ghip dependlng upon the propensl ty to consume, whioh diff-
ers wlth varying incomes, but remains relatively constant
in the long run as between different groups in soclety.

Investment increases consumpbtlion which in tuwrn ealls
forth more investment. Thls proeess, in the upswlng of
the eycle, la sumulative; but unless supported by further
net invesitment, any such revival wlll soom peter out, since
a portion of the lncone created by invesbtment 1s not used
for consumption but is saved. As 1ﬁﬁg.as there avre ade-
quate investment opportunitles for these savings, the boom
will continues But these become temporarlly saturated,
and further investment will not be fortheoming if there
are no progpects of adequate returns.,

In the long run, the income~-consumption scheduls rew
mains relatlvely constant,; the result of a deeply ingralned
habit. However, ln depressleon, the ratle of consumption
tends to increase relative to income. In prosperlty, save-
ings consume a greater part eof the natlonal lncome. In de-
pressions, cousunption tends to oubtrun income and capital
is consumed. According to Bansan(g), about twenty~two per
cent of the gross national product spparently must be used

for investuent or savings in erder to malntaln a relatively

{L) 1.e. - the relative change in consumption with a change
in ineome.

(2) A.H. Hansen, PFlscal Policy and Business Cycles,[)zas
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high business condiltlon, On the assumption that the flgure
of twenty-two per cent ls applicable to Canada, a national

income of $9 billion, necessary to malntain full employment,
would requlre an annual net investment of about $2 billlon,

Investuent oxXpendl tures are siressed more than conw
sumpition expenditures, slnee there is a tendency to ine
ereased savings by lewering consumption. Expendiﬁuras on
investment have secondary effects on vonsumptlen and fur-
ther investment, These effects are determined by what is
known as the "leverage eoeffielent”, whiech is a composlte
of the multiplier ecoefficlent and the accseleratlen coeff-
leient, the multiplier concerning the effects upon cone
sumption and the accelerator those upon investment.

Let us consider the multipller prineiple. An expende
lture on inves tment gpods will be partly passed on by the
reciplent In the ferm of wapes, salaries and dlvidends: and
a part will be saved. Those vecelving the wages,; salavies
and dlvidends will use them partly far sonsunptlion and
partly for saving: Thus sach successlve gstage rebtalins a
part for savings dependent upon the propenslty to save.
These leakages in the form of saviﬁgs deternine the ultims-
ate effect of the expenditure upen consumpition. It ls es-
timated by Keynes that this leakage 1s about fifty per cent
iﬂ.Eﬁglaﬂd; and by J.M. Clark thirty-three and one third in
U«8.4+ The multiplier ls deterunined by the marginal pro=-
pensity to save and is sald to be the reciprocal of the

latter. It matters not as far as the multiplier effect is
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coneerned whether investment ils econtinuous or spasmodic.
The tobal effoct 1s the same., A continuoue sitsady invest-
ment will yield, after an sppropriate time lag, a natienal
income stesdily above that prior to the expenditures. When
the expendltures are stopped,; natlonal income will steadily

desline to 1lts former lovels

THE BFFECT OF A CORTIRUOUS INVESTHENT EXPENDITURE ON

NATIONAL INCOHUE

el (2)
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(1) Natlonal Income Before Expendlture
(2) National Income After BExpenditure and Time Lag

But on top eof the consumpilon expenditures induced
by investment, there are also further investment exXpend-

itures called forth. This is the accelerator prineiple.
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With incressed consumption, there 1s a tendency towards in-
creased investment through two sourees. The first ls the
restoration of replaceunent expenditures, which were permltted
to lag 1n poor business condltions, to novrmnal, thereby S
gquiring more than normal expenditures on replacement. The
gagond source ls through the creatlion af naw Industriesn.,
The effect en lovestument will bes determined by the ﬁharég~
ter of the new consumpilon expenditures, some requlring
greater amounts of capltal gonds than others. Because of
this latter condition, the effeet of an Investment expend-
iture wpon further lnvestment camot be resadlly determined.
The acceleration prineglple tends te cause a fluctua-
tion about the level of national inecome indused by the
multiplier prineiple. The anplitude of this fluctuation
diminishes as time progresses. This follows from the faet
that consumption goods are made wlth capltal gonds, and
when the inersased consumption ceagses to rlse at the rats
induced by the orlginal investment expenditures, no new in-
vestment le requlred, replacement expendlturea belng merely
pert of consumptlon. Thus a given congtant investment exe-
penditure may vesult in a relativeiy hlgh recovery, but thils
will lapse to something below the Initial effect. This ls
true with a relatively low propenslty to consume and a copr-
respondingly low coeffielent.of sceceleratlon. But 1f both
the latter are large, a cunulative effest, appreachigg a

sompound interest rate of growth, is to be observed .

(L) 1.e. ~ little of the natlonal income ls saved while the
lovestment opportunitles creasted by the acceleration prin-
giple are great and permlt the formerts full utilizatlen.
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This, however, 1s dependent upon the state of teshnical
and gapital capacity, conditlons of obsolescence and the
like . |

At thig point 1t may be well to distinguish between a
eireunlar flow and o highly dynemie soclety. The former,
which the classlonl sconomists sssumed, postulates a rel-
atively static condltion in which sonsumption is squated
with income and is selfsperpetuating. Under this condition,
national lncome can be increased only through technologe
ioal lumprovements permliting a more efficient use of cape
itals In this soclety invesiment is e funotlon of con-
sumption. In o dynanlc soclety s portion of the national
income 1ls paved and invested in capital goods for further
productions Vhen investment opportunities faily; employ-
ment falls below full level. Thils is the result of the
institutions which are bullt up iIn a dynamiec socieby, where
the propensity to save is relatively highs In the event
that investment oullets are not avallable; 1t iz almest
imposglble to en%isage a change to the cireular flow-full
consumptlon condition. Thus, consludes, Hensen; a dynanlc
soclety ls geared for full suployment only at high invesat-
ment: levels.

Bxtensive and intensive expansion form two sources of
investment outlets. Durding the nineteenth century exten-
slve expansion permlitted adequate investuent outlets. Bub
to~day these are greatly curtalled, and those sescking in~

vaestment opportunities must turn to the Intensive means
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scocagioned by inventions and populatien growth, although
the latbter has even a tsndency to decline.

Qur socieby can rewaln as dynamic as the nineteenth
gentury if +the intenslve expansion resulting froum techno=~
logleal tmprovements can veplses the extenslve expansion
provided by bervltorial means. As a dynamie soclety app~
roaches the elreulay flow-mabture economy, locreased eone
sumption and the concomltant reductlon in nset investmentd
and savings are necessary to malntain full employaent.
Intenslive expanslon willl not compensate for the extensilve
new almost over and, without & higher consumptlon, omploy-
ment must inevitably fall. .

According to what has been sald, gilven thé national
income necessary to maintain full employment and the in-
come~consunpblon scheduls, unless a partieular pate of net
investment is msintained, then theré wlll be uvnemployment.
In support of this srgument, let us examine tﬁ@ flustua=-
tions in investment in the bullding industry in (anads, and
gsee what relatlonghip is borne between them and the condl-
tien of business actlvity. O page sixty-one is a graph
showing the value of construction contracts awarded in
Ganada from 19l1l to 1945. Rapldly declining construction
accompanied the pre-~war depression of 1915. Ceineiding
wlth the post~war recession 1ls a teaporary lull in bulld~
ing. Climbing steadlly with the prosperlty of the twen-
ties, bullding contracts came to an abrupt halt in 1929

and econtlnued a precipitous decline to 1933, from whence
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they rose less rapldly until 1937, when there agaln was

8 sorrespondance with the minor recession of that year.
Since then they have climbed steadily, but no interpreta-
tion of the figure can be given accurately beoause of ths
influsnce of the war, PFrom thils brief survey, 1t is evide
gnt that there was a hilgh correlation bebween construection
contracts awarded and the conditien of business achtivity in
general,

When opportunities for private ilnvestment ars tempor-
arily saturated, net investment will not be made unless
there are prospects for adsquate veburns. Because of the
high stability of the consumptlon funetion, a decline in
the rate of investment produces the downward phase ¢f the
business gyele. Governmental expendlturves must now step 1n
to f1ll the gap between priwvate net lnvestment expendltures
and thoss reguired to maintain a natlonsl Income nscessary
to sustaln full employment.

Thig may be implemented through a cyelically adjusted
fiseal pollisoy which includes a slmilarly adjusted spending
programme and tax polley. Care must be taken to dlstinguish
between what is known as "pump priming' and compensatory
flgeal poliey. Pump priming siaply means government spende
ing without any particular limlts %o set the economy going
agalng 1t may act as the force necessary to pive investors
and businessmen confidence to make investmenta in opportun-
ities that already exist. Compensatory fiscal policy con-
cerns spending as an offset to fluctuations in privete ine

vastnent.
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On the expenditure side, the practice in the past,
as we have sald before, has been to let expenditures flue~
tuate with buéiness activity., By referring to the graph
on page sixty-four, 1t is readily percelved that government-
al expendlitures in the bullding industry in Canada have
sorved only to sccentuate the boom perleds and the poor
timesa. The reason for this is perfectly silmple. The FOV=
erning authorities have always undsritaken such projecis
only when 1t has been felt that sufficiently good tlmes
will permit a greater itax vevenue to psy for the expendi-
ture. In poor tiuss., in oprder to abtempt te balance the
budget, the drastle eurtallment of any such expendltures is
Inaugurated.

It ls suggesbed by those who propose a ¢yelically ade
justed flseal poliey that the gpverning authorlty so rege
ulate 1ts spending upon eapital outlays that 1t would tend
to offset the fluctuations in private invesiment. The tim-
ing of public expenditures can and does exert a profound
influenes upon the economy. Over one thlrd of the $6,316.5
million spent on congbtruction in Canada from 1925 to 1944
incluslve was performed by governmental bodles. Of this,
engineering, which includes such items as bridges, daus,
wharves, sewers, watemnalns and roads formed about eighty
per cent or $1,769.5 million. The regulated spending of
such amounts would go well on the way to fill the gap be-
tween private net Investment and that required to maintain

full employment.
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In determining whether a budget is balanced, the con
ventional practice has been to welgh the total expendlbures
against total revenues for the flseasl peried, But 1% is
guggested that governments adopt & method simllar to that
whioh business employs. Instead of wrliting off capltal
sxpenditures in one year as an expenss for the peried, they
sheuld be amortized over a longer perled of tlme. The gove
ernment's budget should be dlvided inte two maln divisions -~
papital and ordlinary expenditures. Ordinary expendltures
wounld include currently consumned expendlturss coverling ine
terest on debt plus amortization of the caplital or invest
ment budget. The deflelt would be determined by reference
to the ordinary budgetts balance at the end of the fisgeal
year., While Canada has made a distinetlon between capltal
and ordinary expendlitures aslnce Confederatlon, she has not
continued the distinction in arriving at a degislion as to
whether or not the budget 1ls balanced.

There are a host of opportunitles for publie investe
ment. Highways, publle bulldings, housing, rural electrif-
lcation and reforsstation are but a few of the more impor-
tant. Governmental expenditures on sueh ltems are not lost,
but all go to railse the standard of living of the popula-
tlon generally and alse to Ilnerease the effliclency of our
productive forces. These expenditures can be timed to off-
set the lack of private investment in poorer times.

O0f course there are difficultlies involved in attempt-

ing %o instltute sueh a programme of cecompensatory fiscal
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pelicy. Pundamentally, how ls one %o determine the pri-
vate lnvestment pattern? Secondly, how is a ¢o-ordinated
plan to be implemented? And thlrdly, how san such a plan
be finsneced in the case of the provineial snd municipal
governments with liaited borrowing capaclity?

The problem of determinling the ampunt of capltal exe
penditw e necessary to supplement private inveatment is
indeed imposslble wlthln narrew llmits. The government cane
not know the data from %hieh statisties are compiled before
the event. The best that can be dens is a prough guess of
what business activity and investment will be. Webkly or
menthly weports can give an Indleation ef trends which may
serve Bg a gﬁid@ in arpiving at the govermmentts invest-
ment poliev. In the final analysis, 1t 1ls not ﬁ@eess&éﬁ
that an exaet knowledge of private investment be known.

A4 rough estimate will suffice. After all, no authority can
pr@tanﬂ to regulate the economy so mechanistleally that ine-
vestment will be balanged to the exact dollar.

In our foregoing analysis it has been sssumed that the
government has complebe power to regulate all publie expend-
ltures on invesgtment. In fack, in Cansda as in many other
extensive countries, 1% has not this absolute pewer. Local
aubonomy has been the ory of the various lower levels of
government; provinclal and munlelpal rights have been em-
phaslzed. But such a plan of compensatory fiscal policy
can only be efflclently conducted from some central suthor-

ity - in our case the Dominlon Government. Provided that



the sentral authority hes sufficlent vevenus powers, it
can psyrsuads the lower levels of gavérﬂmaﬁt to follow its
eo-ordinated poliey through the use of condltlonal grants-
in-aid. By meking 1t guite favourable to undertake partlc.
nlay projests at partieular times, the resulis desired
would be accomplished. Just as Ontario has danpgled the
proverblal earrot before the munieclpalitles as a balt to
undertake constructieon on educatlional facllltiess aftor
War II, so may the Dominion Government tempt both the pro-
vineial and munlelpal levels of gevernment. With a div-
islon of powers and rights, thls is eoncelvably the only
acoeptable method of lmplementing the polley.

The problem of fivanecing heavy expendltures is Indsed
an mecute one as far as manleipalities are coneerned. Thelr
borrowing power ls much inferior to that of the Dominlon
or central government. OF necessity, It would sppear that
the central government will have to guarantes wmunicipal
debt in ordew ﬁs peralt borrowing at veasonable rates ox
it will have to lend the money to the munleipalitiss and
borrow 1t itself.

In a ecountry of divided administratlve powers, a com-
pensatory flseal policy encounters several difficulties.
But these are not insurmountable. By the eumployment of cone
ditlonal grants-in-aid and guarantesing debd or lending teo
munlelpalitises, a co=ordinated policy way be implemented.

On the revenue side of public Ffinance, we saw in (hap-

ter II that vevenue wag so adjusited as to attempt to cover



sxpenditures for ths perlod under consideratlon enly. Under
a gompensatory tax policy such would not be the cases A
sonpensatory spending policy may be finanesd though seve
eral means.y Borrowing, dirveet and indlrect taxes may be
adjusted 1n sugh a manner asg o serve this end.

Borrowlng from the public may take twe forms, - vole
untary and compulsery. AL first, as natlonal income 1s
riging but hes not yet reached a positien of full employ~-
ment, szpendltures may bes financed out of borrowlng, sinee
loan financing 1s more lneome creablng than tex financing,
because the latter will curtall a gertsin amount of consulp-
tlon« Short term borrowing may be used to take eare of dew
ficits to be be paid back in a few years when full rscovery
has taken plase, As to what monetary pelley should be foll-
owed ls debatable. IFf the government Follows an easy money
policy permitting a low debt chawvge, the resulting effect
upon the thrift institutions suech as ingurance companles is
profound, Banks might be similarly embarrassed if the vol-
une of losns did not increase In sympa%hy wlth the lower ine-
terest rates sufflciently to compensate them for lower earn-
ings, as would Individuals dependlng upon fixed incomss from
investments in pllt~edged securitles. Bubt 1f the goverument
wishes to use bovrowing as & means of absorbing excessive
purehasing'pewer in the hands of the people, an easy money
polley smnnot be pursued. To be effective, the government
san no longer lssue bonds ags “"near money" redeemable at the

banks at par. Instead, a higher rate of interest nmust be
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given te snoourage Individuals %o lnvest In a secufity in
the full sense of the word.

Another method of fimancing the government sexpendite
ures in depresgssed tlnes, ls through the printing press.
This so-called Yeruds greenbackisn® would permit the lagu~-
ange of legal tender to be rodeemed in more buoyant times.
This amounts to Intepest free borrowing. Becaunse of the
dlgtasteful necssslty of ealling in vept sums such ag would
be regulred in buoyant tlmes and the temptation to refraln
from doing 'sa, modern usegs has developed the very low in-
terosts short term securltiss such as Treasury Bills and
Deposit Certiflcates which are not eirenlating media. But
these securlties cannct be sold %o the general publlc since
1t would be unwllling to lend at rates of less than one per
senty and for only such & short tims., Beeause of thia fact,
ne "mopping-up" process is possible in periods where theve
iz an inflationary tendeney. If borrowing is requlred %o
finance goveramental expendltwresn, 1t should be done through
orthodox interest~bearing bonds.

Gompulsery loans may take the ferm of payrell deduc-
tions. The rates would be pralsed progrvessively on the up~
swing of the cyele to the pesk. At thls point the tax
would be removed entively, and if thers were signs that s
depression was developlng, the deductlons made in ths up~
swing should be placed back Iln the income stream. The Alff-
1eﬁ1ty ls to dstermine the peak of the cycle. The tax fund

would be pald back to the employer as a wage subsidy or dir-
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eéﬁly %o the wage eavner. How much of this returned de-
duction will be spent as the syecle tends to slip downwards
is problematlieul; bubt 1t ies certain that thers would be 2
greater congumption than had there been ne return. If
there had bsen no such tax or dedustien, the peak in the
eycle would eertainly have been mueh higher. Uneuployment
insuranese is but a speelalized forw of tax collecitlons which
are pald as beneflts in the depressien phase and ecllected
as contributions in the prosperisty phase.

In the fisld of taxation, direct and indlrect taxes
fora the two sources of rsvenus. Because ol the fact éh&t
the modern economy must move, from its éyﬂamié nature, closer
to a civeulsr Tlow economy, the use of a highly progressive
tax rabe 1s recommended. Progressive taxation permits the
tapping of savings that would otherwlse net be used, and
the government may employ them in depressed perlods to edd
to private net lnvestment. 8ince the ilneome-consumption
funetlion 18 & relatively fixed ratle, 1t ls difficult to
see an incressed consumptlon necesssry Lo approanh a more
mature clroular flow economy. The use of a pregressive tax
rate throughout the oyele would be of pavticular benefit
during d@éressad ﬁimas; because without sueh»a tax, any
governmental expendltures to ralse the level of the national
income would be partly tapped for savings sz searsd by the
dynamic soclety. The pragrsssivé tax structure would take
inceressing amounts out of the lncome stream as prosperity

inereasged to great helghts, and 1t would take less In de-
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presged tlmes, while yed retaiaing the deslizable guality
last mentloned. The taxes collected would be used to off-
set the deflelts incurred with the ald of borvowing during
deprsaged perlods. The vates at whieh the taxes would be
sat wonld daspend upon the rate of saving causing dilsloca-~
tion and also the soelal degirability teo redlstribute in-
come in a different manner.

Of the Ilndlrset btaxss, the sales tax is the most eas-
1ly manipulated, although it has the serious disadvantage
of belng regressive in effeehs Howsevear, through the use of
progressive rates on the upswling of the eyele,; ths govern-
mont may effeet a decresse In the wate of rise of consump-
tlon expsnditures. iﬂ.ﬁ highly dynanie soclety, whers the
sgealeratblon prineiple hag influsnes, the reduced consump-
tion would reduse the induesd investaent and thereby tend
to overcome the dynamle tendencles. 8Sinee the rebturn of the
sales tax ls administratively difficult, 1lnvolving subsidles,
funds so procured could be used %o finance net addition to
publie works in depressed tlmes to supplemnent private ine
vestument, whlch would otherwlise have added to the defielt.

The problem 1s fto bring about s shift in the consump-
tion funetlon through the tax struecture, so that fluetua-
tions in private Invesbtuent will be offset by fluetuations
in consumption. Butbt the difficulty thet arises ls that 1%
is usuwally difflenlt Lo increase taxes in better times bew-
cauge of political Inexpediency. Such a programse is Iins

deed unpopular and few would countenance sn secunulation of
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funds to be used in depresssd times. Nevertheless, to
increase consumption in a highly dynamic soelety requires
a progresslve inecome and corporatlon tax bearing heavily
upon savings; the average propensity to consume auat be
ralaed. Consuaption taxes may be so adjusted as to reduce
the cyelieal fluctuatlons.

However, 1f the government intends to adopt a poliey
to discoursge saving, some other mesns of providing econ-
omie security must be provided %o displsee savings. This
eould be lncluded in a well developed soolal security
scheme. If the average meuber of the populatlon is not
té be reduced to a gtate of poverty in old age or slek-
ness, & government plan must be forthcoming te raplé.ee
saving.

In conclusien let us draw together what we have sald.
In a purely elreular flow economy the level of natlonal
income can be malntalned; but in a dynamlc soclety, unless
net Investment expendliures are maintalned, there willl be
a deecline in the national incoune. Net private investment
ig made for profit alone and not to oreate consumption.
If the praspests for adequate returns to capltal are not
sufficlent, Investment will not be made, and the volume
of net investment necessary to malntaln the national in-
come will fall below that level. PFurbther, the tendengy in
a depressien ls to curtall not only net investment bub alse\
replacenent expendlture, resulting in a lower naitional ine

come, being reduced by the multipller or leverage effect



of the capltal cutlays deferred. BPBecause of the fact that
the incone-~consumptlon funetion ls relatively stable and
gonsugption will not bs inercamed, 1t is necaaséry for the
governmsnt Lo step In to attempt to alleviats the condi
tlon. By tlalng lts capital expendltures so as to result

in a relatively constant level of net Lavestment, 1t 1s
heped that a national inconms commensurate with full eﬂpi@ym
ment can be wmaintalned., As 8 further part of its compense-
tory fiseal polliey, the iax system would be so adjusted
through the use of progressive lncome and gorporate baxes,
conpulsory savings and the sales taX, %o inersase the prop-
ensity to consune in depressed tines snd atbempt to ¢oil-
trol it in perlods of high prosperdity. The budget can be
balanced over the eyecle by the tax struchure. Bub this is
not particulsarly necessary slnce, wilith a rlslng national L
ingcome, the burden of a rising debt 1s velatively no gy@&ter{l)a
Through soclal security measures such as unenploymnent in
gurance, bthe heavier expenditures ususlly assoclated with
depressiong can be reduced. 2hort tern borrowing may be
used to tlde the government over the depresaion part of the
eycle. Such o compensatory pollay, it is hoped, would go
far bto wmalntaln e falrly high level of national Income cone
conitant wlth full euployment. It 1s certain that tluing
controllable expenditures, so that they do not volinelds with
privete expenditures, will do much to reduce the proportions

of tho fluetustions asgoclated with the businesa eycle.

(1) This assumes that a rlsing national income will be re~
fleeted 1n increased prices and not decslining prices.
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CHAPTER ¥

BEVERIDGE ON FULL_FHPLOYMENT

In his recently published boek, Pull Employment in
o Fres 3ocleby, the Hnglish econcmist, Slv William Beverw-
idge outlines a policy for full saployment as a sequal to
his Report en Soccelal Insurance and Allied Services published
in 1948, in whileh full employment was sssumed. Thls lat-
est report assumey that 1t ls the state's responslbility
te devise means of melntalning full enployment. He abb«
enpts 0 work out & well-pounded poliey whlech necessarlly
includes not enly national %at also International gonslded-
atlions.

Approaening the problem lu a systematlo fashion, Bev-
epldge defines what the often loosely used teram "full em-
ployment™ means. While full employment does not mean 1li%-
erally no unemployment, there must be aore vaeant jJobas
than upemployed men - the labour maerket must be a séller's
market rather than a buyerls. Bmployment must be at falwp
wages and sultable both gualitatlively (type) and guantit-
stivaely {rglétaé to supply). Unemploynent should be redus-
ed to frietional causes which shouald mean about three perx
cent unemployed. These condltions would result in a very
short tlme lag bebwsen jobs and thls could be covered by
uneaployaent insurance. As a further gualifleation of term-
Inology, employment must be consbructlve, productive of

consumpbion or leisurs. There must at all tines be sulte



able work, sultably loeated for all those desivous of on-
ployment .

The fyreedons to be retained by the individual in the
naw soglal arrangenent for full eaployzent include those
of worshlp, speech, writing, gtmﬁy and teaching, ssgembly,
asgoclation for politlieal purposes ineluvding the bringlong
about of a psaceful change cfAths governmnent, freedom of
managenent of personsl ineone and mest impevtent - In thias
conglderation - freedom of cholge of ocecupatior. Reveridge
is ecareful to polnt out that the libertsy of private eltlsz-
eng to own the means of production was not mentioned. While
ne takes the view that private ownership would prevall in
the Full Baployment Secleby, he does may that 1If it were
proven that social ownership were necesssry to maintain
f1ll employment, the latbter should be underitaken,

Unemployaent resulis from three maladjustnents ~ inade
squate outlay, inappropriate locatlion of industry, and im-
mobility of lsbour as between logation of ewployment and
the type of suployment avallable. These three ltems must
‘be regulét@d through governmental polieles ~ flascal and
otherwise ~ to meintaln full suployment, the responslibillty
of the state,

The most Important atback on unemployment ls through
adequate outlay on which employnent depends. Tolal oute
lay wmast always be sufflelent to ereate 2 demand for the
products of labour in excess of the total avallable wmen~
paweyr of the countrye. In this way, only can there be move

vacant jobs than men %o f£1ll them. It is the responsibll~
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ity of the state Lo ses that this outlay is adequate. Us-
ing fiscal policy as an instrunent, through publie cutlay
and taxatlon, the government must work to this end. Thus
governmen tal budgets will be determined, not by the ortho-
dox considerations mentioned in Chapter II, but by employ-
ment requlrementa. The governuent must be prepared bo
spend more than 1t takes from the people in order to bring
full employment; it matters not 1f the budget is unbalanced.

The main elements thet will enter inte the new budget
will be consideration of private Ilnvestment at home (I),
private consumpbtlon (¢), the balance of payments (B), out~
lay through publlec vevenue (R), outlay through publle boz -
rowlng (L), output capacity at full suployment (M), and
total outlay (0)« When O equals ¥ full emplsymenthis
reached. The sum of I,0,B:R,L edquals 0. It is the respon-
8ibllity of the state te govern its actlons with reference
to private outlay.

Direct influence upen full employment outlay can be
effected by the state only thwough R and L. But the effect
of these on the other factors must be consldered. It was
astimated that with 1938 levels of taxation, of every £1L00
incresss of state expenditures in Great Britaln, 289 would
have returned as revenue, 249 would have been used for con-
sumption and £24 would have been saved(l).‘ If tax rates

are ralged, ¢ and I would be reduced depending upon the

{1) W. Beveridge, Full Employment in a Free Soclebty, p. 141.
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nature of the change in the rates. In consldering tax
changes, account nust be taken of the effsﬁts upon eonsuup-
tion through indirect taxes and upon lnvestment through dir-
ect taxes.

There are three alternative roubss to full smployment.
Outlay may be lncreased wlthout inersased taxeation. This
means deflelts will be incurred. Outlay may be increased
with sufficient taxatlon Increases to balance the budget.
This is the orthodox method ef publice filnanes. Taxes may
be decreased wlth publle outlay the same. This permits
the publie to determine the nature of the outlay, deflelts
E@iﬁg ingurred by the government because of reduced reven-
ues. These three routes to full employment all entall a
conslderation of the prinelple of deficit flnaneing. Bev-
eridge definitely favours deflelt finanelng and he brilings
to his support Hr. Niocholas Kaldor whose argument he puts
forth. An Internal national debt does not decrease the
nafilonal weglth at all; there iz slmply a transfer of in-
terest through taxation from one group ln soclety to ane
other. Having regard for prospective changes in pfsdaﬂt-
ivity, working hours, population and soelal gservice expend-
itures, Kaldor clains that the national debt can be in-
creased a great deal without Increasing taX rates, assuming
an average rate of intervest of two per eemt(l}‘ The poss-

ible increase Iin debt annually without increased burden,

argues Beveridge, would be more than enough to maintain full
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employment. He is in favour of such deficlt finaneing te
do away wilith unewployment, pavezty; squalor and disecase.
But he does faveuw meeting state ouklsy as much as possible
out of eurrent revenus, sinse there would otherwlze he a
large 1&%@5&&8 in the rentier class, redu@iﬁg th@ produce
tivity of the natlon. Thus taXation sheuld be as high as
posglible without stifling enterprise., As a further refine~
‘meﬂt, the rate of interest should be continwusly lowered
80 as to abollah the rentler classi a poliey of easy woney
is a part of a full employment polley. While he adveocates
deflelt financing, he mays that there should be tines when
the revenues of the goverment willl exceed axpenﬂitureé,
not for the prime puvpoese of reducing the national debt,
but to permlt the government to implement a policy of soe~
ial priorities In which the most pressing needs will re-
celve preference. In the last analysis, all questions of
taxation, publlc outlay, etc. should be declded on the
basls of soelal need and not upon meintaining budgetary
equllibrium,

A long bterm government programae would include five
main ébjﬂﬁtiV@Sa Pirst, a communal outlay on non-market-
abls goods and services such as defence, _oyder, fres sduca-
tion, national health, roads, publie works, ete. Second,
provision through publie utilities of universal marketable
services of prime necessity. Third, through abﬁatienal
Invegtment Board, the governuent may eco-ordinate and steady

investuent of private buslness. Fourth, control of con-
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sunption through redistribution of income through soelal
segurity messures and preogressive tﬁﬁ&tiﬂﬂr Pifth, joint
gonsunption through governmental placing of orders %o be
sold later to the publie possibly lowered by a subsidy to
make them readily avallable to all.

Governmental maehlnery to carry out thils programue
would require three departments. The Ministry of Public
Finance must see that there lg adequate total vubtlay for
full employment. It will determine tax and prlce poliey
in bringing thls about, ALl the maln spheres of sconomic
activity should be under the Inltiatlive and guldance of
the stets, whieh should be willing %e finanee or underiaks
pro jects of national interest. Suffielent public projects
should be worked out for séveral years ahead, the spending
of whleh should be so timed as to ensure a steady flow of
papital lnvestument. The exsoution of these matters will
be in the hands of a "Natlenal Investment Board", with the
power to gilve assigtance and regulats publlic and private
investansnt, Compulsory veports on all private investaments
over a certaln amount could be instltuted so that publie
inveatment may be governed aceordingly. Asslstance would
taks the forw of providing f&n&s at lower interest ratoes
for approved pUrpos es thraugh'go%e?nmaﬂtAgg&raﬁt@e'af pri- .
vate loans. The state should be able to restrict private
investment if 1t sees fit. Thls department waulﬁ‘alsa have
under its wing, certain international spﬁeres including

an export and ilmport policy under a subaldiary Board of
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Trade. Thus the Minlstry ﬁf Publlc Finance would be re~
spongible for the planning of public outlay in an advan-
tageous mabner to promote full employment, belng prepsrsd
to reatried private investment 1f necessary.

A Depaytment of CGontrol would form the second divi.
sion of the governuent wmachinery. Undsr 1ts contrd would
be the supervision of monopolies, assistance in wapge ar-
bitration and price policy. Its impertant fuanctlon would
be to assure that publle expendliures were made for good
vélna« A third department would execute the declslons of
the above two. )

The sscond factor ln uneampleyment is lnapproprlate
location of Industry in relation to supply of labour. Out-
lay must be wlgely dirscted with vefersnce Lo the losatlion
of labour. Wolle, in wartime, peopls are asked to move
from one area Lo anpther and break seelsl conuections, they
apre not so willing to do so im-péaﬂetime‘ Because of thls,
misdivection of demand for labour tepritorially brings
structural unemployment. There are alse other dlsadvantages
of logation of certaln Industrlies in laprge towns. The re-
sulting cost to society ls wasteful of human life and rew
sources. This wavrants the estbablishment of a planning
comnittee to direct industries into deslrable locations
both from the polnt of view of the labour supply as wsll aé
spelal desirabllity. Through pﬁeveﬂtiﬂn of lecétiﬁﬁ of in-
dustries in certaln localitles and encouragemsnt in others,

1t 1s hoped that structural unemployment and other disadvane
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tages will be largely avolded.

This immoblllity of labour presents the third probe-
lem In maintaining full eumployment. Through the use of
gup loyment exochanges, assistance may be palned in organe
izing the labour market. It ls guestlonable as to whether
or not these should be made compulsory; bul Beverldpge sugg-

" eats that people under elghteen should be compelled to use
them so that they may be directed inte ococupatlons best
sulted to thelr capacities. It would also provide a method
of eontreolling the adjustment of total supply of labour in
sach industry to mest changing conditlions. An approved al-
ternative to government employment exdhanges, 1ls the trade
union exXchange. Labour should be papable of movling and be
ready to move when neé@ssary but mobllity does not mesan per~
petual moblion.

In eriticlism of the investment balancing and stimulated
consumption methods of malntaining adequate national in-
come for full employment, Beveridge bellieves that they are
only a part of such a programme. The principal sbjeetiéﬁs
to the investnent method are that much publlc expendlture
is not postponable and measures of taxation and cheap loans
will likely have no more effect upon investment than central
bank operations have in the past. The fﬂiﬂﬁﬁ'ééint 1s
brought out in the following exzsmple. Whén factories are
built in a locality, houses must be bullt to house the
workers, and schools, voads, sewage and hoaspltal faelllt-

les cannot be postponed until private investuent on fachor-
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1e¢s has ceased. Furthermore, stabllization of Invest~
ment at a level which is the averape of booms and slumpe
will be inadsduate to malntain full employmert.

By using mensures of increasing the propensity to con~
sume alone, unemployuent would still be great. This is
true sinee consumners' demand =ay bs miadirected ss to quale
1ty snd loostion of labour. Beverifge alms to direet the
amcunt and nature of private outlay for the soslal good.
Budgets would be governed b§ the regulred expendltuves
necessary to bring full eaployment. Bach of the two polw
lclos pamed - investment stabllization and inoreassd pue-
chasing power ~ are bubt a pari of a full employment poliey.
A gufficlently high tobal outlay wmust be made to ensure
full employment.

Before procseding to a consnlderation of the interna-
tional ilmplications of a full employment poliey, reference
should be made %o the easy money policy proposed by Bev-
erlidgs. It ia unneossassry te reiterate the obvlous objec~
tiong to sueh a polloy mentioned in Chapber IV sound hor-
rowing alone ls feasible.

A full ewployment policy for a sountyy depending upon
international trade 1a disturbed by fluctuations in over-
seas demand. For a multilateral system to work, three con-
ditions must be met. ALL nations must alm at full employ-
aenti all nationg must sdopt a continuity in foreign econ.-
omie policies Pelt through tariffs, guotas, ete. The third

condition 1s that those countries desliring to maintaln s



long term export balance must be wllling to lend te other
countries which wish to purchase more than they sell. This
is necessaspry 1f the gold liguidity of the natlon in ques~
tion 12 not vo be lost. The dislocatlon occasloned by the
curtallment of Amerlecan imports in the thirtles was por-
plezing. The supply of Ameriecan dovllars was greatly ree-
duced and the depression acoentusied. This in turn had an
effect upon the sconony of the U.S.4. bBecause the forelgn
counbtries were unable te purchase goods from them and stlll
balance thelr Ilnternational paymenbts. There ave but two
remedies for this contraction. International lending to
mitigats the intermatlonal gonsequences of a depression
will enable other countries to buy from that gith dearsage
ad lmports. An intevnational bank, which ean lend to make
potential dewand effoective, 1s necessary. The other method
1s through the seleetlve control of lmports so ag to isel-
ate the depressed country. This would entall a foresd
balanging of trade wlth the depressed gountry so that oxe
ports would egual Ilmporvta.

If the above-nentioned two methods do not work, mule
tllaterallsm may be sbandoned in favour of bllsteralism in
an attenpt to lsolate the internal economy frow the fluctua~
tlons of forelgn countries. HBven wlth international lend-
irg, 1t is difficult to see that thers will not be unemploy-
ment. Beverlidge suggests that the state should stlaulate
homes demand to conpensate for teuporary less of forelgn de~

mand. But how can a country reduce 1lts production of ex~
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port goods when it is tooled up to do so? . If it diverts
its productlon te home consumption, 1t will st1l) requlre
raw materials for production from forelgn ecountries. With-
out exports she cannot have sufficlent forelgn exchange
to purchase these wlthoub vepatriation of capltal which
cannot go on forever. To speak in terss of diverting pro-
ductlon wsans that there will be uwneuployment from two
sourees t qualisatively and guantitatively. In other words
the partioular skllls used in ezport productlen will net
neceasarily be used ln home productlon. Also to change
production reyqulring less imported raw materlals would vre-
guire a shift in the logatlon of demsnd of labour iIf it
is to be preductive; 1% is gulte difficult to move individ-
uals from ons lngation to another since it presents the
difficultlies mentloned by Beverldge - housing, loss of
friends, ete. Even if it were posusible to wmove them, deo~
pressiong ars so short-llved fthat it would be impractic-
able to do s, since forslgn demand for products would once
again be felt., The need of exports is fundamental for some
countries. International lending can agsist in the short
run but a fupdaznental maladjustment nust be vectified. It
ig hoped that by International collaboration a more stable
trade situation may be evolved.

Peveridge thus propoges full esploynent through pove
ernmental assuprance of adeguate total outlay, direetlion of
location of industry snd manpower. Wnlle international

inplicetions can do muech to upsed a policy of full employ-



B85

ment, adjustment of home demand and international lending
are expected to mitigate thess dlasturbances. However it
is diffleult to see that sush an arrangenent wonld achieve

the deslired resulis.
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GHAPTER VI

GONCLUSTONS

The rlss of lndividualism and the breaking down of
soclal barviers have led to the focusling of attention upon
the economle welfare of the individual. Growlng rapidly
to displace "Adam Smith laisseﬁ—faira“g is a new philosophy
of state interventloh t6 promeote the sconomic welfare of
the individual. This new attitude is partly due to the
self-agsertion of cerbtaln groups In soclety - particularly
the trade union - who have begun %0 realize thelr peower and
potentialities. The advent of a growlng nucleus of human~
itarians has also led to the deslre te bring a sultable
economlc baslas for the reasovnsble enjoyment of lifa. The
third influence is from those who deslre to maintaig the
status quo ss Intact as possible in the reallzatlon that.
if nething is done te alleviate the ecencunlc plight of the
mass of the peopls, the rising tlde of individuallism wlll
engulf thelr relatively favoured pesltion. It is through
state institutions that these new philésgghers would effect
changes.

The long and shert term disequilibrla, referred to in
Chapter I, are welded together into an irrvegular pattern
of economic activlity producing mass unemployment, which
is particularly accentunted with the business syele. The
governuents of Great Britaln, the Unlted States:and Canada

have commltted themselves to the establishament of full em-
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pleoynent in the post-war era. Although they do not know
how they ars golng to aaecomplish this feat, they dare not
let the people down for fear of unpleasant reactions.
Such an ldeologloal proposal has meny luplleations with
respect to both the Internal as well as the external sg=-
onony of a nation. Hany questions of pollcy of a funda-
mental character must be deeclded upon 1n the light of past
experience and the best theoretleal analysls avallable.
But, whatever happens, the governwent has accephed a new
responsibility and must see it Sthrough.

Before attempting %0 bring full employment to & na-
tlon, 1t 1lg easential that there be a precise definltion
of that term to provide a goal for which to strive. Are
we to aéeegt Beverldge's propeosal where full employment
will mean more vacant Jjobs bthan unemployed workers? While
this would certainly mean that unemployment would be re-
duced to frictional easuses, what will be the effect upon
the productivity of the natlon? WLll not the compebltive
slement, bringing ineressed efflclency, be largely lost;
especlally 1f a full employment programne calls for a move
equal distribution of incones? Pefhaps a level of em-
ploynent opperbtunities Just below that advanced by Bever-
idge may be more practical. @a must conolude that 1t 1s
a matter of measuring alteyrnatives. Are we willing to
sacrlfice greater efflielency and a more rapldly rising
gtandard of living for a level of employment such as that

proposed by Beverldge? This dquestion must be settled be-
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fore a programme alming at full employment can be smbark-
ad upon.

How 1s a government to lmplement a full employment
poliey? Past experisnce has btaught us that monetary pol-
lcy alone is not sufficient to achlieve thlis end, and we
mast turn to fismcal poliey as an Instrument, coupled wlth
a certaln smount of control over the loecation of industry
and dirsetion of labour inbte sultable sceupatlons to pre-
vént structural unemployment. Filscal policy in the past
has been a negative one, accentuating the booms and slunps
of the buslness eyele particularly, with a more or less
synchronous expansion and contraection of expenditures and
a perverslty of tax policy. Under a new fiscal policy,
it must be declded as to how much should bs spent and on
what. Other guestlions that arise are thorny and difficeult.
Shall defic¢lts be incurred continucusly? What are the
limits to publlie debt? What method should be used to fine
ance deficits? Is an easy money policy a good ons? What
tax pollicy will be the most advantageous to follow? These
are just a few of the more lmportant questions which we
shall examine briefly.

A a@mpaﬁsétcry fisecal polley calls for complementary
eapltal sxpenditures to compensate for the lack of private
investment; while the Beverlidge programne calls for a total
outlay, whieh ineludes other types of expenditures, suff-
leclent for full enployment. The former method proceeds

on the assumption that the violent fluctuatlons in busine
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eps activity are attributable to lnvestment-sxpendlturve
irregularities largely, and that capltal expenditures

are nore inecome creating than consumption and therefore
legs expendlture will be rsquired to maintaln full enm-
ployment. Under the iat%er programme, tobtal gutlay as
defined on page seventy-six, takes Into conslderation noet
only private investment but also eanaﬁm?ti@n and the bal-
ance of paymnents. Whether the feormer adjustment is suff-
icient is a matter for conjesture; but it is open %o the
serious criticism that a great deal of public expenditure
cannoct be postponed. But, If unemployament ls greatest in
the construction Industry,., expenditures so directed would
result in less frictienal unempleynent than 1f they waﬁs
spent on a variety of projects.

Should deflecits be ilnecupred continuously? Those whe
favour continuously unbalaneed budgets present the argu-
ment that public expenditures should be governed by suploy-
ment requlrements and not "any vague conceptions of budget
balanecing”. Publie debt, clains Kaldor, can be increased
for many years without an lncreaged burden, assuning a
two per cent average interest rate and increasing produc-
tivity of the nation. Others suggest an attempt at balan-
clng the budget over the cysle. Contyrary to what Kaldor
says, bthe public debt has very deflinite limits. BHven
with 2 lowering rate of Interest, continucus deficits can-~
not go on forever., If the pgovernment expects to borrow

at two per cent or even less, it ls extremely doubtful
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that the publie in general will be willing to freeze the
liqaiﬂi%y of agsets for suen a low rate. Unless the gove
ernment undertakes an expanslonary currency polley, it
will not be able to finance its deflelts. If it does shis,
inflatieon is certaln to oceocur when individuals release
thelr paréhaaiﬁg power. The government must pay rates
sufficient to induece individuals to freeze thelr assets.
Unless there is to be a large ventler cluss, borrowings
must be pald back in the main, through s heavy tax pelicey.
That taxation must be dlrected towards lneressed consump-
tion oy a cirenlar flow wconomy 1s the attltude of the in-
vesgtment theorlst slnce Invesiment opporbtunlities are de-
ereasing and the propenslty te save diffioult to change.
Taxation, for Beverldges, has two purposes. It will permiy
the working out of priloyities and through a heavily pro-
gressive tax, 1t will prevent the growth of a lapge rentier
elasay btaxatlion to reduce defilcits lsg ineldental., With
thiag, it is difficult to agres,since,as has bsen said bee-
fore, deficlts cannot go on forever.

While the popular politiclans talk glibly in terms of
bigger and better spending in "true American style" - a
disease which has infected many who have "wallowed in the
publie trough" durigg the war - they elther neglect or fall
to recognize the existing commitments that will certainly
have a tempering affect upon any poliey of government spend-
ing. In CGanada with a gmall population of about twelwe

millions, the government has obligations that will require
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approxinately three times the pre-war budgets. Various
sstimates of the "normal® post-war budget run around $1,600
millian{l)i This includes about $250 million for the Fam-
ily Allowance measuysji 1t algo takes inte aecount greatly
inereased debt charges to servisce an estlmated funded debt
of $20 billion when all the gests of the war have been re-
alized. Pensions and other veterans'! allowance costs will
be sizable. Purther, Great Britasin 1s no longer wllllng

or able to support defences for the Dominions and natlional
defence Includlng a greatser navy, aramy and alr foree will
add considerable to the budget. Wlth such a level of ann~
ual expenditures, there Is but a amall margin on which %o
work for even antl-cyelical spending. Individuals are goling
to be unwilling to pay the enormous btaxes they have in the
past. Any greater expendlitures than are now called for
will bring the budget up to the revenues reeelwved during
the oppressively heavy tax period of the war. Thepre will
be constant pressure to reduce taxes; higher btaxes will
result in a lower produetivity of the nation bsgause of the
lack of adequate incentive,

What of the lnternational implications of a full em-
ployment poliey? Unless the economy of a country is self
gufficient, trade 1ls luperatlve, even discounting the eth@f
benefits of international trade. Thus, whatever happens

abroad to change theddemand for sxporits, profeundly affects

(1) J.L. MeDougall, The Post-War Tax Load, p. 43 also Gil-
bert Jackson and Assoclates, The Burden of Taxation: Pre-
War and Post-War, p. 24.
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the internal economy causling ab the very least, structural
unemp loynent. Beverldge suggests the stimulatlon of home
consumptlon; but the ineffectlveness of sueh a measure s
pointed nut In the last chapter. The Canadlian sconomy, for
example, 1s particularly vulnersble to fluctuations in
world trade, since she dspends upon exporits for one third

of her natlonsl income, the agricultural industry whieh em-
ploys a large part of the populatiocn accounting for much of
this. By international e@llabaration, 1t 1a hoped that
flustuations in world markets wlll be considerably reduced,
but this is doubtfuwl. In the event of the fallure of the
International Wonetary Fuod as planned at Bretton Woods,
bilaterallsm or blocked curvency may be the enly solutlon,
apparently, for some counbrlies in an atteapt to lselate their
internal cconomy from the outslide world. Autarky, which
would require a readjustment internally is lmpracticabls,
not only because of the reduced natlonsl income thereby re-
sulting but also because of mwre pobtent conslderations,
Spesking in terms of brute force - which in the end wins out
{sven though possibly temporarily), ragérdlesa of any such
group asgs the United Natlons Organization - if a sountry with
vagt natural potentlialities sueh as Canada, refuses to share
these in international trade, she may bave no cholee in the
matter, milltary foree being the determnining faetor. BHven
in humanlterisn terme, 1t way be guestioned whether a count-
ry with natural resources hag any moral right to withhold

them from those wio® have not. Thus such an lsolation as aue
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tarky provides is rather lmpracticable, International
lending will enable temporayry dislocatlons to be pvers
goma. Such asglstance is proposed by the International
Bank attached to the Intepnational Yonetary Fund. Pug

a continuous export balance of trade by such a natlon as
the Unlted States will upset world trade just as 1% diad
In the thirtles.

Thus, even when conslderations of fisoal polioy are
made, the International implications of a full employment
poliey appsar to make the concept one whieh ls a8 theor-
etical ldeal. DNor can man'ts economnie relations be mane
ipulated as a earefully planned and executed laboyatory
sxperinent we are dealing wlth human nature, not "eoon-
omie man". Gevernmental bodles have given themselves a
practlcally lmpossible task when they commltted themselves
to a full employment poliey. They can to some extent rew
lieve the hardshlp and stress ocecsasloned by fl&etna%ians
in business activity, but they camneot bring "full saploy-

ment” .

THE OUILOOK FOR CANADIAN FISCAL POLICY

A further parenthetic note on the Canedian fiseal slt-
uation seems to be & sultable conclusion to a discuesion of
fiseal poliey and full employment. With the goverament
copmitted to an amnual expenditure of approximately $1,600
million, the outleok is anything but bright. There is =

tendency to regard the governuent as & "riech uncle™ who may
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give "hand-outs™ to all and gundry. The exbtension of soeial
security messures, apparently a la Beveridge Plan, will cer-
talnly give "erudle~to~the-grave" protection for Lhe pecple

of Canada. It will be the birth of & guick movement to fiscal
death. Let ue not forget, in our philanthropiec moods, that
the grestest amount that our tex system ralsed in Caneds during
the war years weg sbout $2,400 million. This was accomplished
with & shaprply progressive tax structure gnd & pational ineome
of at lesst $8 billion. With increased soeilal security measures
our annual expenditures vould sasily approach the $2 billion
level. But 1t appears thet we sre helpless to prevent de-
pregsions and unemployment because of the interanstionsl im-
plisations, Natlenal lncome will be redused drasticslly, per-
haps to one helf, remembering that it wae but %5‘&1111@3 in
1932, Hurthermore, the lower income will be distributed in
guch & manner as to render income taxes less productive since
the incomes of those who 8till retain thelr positions will be
mach lower. Bubt add to our "soclal security® measures Lo
which more will lay ¢laim, the expenditures on relief and pub-
lic pxajeats to alleviate the netional pllght and the govern-
ment's expenditures will approasch, 1f not purpass, the tax
revenues of way years, This mesns defieit finapeing., Butb
the deflelits thus incurred cannot be paid off in more pros-
perous times as anti-cyeclieal spending would require, since
the government has ocommitted itself to a poliecy of heavy un-
eontrolluble expenditures on social security and the like.

It means ultimately, a Hopselessly increasing debt and a nee-
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susarily inoreasing tax rete or alternately or conjunctively,
& @&§i£al levy in the form of inflation. This cannet go on
forever because initiabive will be stifled. The net sffect
will be to cause elther an exodus of the more valuable oiti-
zans from éaa sountry to the Unlted Btates - as we see ogourr-
ing to-day,or else all will get on the the "band wagon"” of
bigger and better government hand-outs., Soeial seeurity as
proposed in such sweeplng terms means social suieide by re-
moving individusl responsibilities apnd initiative,

The government's polioy should be to reduce the socisl
security messures from ensouraging improvidence and provide
Torms of contributory proteetion for unavoidable eontlagencies.
This would include unemployment insurance, accident and hog~
pltal insurance. Ab this ¥soolsl security” should end in
the intsrests of individuslism and responsibility.



96

BIBLIOGRAPHY
@&
Bank of Ganada Annual Reports and Statemsnis

of Accounts, Ottawa, 1938 %o
1946, inclusive.

Bates, Stewart Pioaneial History of Ganadlian
Governments, Ottawa, 1939.

Beveridge, S1ly W.H. Full Bmployment in a Free 3Soc=-
lety, London, 1944.

Crelghton, J.Hs Gentral Banking in Canads,
Vaneouver, 1933,

Canada, House of Commons Debates, Vol. LXXXIV, No. 26, Bud-
got Bpeech, Ottawa, October
12, 1945.

Dominion Bureau of Btatistles The Canads Year Book, varlous
years, 1945 inclusive, Ottawa.

Hansen, A.H. Flseal Poliey and Business
Cyeles, New York, 1394l

Hansen, A.H. | Full Recovery or Stagnation?®
Lendon, 1938,

Hanzen. and Perloff , State and Looal Finance ln the
Natlonal Heconomy. New York,
1944,

Harrls, Seyumour. Posg t-War Iconomlc Problems,

Hew York, 1943.

Ruznets, 8.3. 8eagsopal Varlatlons in Industry
and Trade, New York, 1933.

Miller, Viadiniwr. Canadian Wabtime PFlseal Pol-
icies, Hefaster, 1945.

Plumptre, A.F.W. ganadian War Plnance, Washing=
ton, P.C., 1941

Plumptre, A.F.W. Central Banking in the British
Donminlons, Toreonto, 1940.

Report of the Royal Comme- Books I and IX, and Appendices,
isslon on Doninlon-Provin- Qttawa, 1940,
c¢lal Relations.



97

Von Habsler, Gottfrled, Prosperity and Depression,
Genova, 1987,

Pagmphlets and Periodicals

American Beonomle Heview: Cansnda at War:; Wemorandum on the
Burden of Taxatlon by Gllbert Jackson and ALssocistes; The
Pogt-War Tax load by J.L. HeDougally National Clty Bank
Letters; Internatlional Postwar Problems, October 1945 and
Janaary 1946.





