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INTRODUCTION 


I t is proposed in this thesis to make a study of the historical 

development of Canadian public finance and f iscal policy. A study of 

public finance has been t aken to mean a study of the principl es and tech­

nique of obtaining and spending ftmds on the part of government . In ot:tr 

consideration of public finance it >vill be necessary to make a study of 

governmental expenditures, a study of governmental borrowing and indebted­

ness, and a study of the sources of governmental revenue. A fourth con­

sideration, t hat of administration, has been l eft untouched but for pas­

sing comments. 

The sources and yield of public revenues must of necessity be 

lln:d.ted by t he extent of a community 1s income and wealth and t he inclina­

tion of the people toward taxation. The income and wealth of Canada have 

varied greatly over the period here under consideration (the Freneh era 

to the present), hence it is obvious that if a clear picture is to be dralm 

of the sources and yields of public revenues and the direction of public 

expenditures it vr.Lll be nec essary throughout to make more t han passing 

reference to the general state of the econo~; it v~ll in f act be neces­

sary to follow in cursory .ma.rmer t he evolution of the Canadian economy 

in conjunction with our study of publie Finance . 

Because the monetary and banking systems are so intimately tied 

up tdth the development of the Canadian economy, and therefore with public 

finance, and especially since we are beginning our study in an era when 

t he banking syst em did not exist and t he monetary system was, to say the 

least, unsatisfactory, it seems desirabl e that we should trace these two 

into existence. 

Fiscal policy with respect to government spending and taxing policy 

i s a term t hat is becoming familiar to the newspaper reader as well as the 

economist; t he term usually cormotes counter cyclical compensatocy spending 
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aimed at ironing out the worst swings in the business cycle, or suggests 

control. of changes in private invest.ment and consumption; perhaps more 

debatable and more remote from the realm of the newspaper is the idea of 

fiscal poli cy in the long-run being somethine; aimed at raising or lower­

ing the average level of income so as to maintain high employment . These 

thoughts on the term fiscal policy are, I believe, acceptable. Never the­

less, it is necessary that vre take a less lofty attitude as regards the 

greater part of ~mat is contained herein and regard any government t~~ 

or borrmrlng , and the resulting e:X:penditures on anything other than 

defence, minimum public works, and administration as fiscal po.licy . 

After Confederation I have limited this study to a considerati on 

of the federal fiel d almost to the compl ete exclusion of t he provinces. 

Prior to Confederation Upper and Lower Canada, or Canada East and Canada 

West, are dealt with almost to the exclusion of the Maritime colonies . 

I have attempted in this introduction to consider a few basic concepts; 

to go further and discuss what is to be found herein would merely be 

elaboration of what can be read in the table of contents. 



Chapter I - ElLTiLY PUBLIC FI N NC AND THE FTRST MONEY 

During t he French era trade in the colony of New France had, for 

t he most part, remained in the hands of officials who handled i t for their 

own benefit. These same officials usuallJr returned to France, after a 

period of time, leaving Canada without a mercantile class of its own. 

The British, in line with the mercantilist phUosophy of the day, 

sought to mal{e all industry in the colony subservient to that of :Ehgland 

and to see that colonial products in no wa:y competed with production at 

home . The Quebec Act (1774) put Canadian Commerce under ancient French 

l aw.. This did not affect rural prosptrity very much as it was based upon 

trade in ravt materials and elementary agriculture, but the industry of 

the lower st . Lawrence became stagnant as a result . Also, the commercial, 

friction caused by maintenance of French law tended to discourage im­

migration. 

The success of the American Revolution was recognized by the treaty 

of 1783 between the United States and England, but trade between these two 

countries and between Canada and the United States was very much upset un­

til Jay ' s Treaty of 1794. This was the first conunercial treaty between 

Great Britain and t he United states and it served greatly to facilitate 

trade between Canada and the united States. This was al so the era of the 

English navigation l aws . Shipping from the West Indies and southern Europe 

was often made to call at English ports before coming to Canada with the 

result that the cost of goods brought to Canada was unnecessarily high .. 

After all, how could t he Canadian fur trader compete with his southern 

rival when the rum and whisky that he used as trading materials cost him 

so much more t han was ne.cessary? 

. - 3­



EARLY PUBLIC FINA~CE 

Duncan McArthur has very wisely pointe . out that : 

The history of public finance from 1763 to 1?40 i s but an nccottnt of 
t he attempt of the Canadian provinces to secure control over the dis­
pos it.ion of their ovm ublic revenues. l 

To amply demonstrate the truth of this iTould i nvol ve a consider ation of 

more political history t han we can well aff ord to consider here . Never­

theless, v.re ~rlll do lrell t o remind oursel ves periodically .of this state­

ment as we trace the history of public finance up to 1841. 

The English Ki ng, George III, succeeded to the revenues and dues 

t hat had previouszy been payabl e by the French coloP.ists to the French 

King . French revenues proved inadequate for t he Briti sh from t he begin­

ning with the r esult t hat t he f ollowing scal e of duties was set, up in 1766 . 

TABLE I {I 

DUTIES SET UP FOR REVENUE PURPOSES CANADA I N 1766 

s d 

\tine, per hogshead 0 10 0 
Rum, per hogshead 1 0 0 
Brancw, per gallon 0 1 0 
Wine ( ordin.a.cy) , per bottl e 0 0 2 

:l 

Wi ne (sweet), per bottle () 0 l i 
Eau de vie l i queur, per gallon 0 0 5 
Dry Goods, imported & exported, 3% ad valorem. 

# ~. , p. 494. 

Thes e were to be collected by a Recei ver-Gener a l vtwse ,off ice had been 

e stabl i shed in 1764 whil e the mili tary government was still l;dll·d ng t he 

country. The authority under which he acted appear;;;., t o say the l east, 

divided and c onfusing . During t he period of the militru.7 goveriJinent he 

collected the revenues though there is apparent ly no evidence, McArthur 

says, of how they were spent which seems t o suggest t he existence of a 

1
Duncan McArthur, "History of Public Finance 1765-1840 11 , Canada 

and Its Provinces, Adam Shortt and A.G. Doughty, General Editors, (Toronto: 
T. and A. Const able at t he Edi nburgh University Press, 1915), Bk. rv, 491. 

http:ordin.a.cy
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considerable lack of organj_zation . This i s furthel~ borne out by t he 

f act that t e Rece-'ve_ -Gener, 1, Sir T_1o:t1as Jills, was rel iev:ed of his 

authority in 178 afte;~.~ an i nvesti gation of his accounts . 

?he e,,. ndi tures of this era m.ny be c l assified in·f:.o three nain 

t ypes- - -salaries, fees of off · ce, and conting ncies. The salari es item 

is of course self expl anatory. Fe s of offi ce wer e rewards of public scr­

vants oveP and above t heir salaries. As L'lie 1t be expected, t hey l ent the~ 

sel ves t o abuse and f or t hat reason wer e much criti ci zed. Conti ngencies 

covered the incident al expenses connected 1.'1i t h the admini c:-tration of public 

office . Revenues never equalled expen ; tures at thi s time and t he dif'f ­

erences vrere a l l'rays met by the British Tr easury. We should note in this 

connect i on t hat t e concept of, and ·abilit y t o balance budgets is still a 

long way of f. 

The Quebec Revenue Act of 1774J mich ~as t he f i nancia l portion of 

t he Quebec Act, set up a new scal e of duti es on br anqy, rum, molasses, and 

so forth ~ The interesti ng thi ng about this was t hat the act contai..r1ed liJhat 

might be descr ibed as a preferential scale which gave first pref erence to 

England, second pr eference t o t he British West Indies and third to the other 

American possess:i.ons. (Recall t hat t his is a year before first shot was 

fired i n t he American Revolution.) 

:£.,1 'fABLE I I II 

THE NEW SCALE OF DUTI ES SI!,"T UP BY THE QUEBEC RE.'VENUE ACT IN 1774 

Brandy or other spirits of British ma..r1ufacture, per gallon 3 d 
Rum or other spirits from the British West Indies, per gallon G d 
Rum or other spirits from American possessions, per gallon 9 d 
Brandy of Foreign manufacture .llnported from Britain, per gallon 1 s 
Molasses & syrups imported in British Ships, per gallon 3 d 
Molasses & syrups imported in foreign shi ps, per gallon 6 d 

# Ibid., p. 496 . 
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'l'he l ast two items i n abl e II are an i nteresting illustration of the 

affect s o t .. e nr.v.:za.tion a.v;s., This sall.le revenue act aloo established 

licennes £1, 16s) f or t 1e keeping of . ouses o . }'Ublic entertain.nen· , and 

a..1so for s o s for t he sal e of liq wrs. In a ddition, tl o right of the King 

t o collect the ca su..-1..1 an ·~erritori re·..rcnues forr10rl y received by the 

F ench c o m was reaffirmed. Thi s provision tt s never ve ~y t. orot1g~1ly e ... ­

.fo ccd and eve tu..1..Uy much of it 1-'ro.s not collected a.t a~l. Certain rCivi­

sions of t he acL vrere found t o e pre j udicial to t he Indian trade ~nd were 

t erefore soon ru~ended . 

The chief som"ccs of income in t his early period were the customs 

dues and casu.a.l territorial r even es . It is i nteresting to note t e em­

phnsis pl a.ced on duties on into:Y.icn.ti ng bever age s as a mea.."ls of raising re­

venue . The high cost of revenue c ollection i s also worthy of note. For 

inst ance, from 1785 to 1790 13.2% of all ~1come from the ~tebec Revenue Act 

was lost in collection charges, and for the period f r om 1775 to 1791 col.. 

1l ection charges amounted to 12%. Ta.J: Revenue was still inadequate a s is 

i ndicated by the statement f or t1e yea:r endlng April, 1788 which shows 

271 ~ of expenditures be:in g met by t he military che st . 

EARI.Y CIRCULATING Mf~Q..IA 

Dispatches by the French in Ca.'la.da t o the gov.ernment in F'i'ance 

clearly indicate an almost continuo<.Hs S~h:;rtage of currency and coin. 5 As 

atempora.ry means of overcoming; t he shortage and as a meru s of meeting the 

P<\}r of t he Freno sol diers stationed in Ca.P..ada until .money could arrive in 

t he spring Jacques de J~ ~eulles, the Intendent of the day, in 1685 issued as 

libid., p . 497. The first percentage is given, the second is m:Lne . 


2Ibid., p . 499. Statistics given, percent age mine .. 


J see Documents Rel atin to Canadian Currenc 

during the French Period, ed. A. Shortt 
Printer, 1925), pp . 9, 25, 55, 59. 

http:atempora.ry
http:continuo<.Hs
http:Ca.'la.da
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temporary legal tender a form of "card moneyn (so named because it was made 

from ordinary playing cards) .1 This 11 tem.porary" use of card money l asted 

until the advent of the English eighty years later . There was nothing the 

matter with the idea in itself, but eventuall y the m:>ney was overi ssued a.Ild 

consequently i t lost most of its face value . The result vm.s that the French 

Canadian peasant devel oped a distrust of paper currency which was not 

dissipated until a long time after the c.oming of the English . The British 

had a difficult time getting a settleroont from the French goverrunent with 

regard to t he redemption of the card money and eventually t ook a 52% loss . 

J .w. Hamilton makes an interesting observation in connect ion with the place 

. -'J.

of card money in our monetary system: 

In mentioning the final liquidati on of this paper I do not vrant to con­
vey the impression t hat its i ssue was detrimental to Canada---far from 
it, f or a perusal of the history of the' eighty years t hat it was in 
circulation shot~s that much was accomplished by it, and in the hand of 
a people more progressive i n agriculture and commerce it might have 
been of inestimable vtilue. Its final colla:r; se only occurred when the 
goverrunent of France relaxed its control and ·t,hereby permitted the 
Intendent to issue at vf.Lll, for selfish purposes. 2 . 

In 1764 the British laid down an official exchange rate for the 

various coins in circulation, but this had to be repealed four years later 

because t he great number of chipped and worn coins made it impossible to 

establish any true relative values among them. ,r It might well, be asked 

why these chipped and worn coins were so numerous andwhy they were tolerated? 

The answer is t hat the colony was continually short of money for e:x:change 

purposes because of an adverse balance of trade . For a. time1also, the 

lsee: Adam Shortt, "Canadian Currency and Ex.change Under French 
Rule 11 , Journal of the Canadian Bankers 1 Associat ion, V, 271-290, 
585-401, VI, 1- 22, 147-165, 253-247. Also see J .W. Hamilton; "On 
t he Early Currency of Canada,• Journal of the Canadian Bankers' 
A~sociation,I, 275-276 . 

2Ibid., p. 276 . 
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l ar er coins were overrated relative to t he small ones with the result, of 

course, that the l atter disappeared. These things then, pl us the fact that 

the Americans adopted a decimal currency, resulted in coinage of all types 

a.n.d descriptions f:i.nding r efuge in Canada. without its being too carefully 

scrutinized. We mentioned that t he first official r at2ng had been repeal~; 

1in 1777 the faroous Halifax pound became the basis for r ating coins . This 

was merely a 1mit of account and did not correspond with any existing cur­

rency or c oin. It was purposely formulated in order to f acilitate t he 

exchange of pounds and Spanish dollars . 

In 1796 an Act passed by the legislature of Upper Canada made 

the follo1r.Lng coins legal tender at specified rates; the British guinea, 

PDrtuguese johannes, Portuguese moidore, American eagle, the British crown 

and shilling, the Spanish milled dollar and pi storees, the American dollar, 

the French crovln and several other French pieces. The same legisl ation 

had previously been . passed in Low-er Canada . It is not hard t o imagine the 

diff iculty in establishing an accurate relative standard for all these 

coins; in 1808 and 1809 t he acts had to be amended in the two colonies 

because of this very difficulty. 

The War of .1812 necessitated a great increase in expenditures in 

Canada on the part of the British government. Because of a shortage of 

circulating media in Canada, a~d to do away with the risks as well as the 

inconveniences of transporting coin and specie to the colony at such a 

time the British issued what were known as ar.m;v bills. These. were orders 

on the British treasury, were expressed in convenient standard amounts,. 

l For an interesting discussion on the Halifax pound see J .W.H. Rowley, 
11 0ld Currencies in Nova Scotia," Journal of t he Canadian Bankers' Asso­
ciation, v.II, 415-416. 
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nd v. ere in r ealit a. means of f cilitating the transfer of Bri tish capital. 

t o Canada~ They were not in themselves a paper currency but "they circu­

l ated widel.y in both Upper and Lower Cane.da. (in Lower Canada only aft er some 

prelimi.r.1.:~ry reluctance on the part of the French peasant) because t hey were 

f'reeJ..y- convertible into bill s of' exchanee at t he Ar r.rr:r Off'ice in Quebec . 

The 1a.r ,er denomi. tions bore interest but the smaller ones did not ; both 

how·ever were freely convertibl e on demand. J.W. Hamilton says of the Army 

Bills that t 1ey., tthave enriched he country, not so nm.ch by t 1e i nterest 

they pai d as by s tinn.tl ating the prices of its commodities and giving greater 

facilities for the purchase of government exchange in London. nl 

The army bills, besides being a source of' Capital, served to in­

crea se the f aith of t he people in paper money and thus helped pave the wey­

for the eventual issue of ba.n.l{ notes . War had for a second time (the first 

being the American Revolutionary vvar) served, ?dt hout working nru.ch havoc 

upon the country, to greatly speed its development and increase the general 

standard of living. 

The army bills had the effect of temporarily relieving the currency 

shortage, but, v.'hen they had been liquidated t he old problem of rel ative 

value among the many coins that were in eirculation again arose . In 1819 

therefore the French gold and silver coins which had been struck in 1792 

were admitted to unlimited legal tender. In Lower canada t his had the effect 

of pract ically making them the standard of value while in Upper Canada the 

Spanish dollar was the accepted standard . 

lrhe guebec Gazette, cited in McMullen ' s History of Ca.nada,in turn 
cited in Hamilton op ~ cit., p . 281. 

http:stinn.tl


Chapter 	II - BA NKI NG I N CANADA I N EARLY TIMES 

THE BANKING FUNCTION I N EARLY TIMES. 

The redemption of the army bills leads us to the natural place to 

turn aside and consider early banking. If, as has been said, banks were 

j ust a "simplier, easier, less costly method of rendering a service al­

ready existing", then we should consider these services as they existed 

before the foundation of the early banks and see how the need for banking 

1facili t ies eventually 	outgrew them. 

The chief functions of commercial banking are those of deposit, dis­

count, loan, and the issue of currency (this last function has of course been 

taken from the chartered banks but is relevant to the period under discussion). 

Let us first consider the deposit function. Before the f oundation of bank­

ing facilities in Canada savings were either kept in the local merchant ' s 

strong box or in the proverbial 11 sock 11 at home . The result was that money 

vtas hoarded and withdrawn from circulation. Such action was injurious to 

the economy in that it tended to accentuate the continual shortage of curr­

ency and coin. And of course, as long as money was saved in this manner 

no interest was received on it . Interest on deposits was not paid until lS35 

though the first bank was founded eighteen years earlier. We noted in Chap­

ter I that the circulating media had a tendency to leave the country because 

of a conti nually existing adverse balance of trade . The result was that a 

considerable part of the dealings between the average merchant and his cus­

tomers was carried on by barter. Since there was no very great surplus of 

money it seems clear that more -elaborate deposit facilities than those of the 

"sock 11 and the merchant's strong box were not greatly needed before the 

time when they were actually provided . 

l A good study of this sort may be found in W.S. Wallace, 11Place of 
11Banking 	in Canadian History, Journal of the Canadian Bankers ' Association , 

v. 	30, pp. 113-121. 
- Journal of Canadian Bankers' Association will herinafter be 

written 	J . of C.B.A. 

- 10 ­
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The larger merchants also carried on the discount and exchange func­

tions before t he advent of banking in Canada . Regular Canadian exports to 

England such as furs, American and Canadian products from the interior that 

were shippedv,lria Canada, and the support of extensive military garrisons in 

this country by England, without a corresponding volume of imports to Cana­

da from England led to a very considerable balance of British bills of ex­

change in Canada . At the same time as between Canada and t he United States 

the suppl y of bills of exchange was against Canada, and as between the 

United States and Engl and the supply of exchange was against the United States. 

The United States was theref ore in need of British bills of exchange and 

Canada had these in excess . At the same time then that sterling bills were 

at a premium in New York and Boston they were f alling below par in Canada; 

without our modern methoas of communication arbitrage dealings di d not tend 

to equate the exchange rates to the extent that they do to-day . The pro­

cedure was earl y adopted of bringing large quantities of cash into Canada from 

the American cities which was exchanged for sterling bills thus tending to 

establish an equilibrium. This process marks the beginning of t he very sat­

isfactory t hree- cornered system of trade between Canada, the United States 

and Great Britain which only broke down after World War II . A number of the 

l arger Canadian merchants found dealing in exchange a very profitable side­

line . The currency and coin brought in from t he United States was needed, not 

merely because Canada had an adverse balance in her American trade, but also, 

because payments for American products imported into Canada often had to be 

made in small amounts , and the cash, rather than local instruments of exch­

ange or the larger EnglistJ. bills, served best i n making these payments . 

Prior to the establishment of banks the loan function was very in­

adequately car r i ed out . The note issue function al so was performed only 

haphazardly. In the early french period there was no paper currency at all . 
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We have already noted how "card money" came into existence in 1685 and noted 

the affect that it had upon the citizens of New France. After the conquest 

the British merchants refused to accept it; this refusal to touch card money 

resulted in a considerable amount of dishoarding of coin and specie on the 

part of the French Canadians . We have also noted the almost continuous 

11 flight 11 of coin. The merchants therefore took to issuing what might be 

described as promissory notes or I.O.U•s . If a merchant was in good stand­

ing in his community his notes gained a rather wide circulation as currency. 

In actual fact they were probably illegal in most of the British North American 

colonies . They were best known as 11 bons 11 because the wording in the merchants • 

notes issued in New France and Lower Canada commenced 11 pour bon11 • These 

promissory notes were by no means confined to the Canadas; there are numerous 

examples of the issue of scrip and paper money by private i ndividuals i n 

Nova Scotia .l By 1800 considerable American paper.. was circulating in Canada 

and it therefore provided one more source of currency before the establish­

ment of banks . All the merchants ' paper or 11bons 11 was a result of , and 

helped considerably to make up for the scarcity of coin and currency. In 

addition, it played an important role in psychologically prepari ng peop~ . 

for the eventual use of bank notes . 

The army bills , discussed above , were the third important early 

pseudo-currency prior to the issue of bank notes ( card money and bons being 

the other two). Shortt's conclusion as regards the place of bons and army 

bills in the early monetary history of Upper Canada is as follows: 

All things considered we cannot but admit that in the early years of the 
Upper Province these local media of exchange were mo~e manageable, if 
not more secure than any bank notes could have been. 

1 Rowley, op . cit. , pp. 418-419 . 


2 Adam Shortt, "Early History of Canadian Banking IV --- 1791-1812," 

J . of C.B.A . , IV, p . 241. 
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There were undoubtedly grievances but these r1ere due in a l arge de­

gr ee to other causes than the exchange system. The basic diff iculty was t he 

limited sur pl us i n the production of goods and the ever present transpor ta­

tion problems . These could only be overcome through the gradual development 

of the country . Crys f or currency woul d not result in a suppl y of actual 

capi t al. Let me quote again in this vein: 

While then, t he apparent and growing difficulty before t he war, (ie . 1812) 
was a scarcity of circulating medium the real difficulties were uncer­
tai nty for the markets for exports with no prompt knowledge of their 
changes, costs and delay in transportation and severe loss in effecting 
exchanges owinf to the lack of any special organs for properly under­
standing them. 

Hence the greatest service banking could have rendered vlOuld have been a more 

economical adjustment of exchange rates. This was in effect what happened 

once the banks were set up and it was fro:r.1 this that the banks made mosl..: of 

the.ir mone~. 

The tendency to confuse capital and circulating media was a charac­

teristic of much of the early agitation f or banking facilities. This con­

f usion persisted after the banks were set up and persists to this day. Let 

me quote on this particular aspect: 

There were among some a tendency to confuse capital and circulating med­
i um as well as a failure to observe that it is i mpossible to enlarge 
the sphere of redeemable paper money to take the pla.ce of specie which 
is l eaving the country. vlhen specie is being exported either t he bank 
must curtail its circulation or suspend the redemption of its notes.2 

THE FIRST BANKS 

Agitation for banking facilities began shortly after the British 

conquest and up to the War of 1812 there w~re two or three serious attempts 

to form banks . The agitat ion was the r esult of a scarcity of coinage , the 

l Adam Shortt, 11 'I'he Early History of Canadian Banking IV --- The First 

· Banks in Lower Canada, 11 J. of C.B.A. , IV, P• 343. 

2Ibid. p. 349. 
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growth of trade and commerce under t he Brit ish, and t he need for some agency 

to gather up the saviP~s of t he country as this trade and commerce increased . 

As t he condi t ions in the province became more stable the i ncrease in surplus 

products gradually stimulated a regular export trade requiring the develop­

ment of a mechanism of exchange more compl ex than that satisfying local needs . 

All thi s had its culminat ion in the redemption of the army bills af ter t he 

War of 1812. 

A private bank of deposit was set up knovm as the "Canada Banking 

Co . " i n l-1ontreal in 1792. It apparently performed few of a banl<s funct ions 

and lasted only a very short time; it i s t herefor e seldom t hought of as the 

first 6anadian bank . In 1801 £50,000 were subscri bed t oward a projected 

bank in Halifax but the plan f ailed as t he sponsors were ~eeking monopoly 

privileges . I n 1807 Montreal and Quebec merchants petitioned foi' a bank. 

Montreal seems to have been the focal point for much of the early banking 

activity: 

It was the connect ion of Montreal with the Angl o American settlements 
of the West , much more than any scarcity of money in Lower Canada, which 

1caused its merchants to seek so persistently the est~blishment of a bank . 

In 1808 there were again petitions from these citi es f or a proposed "Canada 

Bank 11 A bill was introduced, and though it did not result in a bank being• 

set· up, it is t he master document of this phase of Canadian banking history. 

vlhen t his bill i s compared to the charter of the f i rst "Bank of the United 

States" it becomes obvious that the Canadi an promoters pat t erned t heir pro­

posed project upon it . As i n the American charter, there was provision made 

in the ·1808 document for government participation. 

lA . Shor tt, "The Early His tory of Canadian Banking, --- The First 
Banks of Upper Canada , n J . of C.B.A., V, p. 2. 
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In 1817 the Bank of ~1ontreal, the first real bank i n Canada , was 

set up under articl es of association as a privat e corporation. The f act 

that many of the sponsors of t he 1B08 project were also among the organizers 

of this bank provides the link between it and the first Bank of the United 

St ates . The principles involved i n the chart er of the Bank of Montreal form 

the basis for all chart ers gr anted by the legislatures of Upper and Lower 

Canada . And since these principl es have r emained among t he central f eatures 

of t he Canadian banking system until t his day it is import ant that we con­

si der the Bank of Montreal in some detail. I t was set up with an authorized 

capital of £250,000, but began busi ness with an initial pai d in capit al of 

£ 25 ,000 .1 Shareholders were liable to the extent of t he subscribed shares . 

The bank was not to deal in r eal estate or l end money on mortgages but could 

take morgages as collater al security (note similarity to Bank Act as it 

stands to-day). The total l iability was not to exceed tr~ee times the paid 

up capital . The directors were to present a statement to the shareholders 

at the annual meeting . Here then were at l east the foundations for a sound 

banking system. The f act t hat the French Canadian peasant was a bit scept­

ical as concerns bank notes is perhaps a good thing; the Bank of Montreal 

did not get into trouble through over issue of its notes because the French, 

particularl¥ the peasants , t ended to convert t heir bank notes into hard 

money i mmediately after acquiring them. 

l For mor e detailed information on the original charter of the Bank 
of Montreal see : 

(a ) R.M. Breckenridge, History of Banking in Canada , (Washington: 
Government Pr i nting Office, 1910) , pp. 9•13 . 

(b) A. Shortt, "Currency and Banking in Canada, 1760-1841, 1' Canada, 
and its Provinces , v. IV, pp . 610- 611. 

(c) A. Shortt, "Early History of Canadian Banking - -- Origin of the 
Banking System," J . of C.B .A. v. IV, pp. 1-19. 
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On the other hand, the Bank of Upper Canada, which we will be considering be­

low, tended to overissue because the army bills had made currency readily 

acceptable in Upper Canada . 

This Bank of Montreal Charter , copied as we have seen from one in the 

United States, plus certain Scottish influences such as the provision for 

branch banking started our banking system on the course it has since follow­

ed in gradually developing toward the soundness that it enjoys to- day. Con­

sider the following two statements as concerns the ~artenage: of our banking 

system: 

I may say that the Canadian banking syste~was derived in a very direct 
and literal manner from the United States. 

In our present Bank Act we may still recognize many features of Hamilton ' s 
first charter of the Bank of the United States. Indeed we may say that 
the res~nt Canadian banking system is a more direct and legitimate des­

. cenda:nt frOlll the plan dra\m up by Hamilton than is the present banking 
system of the u . s .A.2 · 

I do not bel ieve that there is incongruency in stating as I have 

above that,"here then were at least the foundations of a sound banking system", 

and then poj ~ting out that in reality the early bank charters reveal that 

the laws governing banking were nei;ther strict nor severe . Here are a few 

of the weaknesses. The liability of shareholders was limited to the 

amount of their stock subscriptions; admittedly, this is the case to-day, but 

numerous new safeguards were added both before and after the double liability 

was dropped. Also, note issue could proceed to any length as long as the 

bank ' s total debt, over and above its deposits, did not exceed thrice its 

capital stock1 Penalties for suspension of specie were mild and not specific . 

Nor were there safeguards against the banks lending on their own shares . 

Luckily then, those who owned and operated most of the first banks acted 

1 Ibid, . , p . 3. 

2 l.hid., p. 19. 
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along other lines than taking advantage of the laws defects and inad­

equacies . 

In 1818 the Quebec Bank was formed in that city , and American and 

Montreal business men interested in the American trade set up the Bank of 

Canada at Montreal . Both these banks were organized under articles of assoc­

iation. In 1819 the Bank of Upper Canada at Kingston was organized in the 

same manner and thereby became the first bank in Upper Canada . The attempt 

to charter these and other banks in the years 1815-1819 failed for various 

reasons; in many cases the bills passed the Assembly of Upper or Lower 

Canada and then did not receive the sanction of the British government within 

the required time limit. However, the three Lower Canada banks were all 

assured of charters in 1821.1 

The situation i n Upper Canada was rather complicated. A bill to 

charter a Bank of Upper Canada, sponsored by the Kingston group, was passed 

in the session of 1817 but the necessary royal assent was not receiv:ed with­

in the maximum two year period . It was at this time that some of the Kingston 

group set up business under articles of association. The legislature tried 

again, this time passing two charters, one for the Kingston group and an­

other for a proposed Bank of Upper Canada backed by the Family Compact . 

The Kingston chartert received royal assent immediately but the sponsors 

forfeited it by not using it within a required time period . All this has 

given rise in the literature on banking history of the period to the term 

the "pretended" Bank of Upper CanaEia . 

~ Royal assent on the charter sponsored by the Family Compact, after 

being held up because of a provision allowing stock subscription by the 

government of Upper Canada, was finally received in 1821 . The charter 

1 Actually, the first bank i n the Maritimes, or Canada to receive 
and use a charter was the Bank pf New Brunswick in 1820. 
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originally called for an authorized capital of £200,000. This was, to say 

the l east , rath r ambitious in as much as the Family Compact's Bank of 

Upper Canada at York, by a special act i n 1822, was allowed to start busin­

ess with a paid up capital of but £10,000 and half of this had to be sub­

scribed by the government . It has been said of the founding of this bank: 

Thus with t he exerci se of a great deal of i ngenuity, and the contri­
bution of a little capital on the part of its promot~rs, we find that 
notable institution the Bank of pper Canada started on its i nteresting

1career. 

The paid in capital of the banks formed in Lower Canada was modest 

enough, but certainly those in Upper Canada started with much less; the 

Kingston group began with only £11,500 paid in. We made the claim that the 

early laws governing banking were neither strict nor severe. Considering 

this and the fact that the paid in capitals were so small how was it that 

all these banks survived , with the exception of the failure of the unchart­

ered group at Kingston?2 Part of the answer may be found in tha fact that 

both the Bank of Upper Canada and the Bank of Montreal had the advantage 

of alliance with the dominant political party in their respective provinces. 

In Upper Canada the entrenched political faction was determined to keep bank­

ing in its own hands. In lower Canada the French were both prejudiced again­

st paper currency and reluctant to let the ~nglish receive charters from 

the legislature. These forces were so successful in preventing the multi­

plication of banks that there were no new banks chartered in either of the 

1 A. Shortt, "Early History of Canadian Banking --- The First Banks 
of Upper Canada, " J . of C.B.A ., V, p. 21. 

2 R.M. Breckenridge, Canadian Banking System 1817-1870, (New York: 
MacMillan & Co., 1895), p. 59. BreckenrJdge strongly criticizes the manner 
in which the bank was conducted and vrou,Cd up. Adam Shortt discounts this 
and also criticizes Breckenridg~s book and seeming incompetence on a 
number of counts. See Adam Shortt, in J. of C.B.A., v. III, p. 100 for 
Shortt's review of Breckenridge 's book. 
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of the Canadas until 1832. The same situati on existed in the Maritimes ; the 

first bank i n Novia Scotia ¥ms founded in 1825 as a private partners hip but 

was able to influence the legislature not to charter any banks in Nov.a 

Scotia bef ore 1832; and with a single exception no new banks were authorized 

in New Brunswick between 1820 and 1835 . A second reason why the banks sur­

vi ved as a result of the f i rst; the early chartered banks passea the diffic­

ult period of youth i 11 communities where they~eaeope could pick and choose 

their risks . 



Chapter III - FROM THE CONSTITUTIONAL ACT TO ACT OF UNI ON 

PUBLIC FINANCE 

In Chapter I we traced, among other things, the general sources of 

revenues and the major directions of expenditures up to the time of the 

Constitutional Act of 1791 . We must now do this for the period from the 

Constitutional Act of 1791 to the Act of Union in H~41. 1 

The three significant factors in the Act of 1791 as regards public 

finance were: 

1. 	 The setting up of two separate provinces Upper Canada and Lower 
Canada. 

2. 	 The creation of representative As semblies . 
3. The creation of the clergy reserves . 

The division of the colony into Upper and Lower Canada put t he control of 

public finance under two separate offices. The inm1ediate significance of 

this was to be found in the geogr aphical position of the two provinces; 

custom duties were still f ar the largest source of revenue in the country and 

Lower Canada , under the new set- up, controlled all the ports of entry. It 

is obvi ous then that Upper Canada ' s receipts were at the mercy of Lower 

Canada ' s t ariff policy. Consequently, the whole period to 1841 was marked 

by peri odic disagreements on t his matter , especially since Upper Canada's 

population was growing with the result that the portion of tota l impor t s 

destined for Upper Canada incr eased. The agreements concerning distribution 

of t he customs revenues were therefore re- negotiated on a number of occasions . 

Each time Upper Canada ' s share of the split was i ncreased. Financial hostil­

ities were so acute for a time after the War of 1812 that the British 

1For a brief general outline of the terms of the Act of 1791 see 
Carl Hittke, A History of Canada (Toronto : NcClelland & Stewart, Limited, 1941) 
pp. 65-67 . 
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government had to i nter vene ~nth the Canada Tr ade Act in 1822 .1 

The Constitutional Act ' s creation of a representati ve assembly in each 

of the t wo provinces was the first step in t he event ual , and not too distant, 

strut,?;gl e for cont rol over provinci al t axat i on by t he elected representatives 

of t he people. It shoul d be noted i n t hi s conne ct ion that it was at t his 

time (1795), appar ently at t he inst igation of the governor, Lor d Dorc 1es t er, 

that t he pr actice commenced of submitt i ng annually a complete stat ement of 

revenues and expenditures to ' the assembly as a means of getti ng t heir support 

and to "impress them with t he generous and liberal conduct pursued by Great 

Britain for promoting the Strength, \vealth. and Gener al Prosperity of the 

2Province. " 

In the creation of the cler gy reserves t he government was allowed to 

undertake the support of a minorit y group of t he Protestant Church . "A 

permanent asset of t he gover nment was employed for a specific pur pose . 11 3 

Both the clergy and cro\rm reserves v1ere poorly adn inistered and there was 

>·ddespr ead speculation in public l ands . Furthermore, the clergy r eserves 

r esulted in huge tracts of unoccupied l ands being l eft in other1-1ise settled 

areas . This was a serious obstacle t o the development of f arming communities . 

and ret ar ded the development and settling of the provinces; the ret~rdation as 

a re sult of this was part iculari ly noticeabl e during t he depression which 

followed the War of 1812 . 

The Constitutional Act resulted in no immedi ate change in the sources 

of' revenues ; the tariff of 1774 still remained in f orce. However , the more 

elilbora t e system of' government ,.,hi ch had been set up i nvolved greater expendi­

tures; and each new expense necessitated a new act that would raise revenue 

The Canada Trade Act of 1822 cont ained the financial clauses of 
what had been a proposed reunion of Upper and Lowe r Canada which was designed 
to stifle t he French Canadian nationality i n Lov'ler Canada . See ibid., p. 94. 

1 
HcArthur, on. cit., p . 501. 

2 .
Ib1d. , p . 
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to cover t hat expense. For example, t he salaries of t he officers of the 

Council and of the Assembly were pai d from t he revenues received from a 

licence for t he s ale of wine! The important point to be not ed here is that 

there was apparently no concept of a consolidated revenue fund at t hi s time , 

instead , taxes were the result of , and were "earmar ked" for specific purposes . 

There were certain essential differences between the early revenues 

and expenditures of Upper Canada and Lower Canada which we should note here. 

The inland pos ition of Upper Canada seems to have made t hat province , from t he 

very beginning, more dependent upon internal t axat ion. But it seems equally 

true al so that t his was partially the result of t he fact that the grea t major­

ity of the citizens of Upper Canada were from the Britis h Isles . They there ­

fore were used to certain i nstitutions of local gover nment with t he result 

that many vrorks which i n Lower Canada were paid for by t he provinces, were in 

Upper Canada , paid f or by the municipalities . 

Expenditures at this time were made, for the most part for the sal aries 

of the officers of the civil ·over nment, the administrat ion of justice , and 

for the contingent expenses of public departments. I n addition to this there 

wer e from time to time certa i n smaller special appropriations for such thi ngs 

as education. The War of 1812 left t he first pensions problem. This aame 

event resulted i n a greatly i ncreased need for money on t he part of t he govern­

ment and it was therefore at this time that the British government authorized 

the issue of t he f amous ar my bills which we have already discussed in the 

monetary section of Chapter I . The war proved to be an economic boon to 

Canada as a result of t he British war expenditures in th e country ; t he increas­

ed spending and the gr eater demand for goods re sulted in r isi ng prices. A 

r easonable comparison may be made between t he s i tuation then and t he situat ion 

resulting f rom t he t wo major wars of this century as regards the effect on 

the country's economy; in both cases t he trade and i ndust ry of t he country was 
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greatly expanded while remaining virtually untouched by t he physical effects 

of v1ar . 

In 1818 the struggl e over the revenues began in earnest in Lower Canada. 

t himk it i s appropriate a t this point then to remind ourselves of McArthur 's 

statement: 

The his tor y of public finance from 1763 to 1840 is but an account of t he 
attempt of t he Canadi an provinces to secure control over the disposition 
of their own public revenues.l 

At law. certa in of t he revenues of the province still belonged t o the crmm 

as regards their control, other belonged to the Assembly . 2 The Assembly of 

Lower Canada l a i d cla i m t o all the revenues r aised within t :he province . The 

struggl e resolved itself into an attempt by the -Jssembly to starve t he govern­

ment into submission . But the government at all times held t he whip hand 

because i f it became absolutely necessar y it could rely on militar y expendi­

tures, or to use a more quaint expression, "the military chestr' . In Upper 

Canada it was not until 1836 that th assembly actuall y refused t o vote supplies . 

The f ollowin . statement by Adam Shortt serves as an excellent lead in 

any present ation of the British governments attitude as concerns this whole 

business : 

East and West Indies may indeed have some cause for compl aint, but the 
British North American colonies were certainl y very generously treated 
by t he home government in all trade and financial matters . 3 

In many cases it was the British tax payer~' money that went toward military 

establishments, f ortifications, and public wor ks for t he improvement of internal 

1Ibid. , p. 491. 

2These are well broken down in \'littke, op . cit., pp. 92- 93 • 

.3Adam Shortt, 11GenerC!l Economic History 1763-1841, 11 Canada and Its 
Provinces, Bk. IV, p. 583. 
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coirununicat i ons. I t was t herefore quite nat ur al t hnt t he mome government and 

i ts r epresent ati ves i n Canada shoul d cons ider t hat colonial pol icy and the 

general pr ocess of i nternal admini strat ion shoul d be deter mi ned by Imperial 

aut horiti es r a t her th n members of the assemblies i n the colonies . 

TRADE, ECONOMIC CONDITIONS , l Mhi G_ TION 

The coloni es ht:.d little or no voice i n exter nal trade r el ations at 

t hi s time . Neverthel ess . t he 1820 1s were significant i n t hat t her e was a 

change from the old line nn.vigation act policy t o . a newer policy of free 

trade ; Huskisson i nsti :ated l egis lat i.on which great l y freed trade and eased 

t h navi •ations l aws i n 1822 and 1825. Depression i n t he Br i t ish commer cial 

vmr l d i n 182?...28 r esul ted in t empor ary set-backs t o the Huskisson policy 

but soon l iberal i nterest won out again (1830) and t he period 1831- 33 was 

one of ext reme prosper ity i n Canada . From that day to the begi.nni ng of World 

War II Canadi an prosperit y has been coincident with simil ar condit i ons in 

Gr eat Britain and t he Uni t ed St ates. The coincidence i n those · t 
' 
iru.e s was 

qui te underst andabl e since Canada was dependent on these countries f or a 

raarket , bought most of her mc.nufactur ed goods f rom them, and borrowed money 

f rom t hem t o develop and car r y on i nduGtry at home . 

In connecti on with the 1SJ1- 33 period of ext r eme pr osper i ty imL~gra-

t i on f i eure s i n t he f orm of ar r ivals a:. t he port of Quebec are s i gnif icant. 

#
TABLE I II 

U1J.1I GR.i.NT ARRIVhLS AT QUEBEC 1827 - 1832 

1827 •.• . 12,648 
1828 •• . 12,084 
1829 • . . • • . 15' 945 
1830 • • . . 28 , 000 
1831 . • · • • 50 . 254 
1832 . • ' . 51 , 746 

# Source ~., P· 577 . 

http:U1J.1IGR.i.NT
http:legislati.on
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Note that t he arrivals in the boom years 1831-32 are just about four times as 

great as in the depression years 1827- 28. The 1t1ell known tendency f or i mmi gr­

ants to Canada to proceed to the United St ates shvrt ly after ar rival in the 

country was preval ent i n thi s period al so . There was in addition, a general 

tendency for immigrant s to North America to proceed direct ly to t he United 

States if they had capital and wer e educated, whil e the poorer l es s well-

educat ed were inclined to come to Canada . 

In 1834 ther e \'las a corrur,erci al cir sis in Gr eat Britain. It extended 

to the United St ates i n 1835 and culminat ed , so far as Canada was concer ned, 

in the commercial crisis of l 8J 7. trPolitical deadlock, r ac i al conflict and 

commercial depression conbined t o place t he Canadi an Provinces i n t he n1ost 

1serious posit i on yet f aced .n Before commenting further on the crisis of 

1837 v.re must turn to the banking developments of the period under discussion. 

THE BANKS TO 1837 

Immi gr ation , the opening up of ne\'r clearings and nevi f a rms, the growth 

of saw mills 1 gr eater expenditures on public vmrks 1 and f avourable conditions 

abroad can all be said to be partially the cause and partiall y the result of 

t he period of pr osper ity which arose and :reached a climax during t he years 

1828 to 1832 and which continued on until the collapse in 1837. 

As regards banking, it can be said again that the boom was both the 

cause of, and resulted f rom i ncreas es i n banki ng facilities t ha t \vere brought 

about in t his period; an i ncrease in t he capi t ;.> l of the Bank of Upper Canada 

and the foundi ng of the Commercial Bank of ,t he··, Mi dl and Di strict are notable 

2examples of thi s i ncr ease . The increased number of applications for bar~ 

charters prompt ed the British government to suggest t o the governments of 

1Ibi d ., p. 594. 

2a .M. Breckenridge, The History of Canadian Banking, (Washington: 
Government Printing Office, 1910), pp. 22- 23 . 
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Canada that they consider t he desi rability of incorporating t he followi ng 

conditions into all future bank charters as well as into the charter of the 

Commercial Bank of the l'lidl and Dist r i ct which had already begun to f unction: 

(1) Suspension of ·cash or specie payments f or over six t y consecut i ve days or 
v.rithin a y on,; year -vras to r esult in f orfe i ture of the charter . 

(2) Notes i s sued st any branch to be r edeemable both at the branch and at t he 
head off ice . 

(3) Half of t he c~pital DO be pai d up bef ore beginni ng business . 

(4) The amount of the di scounts on paper bearing t he name of any director or 
officer of a bank to be limited to one - t ird of the whole of the bank' s dis­
counts. 

(5) A bank may not hoQ.d its own shares or make advance to t he shareholders 
on the security of theit- stock . 

(6) A statement of the affai rs of the banl as prescr ibed i n the char t er, to 
be prepared weekly, and from t he statement a half yearly r eturn was to be made . 

(7) The s hareholders to be liable f or double t he amount of their shares . 

(8) The f unds of the bank not to be loaned upon t he security of l and or other 
proper ty not easily disposed of. The business of t he bank t o be confined to 
the legiti mate operations of banking, namel y, making advances upon commercial 
paper or overnment securities , and t he buyi ng and s elli ng of n1oney, bills of 
exchange or bullion.l 

Shortt says t hat clauses (3), (4), (5) and (8) were already recognized by most 

Canadian banks. 2 This is possibly so but it is equally certai n with regard 

t o clause (3) that few of the existing banks had actuall y begun business with 

hal f their capi t al pai d up . Clauses (1) and (6) were eventually ac cepted in 

princi pl e, t he l atter i n the f orm of mont hl y statements . The British govern­

ment was quite set in its desire to see these recommendations accepted for 

use in futu,re bank charters . The "recommendations" \vere i n reality almost 

1rbid., pp . 24- 26 . See al so , A. Shortt, 11 Cureency and Banking 1760­
1841 , 11 Canada and I t s Provinces, v . I V, p.626 . 

2Ibid.' pp . 6'J.7- 628. 
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outri ght instructions and t he banks and the Upper Canada legi sl atur object ed 

t o them particul arily clauses (2) and (?). This earliest effort t o regulate 

th banking :>yst em >vas not irrur.ediatel y or compl etel y succes sful . However , in 

the end these and additional , better devised regulations tha.t embr aced the 

whol e field of banking were gr adual l y adopted. 

lothi ng m.or e of significance in the field of ban.'k:in,£ legislation 

happened i n Lower Canada until the Act of Union in 1841. 1 In Upper Canada, 

on the other hand , t here was any :lmount of banking activity . The Gore Bank 

of Hamilton \'las incor por ated i n 1~33 and its char t er contained r ecommendations 

(2) , (5) , (7) and (8) . This waf3 theref ore the f irst u/se of the s h reholders ' 

doubl v l iabili ty clauae in i ther Upper or Lov1er Canada . 2 There were over 

thirty bills pert aining to banking and banki ng reg1l ati ons up before t he l eg­

islature of t he Upper province behveen 1831 and 1840. None of these passed . 

Bet 1r1een 1830 and 1840, and f or the most part before 1837, there were eleven 

unsuccessful petitions for incorporation of banks. 

t was t r ul y a t ime of overtrading, l and and comm:;rcial ; expansio , in­
creased constunption, excessive borrowing and undue conversion of floating 
capi t ·.l into fixed forms. Through the whole province and among both 
parties t here developed a confidence, a veritable faith in t he magi c 
power of more banks, or of mor e bank capit al , as a certain inst r ument \·!here­
with to augment wealth and t o put the colonies ' prosperity on a sound 
basi s for all time .3 

Again we see t he ol d confusion between cur rency and capital. 

If the a thorities in the coloni es did not s ee what was happening at 

l east those in Gre·t Britain did. For t en years prior to 1836 the Lieutenant 

Governor had been gi ving royal assent to ordinary banking easures but in 

August of t hat year he was i nstructed "not to permit any act , ordinance , or 

1r n 1833 t he Ci ty Bank was organized and chartered at Montreal . This 
brought t he total of chartered banks in Lower Canada to three . 

2Double liability had already been used in the charter of the Bank of 
Novia Scotia in 1832 and t he Central Bank of New Brunswick i n 1834. 

JR.M. Br eckrenridge , History of Banking i n Canada, (1910) , pp .34- 35 . 
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r egulation, touchi ng circul.:... tj_on of pr missory not es or local legal t ender , 

t o come into operation without having f irst received the royal sanction 

conveyed t o hi m by the secretary of state .nl 

Betvreen l83L~ and 1836 four joint stoc banks , patt erned aft er their 

•ngli sh prototype vere slbt up wi thout ' ncorporation and among other things 

2issued bank not es . An act of 1837 made th i s illegal exc~pt for the four 

existin& insti t tions an ·1 the Bank of British North America . 3 Nine new 

charters pa.Gsed oth houses i r the Gess ion of 1836- 37 in addit i on to a number 

of increases in the stock of axisting banks . These nine n w charters would 

have increased the au~horized Cd.pita.l of the banki ng f acilities i n th"' 

province 'oy nln0 f ol d, from £ 500;000 to £4,500 , 000 and Hould have increased 

the note is::me privileg from '1,500 ,000 to £13,500 , 000 . None of the nine 

bills was di sallo-w- d by t he Briti sh government but they were all returned for 

further consider ation. In the meantime there was a. speculative collapse in 

the United States >il'Ii ch found its •~·a.y t o Canada and which chilled t he ardour of 

t hose wishing to se L up banks. The result was that norw of the bank bills 

was r e- en· cted. 

1Ibid . , p. 35. 

2The Far mer s Joint Banking Co. - 1835 . 

r he Peopl e Is Bank - 1835. 

The Agricultur al Bank. 

The Niagara Suspension Br idge Bank - 1836. 


3In 1837 the Bacl< of British North America was set up as a co­
partnership or association for the most part with British capital, in Upper 
and Lower Canada , Novia Scotia , New runs"l"tick a d Newf oundland . It received 
a Royal Charter in 1840. V/hen we cons ider tha t seven years previous to t his 
the home government reconunended th•:l double liability clause i t i s noteworthy 
that a Royal Charter should confir m in t he proprietar y of this bank the 
pr ivilege of a liability limi ted to the a aunt of their subscriptions to the 
stock. Banki ng in Canada was served vlell by t his orgi:inizati on in as much as 
it supplied well- trained bank offic er s from Brit a in who often eventually took 
position of management vri t h other Canadian banks . 

http:state.nl
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There are two concl1sions that rna he arrived at from all these 

att empt s t o charter banks and they should be emphasized. The firs t one is that 

t his was eally a banl{ -mad era, and the second. is that as regards banking and 

f inancial matters the Canadi an provinces wer e f ar f rom ready for self - govern­

ment. Had the r e-il"lposition of t he royal sanction not slowed down the process 

of chartering banks a s it di d. t he depression and the losses and confusion of 

1837 and its aftermath would all have been greater and more prolonged. 

The Corrunerci al crisis of 1837..,.3$ was not due to the political diffi­


culties that accompanied it. It came to Cana.da from the United States via 


- Great Britain. 'rhe United States 'l'fas de endent upon Britai n for development 

capi.t al; Canada in t urn was much dependent on the United St ates for its 

financial support ; Canadian banks enjoyed a considerable circul ation of notes 

south of the bor der. This was good in that the notes were slow i n returning 

for specie payment. But with monetar y st ringency ex.i sting in the Unit ed States 

as a r es t.. lt, of the stoppage ther e of specie payments, Canadian notes were 

s hi pped back t o Upper and Lower Ca.na.da i n <uantity f or redemption. In addition, 

Canad was used to getting much of its specie supply in the United States in 

return for bills on the Br itish Treasury. As these notes poured in from the 

United States for redemption the Canadian banks considered i t expedient to 

suspend specie payment and the governments author ized such action in 1837.1 

The criGis in Canada wan as severe as anywhere on t he continent; there 

was a cont raction in discounts; a drop in land values rendered worthless many 

engagements entered into dir ectly upon the pledge or possession of real estate; 

iw~gration fell off and there was increased emigr ation to the Uni ted States . 

The Imperial expenditures as a result of the political disorders was the one 

1R.M. Breckenridge, Hi story of Banking in Canada, (1910) , p . 38 . 
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count er act 'n f or ce uh' ch helpe ot t h banks and the bus i ness community 

at t his t i me . It is reall quit remark ble t,at through this whole peri od 

of boom, cris i s and de ression t c ·mrtered banks all sur vi ved. 



Chapter IV - TOWARD CONFEDERATION - THE PERIOD 1841 - 1867 

PUBLIC FIN.fu~CE AND 'l'HE ECONOMY 

In Lower Canada the rebellion of 1837 was the result of two things--­

racial antagonism, and colonial misgoverrunent . On:cy the second factor ;figured 

in the rebellion in Upper Canada . Dr. Nelson, one of the Upper Canada rebels 

makes this latter observation clear: 11We rebelled neither against Her Maj-· 

1esty1 s person nor her government, but against colonial misgovernment . n

In any case, the rebellions directed the attention of the British government 

to the Canadian problem. The immediate resu.lt. was the famous Durham Report 

which resUlted in the Act of Union of 1841. "The period 1840-67 saw the 

working out of responsible government and full liberty given Canada to com­

mit her 01-ljn mistakes . 112 Other then to comment t hat t here was still a long 

struggle ahead before responsible government was to be realized, it is not 

our purpose to consider the new political set- up that resulted .from the .Act 

of 1841. Nevertheless, to the extent t hat the 1841 settlement changed the 

administration of public finance in Canada it is most relevant to our purpose 

in this study. liD.tch as the passage is quite long we can do no better than 

to quote Duncan McArthur here if we are to relate briefly how .many of the 

problems that had arisen in the past were disposed ef: 

The union scheme was designed to overcome the difficulties in the admini­
stration of t he public finance which had r esulted f r om a lack of co­
operation between the two provinces, and particular:cy between t he various 
branches of goverP...ment . The revenues of the t wo provinces were to be 
united into a consolidated revenue fund ·which was to bear the entire cost 
of collection and adr:ninist.r ation. The pczyment of the expenses of col­
lectipn formed t e first charge on the consolidated revenue fund. After 
that folio red in order the interest on the debt of either province at 
the time of the union, the sal~J of t he clergy authorized by the law, the 
civil list, and final:cy, any other charges levied by Parliament. AJ.J. 

lca.rl Wittke, A Hi story of Canada, (Toronto: !/...cClelland and Stewart, 
Ltd., 1941 ) p, lll. 

2w.L. Gr ant, "The Union: General Outlines 1840-1867, 11 Canada and Its 
Provinces, v. V, p . 5 . 
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payments fron the pu=>lic reveaue l'rere t o be uade by hill.s origi1~·C.ing in 
t he legislative assembly and for objects recommended by the Governor. The 
dispute regarding t he c ivil list was brought to a close by requiring the 
pa.vment of a. permanent ennua.l supply of £45, 000 for the payment of the 
sa.la.rlea of t he governor a.nd jud_zes, and of an annual aid of £50,;000 
during t he life of the Queen and for five years a.fte~\fa.rds for the civil 
expenditn.re. In return for this supply t he crown relinquished control 
over its hereditary revenues . With its financial issues clearly defined 
tl e province of Canada was started on it.s c ou.rse. l 

In ~~~rizu1g t e period from t he Act of Union to Confederation 

Shor tt2 ;:;a.ys thJ.t the economics of t he British prefe:renae (ie . corn laws 

and navigation acts) occupied the f"irst ten yea-rs , that the economics of 

r ecipr oci ty conditioned most of t he l a st ten years and that the years 1847 to 

1854 were occupi e:d in the tranuit.i on .from t he one t o the other. Domestic 

trade a't1d industry t ool{ its character and direction from these dominant forces . 

Canadian wheat) especially afte:r t he Canadian Corn Bill of 1845,. 3 had 

received a very special preference in the Brit ish market; t he same was true 

for t he United St ates wheat if i t was milled in Canada.. Consequently the three 

years from 184:5 to 1846 saw a great impetus in the business of grain deaJ.­

ing and milling in CaP_a.da.. In June, 184S Britain struck out on t he path <>f 

:fre_e t r ade; the corn l aws were repea.lled and the Canadian preference was to 

taper off :bo nnoth.ingn.essn over a period of three years . 

Another blow to t he Canadian econol!IY came in 1849 w1th the modifi cati on 

in the navigation acts, which, among other t hings, deprived Canadian ship­

ping of its monopoly in the Gana.dian-Br:ttish West Indies trade. These two 

factors, particularly t he repeal of the c orl'l la.ws wer e basic in producing the 

1Dt.u'1can McArthur, op. cit . , p . 518. 


2Ada.m Shortt, Economic History, 1840-1867 ucan.ada and Its Provinees 

v. 	v, p. 188. 

51ffittke, op . ci t . , p. 156. 
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de ression of 1847-50. Th"' pr otection ha given rise t o t he hope that 

Canad , using t he Sv . I,aw: ence route, caul . pl ·y t he rol e of the great middle-

m:1.n bet 11reen t ..e Urd.te St ates and Great Britain. The "'i' uat:i.on now seemed 

reversed and t he r:"nited St <:t,tes was ple.ying that rol e between Canada. and 

Britain . 

There Tfas r""" m bitt erness i n Canada over the British actions . In 

saLle quarters t he feeling arose that Ca.nada 'o interest s would be best served 

by a closer connection 1 't, the United states---vlitness the Annexation !c:'\tli­

festo of 1849. In any case i t had certainly becorne necessary for Canada to 

reorient ~1cr trade :1n the light of the developments of the previous few years. 

The result of this re-orientn.tion was the Reciprocity Treaty of 1854 with 

t he Unite States. There a.re t vro t in.gs in connection with the Reciprocity 

Treaty that I would like to note ere. The first is t 1at under the treaty the 

leading i mports from t he Un:i.ted States were, for the most.. part/ t e same a,r... 

ticles vre e:x.ported to t hat country. This simply s erves to emphasize the well 

known fact. that trade on this continent vroul d often move north and south if 

left to its natural !low, and also, that trade is not national but sectional 

i n many instances. The second matter is contained in the f ol lowing statement: 

Quite apart from the Reciprocity Treaty Canada had all the e ssentials of 
a very prosper ous period, but with the additional mar kets .for both the 
sal e and purchase of goods Vihich i t afforded, the effect was, of course, 
enhanced . l 

It should be pointed out in connection with this that the Crimean War coin­

cided with t he first ye· s of the Reciprocity Treaty a.."'l.d that t he war it­

self provided add.itionr:1l lllal'kets for the agricultural produce {)f both coun­

tries at hi gh prices. In add.ition, railway building had :>iven an impetus 

to the boom before 1854. 

l Adafn Shor~t, 0Econom:i.c Hi story 1840-1867," Canada and Its Pr ovinces, 
v. v, p. 246. 
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Public expenditures for Canal building had resulted in Upper Canada 

building up a considerable public debt even before the Act of Union. 1849 

marked the beginning of the government' s aid to railroad development . "The 

history of the Confederation movement in Canada. cannot be unde:rstooA save in 

conjunction with t l1at of railway development .ul 'l'hough t he railroads were 

for the most part financed by private capital they were heaYily subsidized by 

t he province and municipalities. Under certain conditions t he government would 

guarantee the int'er st on loans raised by any company which had been chartered 

by the province to build a railroad within the province not less than 75 miles 

in length. 1"'ventually the government had to drop these restrictions some­

what and make its guarantees fit t he particular cases • All this ~uggests 

to me that the country v-ms certainly not all developed and nourished by 

''rugged individualism" and on 11 la.is'sez faire" principl es . 2 

Th~ government was also prepared to aid the municipalities because 

they sometimes had trouble securing loans in the money I!k<:trket. A MU..'licipal 

Loan J."und i'ilaS therefore set up and the municipalities could borrow on the 

credit of the .fund. The municipalities seemed determined to borrow beyond 

their power.s of redemption; the burden in the end .feJ~ on the eovernment as 

regards both the fund and many of the railroad loans and t e government' s 

credit was thereby weakened. 

As in 1834- 37, so again in 1857 the Canadian prosperity w s at t he 

mercy of external conditions; t he capital used in developmental projects 

practica.ll,y all came f rom ,abroad, even the interest payments were often made out 

of the capital itself! Therefore vmen reaction f rom the Crimean rfar r esulted in 

la1·ant, on . £it . , p . 5. 


2s ee j •• Corry7 Gl'ov.rt c t ivit ics SinDe Confederation,

(Ottawa, King~ Printer, 3~9~~1~9~ ) . ~~.~~~~~~~~~~~~~.~~~~~~~~~ 
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a financial crisis in Britain in 1857 it soon passed to Canada and the United 

States. In particular, it resulted in a stoppage o.f heavy- capital invest­

ment which almost imme<ti.atley revealed the fact that a good deal of Canadian 

prosperity was built on capital expenditure and its prospective return. 

The story reads like a chapter from a modern business cycle t en--returns 

. were uncertain indicating little chance of recovering capital, profits were 

gone, construction jobs could not be completed,. and municipalities could not 

meet t heir interest payments . The municipalities had often made their 

interest payments out of new capital, but the ra.te-pa;yers could be hood~ 

vfinked no longer as there was not even enough new capital coming in to meet 

the interest. If therefore the government had not stepped in to meet the 

municipal and railroad interest payments durlng this crisis there w-ould have 

been considerable bankruptcy. The government's action resulted in .its being 

short of funds so that from time to time it raised the tariff. Consequent).,y, 

the U:nited states felt Canada. was not living up to the spirit of the Recip­

rocity Treaty so they eventua.l:cy- abrogated it in 1866. (The essential 

reason for this abrogation however was political and conoerned Great Britain' s 

attitude in the Civil War. )1 

I believe t he facts of the last few paragraphs are well su.rnmarized 

in the follo'Wi.ng statement: 

For many years after t he Union of 1841 economic conditions in Canada, 
even in their domestic aspect were entirely dominated by forces which 
lay beyond her own borders, and therefore largely beyond her own control. £ 

But we should not make the mistake of c onf~ing this truth to the time period 

indicated in t he statement for it has proven to be the case right up to our 

ovm time . 

lvvittke, oo. cit., p . 140. 


2shortt, "Economic History 1840 - 1867, 11 Canada and Its Provi nces , 

v. v, p. 185. 
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I have shown total revenue , total expendi t uresJ and interest on 

debt for the years 1841-57 on t he gr aph on page thirty-seven. Among other 

things it should be noted that the inter est on debt indicates a gr eater 

, proportional i ncrease over the per iod 1841- 50 than the other two curves . 

In connection with the var ious issues of government debentures it vlOuld 

seem that the authorities were either not abl e , or else did not think to 

have thent ntature in such a way that approximately equal amounts came due 

from year to year. This was certairuy not sound financ i ng . The whole 

period then seems to have been one of steady i ncr ease in the interest on 

public debt, increased expenditures , and uncerta i n fluctuations in 

revenues . 

Why were there fluctuations in revenues? If a nation§ revenues are 

based upon customs collections then it is struck a double blow by any exter­

nal depressj.on , such as that of 1858, which interferes with its markets . 

The reduced exports necessitated reduced i mporting and custonts revenues were 

then automatically cut in proportion. The effects of the depression abroad 

in 1858 were increas ed by crop failures at home in 1858-59. We mi ght ask 

why ther e were increases in expenditures? The gr ants as a r esult of the 

Hunic ipal Loan Fund were in themselves ample reason. Let us now consider 

public debt very briefly . Most of the direct public debt in Canada in 

1858 had been incurred i n t he constructi on of publ ic works, in particular, 

canal s, The indirect debt was the result of railroad buildi ng and the 

Municipal Loan Fund . 

http:depressj.on
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FURTHER BANKING DEVELOPMENTS 


One of the most noteworthy trends in banking and currency during the 

period was the repeated attempt of the government to introduce legislation 

which would giv.e it control over t he i s sue of currency, as well as most of 

t he profits that could be made from currency. Equally important is the fact 

that the schemes alv~s seem to have been introduced or pressed after an 

economic crisis, and at times when t he goverrunent itself was in need of ad:­

ditional sources oJ; revenue. For instance, Lord Sydenhamts proposal to set 

up a provincial bank which should enjoy the exclusive right of issuing paper 

money came shortly after t he Act of Union when the government was seeking 

additional revenues for public works and at a time \•Jhen the effects of t he 

ba.nk:i.r..g and conunerci.a.l crisis o.f the previous three or four yea:rs were still 

evident. e saw above that there was a crisis in 184'7 and that it was followed 

by a depression. The result was that in 1849-50 the goverrunent was authorized 

to issue debentures, the lower denominations of which took the form of bank 

notes and circulated as such unt.il pros erity again commenced in 1850, at 

which time the government decided to forego its privilege of issue . The 

privilege t hen cannot be said to have been abused, nevertheless, the whole 

thing was very sugge'Stive of "print ing press" money. Out of the same crisis 

evolved certain 11 free bankingn l egislation which was essentially a revival of 

t he idea of a provincial bank of issue . l In 1860, Sir Alexander Galt again 

took up Sydenham.rs scheme but was ·unable to get it passed in the legislature. 

Finally, in 1866 he had it passed in a modified form. In a period of 25 years 

then t here 'ltrere five definite attempts on the part of the government to move 

into the currency field . 

l R.M. Breckenridge, The Historx of Banking in Canada, (Washington: 
1910) pp. 58-59 . 
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What nere t hese scheme s all about? Were they ba sically meritorious 

or not? Lord Sydenhamr s pr oposal vias the b sic one. It was hel d t hat if 

t e government controlled the issue of pap~r curr-ency that this would, 

(a) provide an addi·t.ional source of revenue for the e;overnm.ent, 

(b) provi de a paper currency f ree from. f l uctuations and ·wit h greater 

certainty of convertibility, 

(c) provide an immedi ate source of f unds for additional public wor k:S . 

•t e ba:nks c laimed that t 1e e was need for a media of exchange ·which could 

be expanded and co tracted with the trade without too ~reat an outl ay of 

capit al f or expansion or too great a sacrifice Hhen contracti on ·wa s necessary 

and the banks were holding low-intere st-paying bonds. The banks would have 

found t he new bwJ<: note s expensive· t o procure and unprofitable to hol d. 

Flex:ibi l ity would therefor e have been reduced consi derably and t he govern­

ment' s de sire t o achieve a currency f r ee from n t10tuations Wl.:nlld have suc­

ceeded but t he com1try wouJ.c_ have lost out in the l ong run. 

With regard t o points (a) and (b) t he gover P.m.ent vmuld not likely 

have reali zed as much revenue as i t expected from such a rehema becau se the 

unprofit ablenes s of holding bank notes vrould, as tve mentioned above, have 

for ced t he bank s t o keep their hol dines t o a min:im:um. All in all, the 

Sydenha.m plan v;ould not have l!IB.de credit a:v-ailabl e f or the country 's develop­

ment t o the extent that the existi ng systa'Il did. By combini ng logic an in­

fluence t he banks vrere able t o defeat t he scheme . 

The c r isis of 1847- 50 resulted in many baru<:ru.ptcies and the b8XU<:s 

t hemselves lost much capital though none of them actually failed at this time. 

Loss of capital f orced them to reduce t heir. discounting . Consequently, the 

merchants blamed the banks for their difficulties . This, plus the successful 

issue of debentures by t he government, and t he existence o£ a free banking 

system in t he St ate of New Yor~ r esulted in a revi val of the provincial bank 
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of issue ice , this time 'liD er the guise of t e free banking system. Legis­

l ation to t 1e effect that all parties , ·whet er ind.i ri uco.ls or corporations 

t hat complied vlth t .e reeuJ_ations and elivered 100,000 worth of publie 

securi ies to the govern..-nent (the se to b0a.r interest at 6%) would receive 

a l:Ll{e amount in gove nnent bank notes 'ij!Jas passed i n 1850.1 The system 

guaranteed note red.em.pt,ion in t at if the banks failed in this the government 

would redeem then. Again 1owever, the nece ssa.I"''J elast icit.,r was l acl!..ing; 

..:..n addition t he system c not ensure as g-.l'eat a profit for the banks 

operating un er it as could be m.1.de by the chartere bank system. In the 

case of. the Bank o. ritish North America. it roved useful because by its 

Impe i al charter it had een limited to notes of one pound and over and it 

was now enabled to i s sue one doll ar notes . The free baJild.ng system did not 

achieve the success oped for by its go'\rernment sponsors; t here wer e only 

t ree or fotU' ba.nlcs organized under it and t ey provide but l ittle inter­

2ference vr.ith the c artere banks .. 

We have already mentioned the begi rming of the railroad era and 'the 

booming 1850 ' s . T .. ere vras a vmole rash of new banks during this oom, and 

i n addition, I!la..11JT of the older banks brought their charters up to date and 

increased their c~pital.. T e government of the day proved mu.c~ too careless 

in that it did not alv.ays make sure that those who got charters were bona.­

fide promoters vrith the. result that t ere vmre a number of .fraudulent bank 

pr omotion scandals. ' V1hen the crisis of 1857 r ached Canada by its circuitous 

route it was quick to reveal the speculation that had been creeping into t he 

businees dealings of the banks~ :Merchants holding ban..lc loans wanted renewals 

because they were not able to collect their debts; but the collapse of land 

2The Mol son Ban.ic 
The Zimmerman Bank 
The Niagara District Bank. 
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vaJ.ues 111ade t he real est..at,e that t.he banks were holding u.nsalabl , '.vhile at 

the so.me time, raj~roa.d. securitie s held by t- e banks depr ciated. Naturally1 

t he banks had to contr act oper ati 0ns ·~o protect t heir ote insue . To the 

merchants t en, the ba.nks ac;ain seemed/ to be .aggr o.vatirlg t : e sit uation--­

they seeoed fa.li"- -vrea.ther craft on.ly. The result was t hat "r em thi time for­

ward t here was periodic t alk of an irredee.mt1.ble currency . 

It •vas at this t i.'IJl.e ·that Sir fJ.exa.11der Galt re-introduced l egislation 

simil ar t,o the Sydenham. plan; he failed 'Co secure assage of his bill for 

substantially the sa.me reasons t hat Sydenb.am had fc.iled. During the American 

Civil War Canadian banks provided t 1e crodit ne.cessa.:ty to move much of t e 

Amer ican gr ain crops. There ·w·cl.s therefore a substant ial. amount of Canadian 

cur rency at l arge i n the nited States. In 1862 t he AlnBricans s-uspended specie 

pG\J"ments and there was a rush of Ameri can .olders of anadi· ·:1 currency to 

redeem in gol d, just us had 1appened in 1837 . There 1'rere two results; the 

first was more talk of w'1 irredeemabl e paper currency, and the second was t he 

passage of a modifi ed form of the Gal t pl a.n in 1866. 

The bill confel'"red on the governmen-t t he pmrer "i:.o _ssue provi.ucial 

notes payable i n S}"'lecie on demand to the extent of $5,000, 000 , The notes were 

to be secured partly by specie (20%) and partly by proVincial debentures (80%). 

Bef or e putting the legislation into practi ce the governmant was to try and 

borrow the $5,000, 000 i t needed at the moment. When it f ailed to get the 

full amount by borrcrwing, i t made up the remainder in bank not e s and got the 

Bank of Uontreal to agree to distribute them. The important point to be 

noted here is t hat the Bank of Montreal (thoug despised and opposed by t he 

other banks because of this whol e affair) ·was abl e to persuade the other hanks 

to t ake blocks of these notes which t hey in turn could substitut e f or t heir 

specie since the notes 1vere l egal tender. The net result was t he substit u·t.ion, 

to a certain extent, of this paper currency for :speci e re serves a.nd t hus we 

http:Sydenb.am
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see the beginn:ing of the movement "trffier~r:'by responsibility tor the specie 

reserve is transfered .trora. the banks to the government~ The principl.es: 

embodied in the Sydenltam bill had at last, a.t. ol~ n pc·~iod of twenty- five 

years:, become the basis ;or vmat we novr lo10'11t as Do.minii.1n O.J. Ca.na.QB. Bank 

Motes., 

We ruust. hG:ro l.oa.ve off from the poin-t 1\le have bQen l abotu•illg .in 

this .chapter to point out certain other banking developroon .s. Shorb.ly 

after the Aet of Un.;lon, Francis H:ineks and Lord Sydcnha.m tlrew up a list 

of ql.au~s to be incorporated in al l ne1.1 or amended bank chal""'be~s. Thi.e 

list contains practical.ly- a.ll the c:lauses tha. · "Vrere i n t.he roco;nmemdations 

o:f the British government in the early 183Qt s .. It should be noted that i .t 

·was tlrl.s list that f~;>rmed the basis for the f'irst Bank Act. Q the Dom.itlion 

of Cru:lads. in 1871. 

Clo.se contact with t b.e United States, pl us profere1tce for it on the 

p~rt of the Ca.nad.ian Banks1 had resulted in the doci.ma.l e!c"Ul"1>ency baing used 

in O~.da by the ma.jority of ousinees .ll."len :tor a long "cime prior to it.s .for• 

mal adoption in JJ359,. Somewhat earlier; renm-red ei'fort ~;~; to standardize 

coinage had resulted in the mla:bive value of the many different coins in 

use bed.ng refiXed, and the AmericM dOl.l.ar and halt dollar a.nd l•'rench tive· 

.franc pi ece being aac.e}?ted as 'Unlimited legal tender. 

The £a.U'I.U"e in 1806 and 1867, af'ter J..o~ and distingui.shed ca.reers, ot 

the Bank of Upper CWlada. and the Commercial Bank oi' Uppe'l"' Canada (l'o~rly' 

the Co~rci...~ Banl! oi' the Midland District) rudely .shocked the po,pular f aith 

in Ca.nadi.an barild.ng :institutions which had been gra~ built up over tbe 

~te&"S s ince 181'7 . 

http:barild.ng
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Chapter V - FINANCIAL SETTLEMENT AT CONFEDERATION 

Public finance as it existed in British North. America just prior to 

Confederation was the result of an historical evolution which had been strong­

ly influenced by both British and American practica . British theory and 

practice had a considerable influence' in determining the objectives. of the 

state <1 S laid down in the Confederation agreement, as well as the sources of 

revenue both before and after Confederation. American customs and prac.tice 

had a different influence; they influenced the objectives of expenditures, 

that is, the things upon which we deemed it fit- to make our expenditures. 

For instance, the Federal government in the United state.s maiie huge e.x:pen­

ditures on developmental projects (eg. the Erie Canal} and upon subsi­

dization of railroads and so forth . This .influence can be seen in Canadian 

expenditures. In fact, it almost :forced us into some of our railroad con­

struction it we were not to lose out all together in the westward expansion. 

Canadian fiscal policy therefore was influenced by policy in both 

Great Britain and the United States, but followed the exaet lines .of neither. 

We had certain interests and prejudices that were our ovm; because of sparse 

population, geographical obstacles and scareity of capital, public finance 

was the necessary link. between the government and industrial expansion to 

an even greater extent than in the United States. 

Certain problems arose in reaching the Confederation settlement as a 

result of the fact that some of the provinces had not been carrying the same 

burdens of government as others. For instance, the Province of Canada had 

accepted relatively heavy burdens o:f general development . At the same time 

the municipalities in this same province were used to accepting certain res­

ponsibilities which relieved Ontario and QUebec, after Confederation, of 

many parochial responsibilities that had still to be undertaken by the pro­

vinces in the Maritimes. ·. At the time of Confederation there was an almost 

- 43 ­



- 44 ­

complete absence of mun.i..cipal self overn.rnent in the Maritimes. The more ad­

vanced municipal self-government in Central Canada (it was more advanced in 

Canada West than Canada East) was partially the result of the Durham-Sydenham 

influence. 

In order to facilitate comment on the chief sources of revenue and 

directions .of expenditure just prior to Confederation I have included six 

tables vmich it will be necessary to refer to from. time to time (see Appendix 

I). Tables (IV)~ (V ) and (VI ) clearly indicate that the provinces had 

developed quite similar sources of revenue. There was no direct taxation 

of income, and only British Columbia and Prince Edward Island had imposed 

direct taxes on land. The Province of Canada seems to have been the only 

one that made good use of internal indirect revenue (see table N, exeise 

16%). Excise taxes were a British influence, being a recognized form of 

revenue there, whereas they were not used in the United states from 1812 until 

the start of the Civil War . Indirect taxation in the form of customs duties 

was the chief sotirce of revenue of all the provinces. All provinces were 

deriving revenues from their properties in the public domain and from the sale 

of cormnodities and services. Total indirect taxation averaged. 77% of all 

revenues for the five Provinces, (ie. the three originals, British Columbia 

and Prince Edward Island) . 

Let us now consider tables (I), (II), and (III), which deal with 

expenditures. We have referred often to the fact that in the twenty-five odd 

years prior to Confederation t he debts of the provinces had grown rapi~ 

because of the general program of development (the place of railroads, canals, 

t he Municipal Loan Fundsand so forth, was discussed in earlier sections) . 

The importance of this whole program can be seen if we note in Table (III) 

that the total detrt charges on this program amounted to 29% of the average 

annual expenditure in 1866., In Table (V) we noted that the revenues received 

from the sale of commodities and services amounted to but 10% of total revenue . 
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This 10% then is the annual ret·urn on the developmental program, and the 29% 

is the annual debt on it. The conclusion would seem to be that though each 

generation seems to feel that it is carrying the next generatior:s burdens, 

the generation of 1866 was certainly doing its share of contributing to the 

future prosperity of the country. Transport services amounted to another 11% 

(not completely broken down t o this figure in table III). Forty per cent 

therefore of the total expenditures of the provinces, on the average, were, in 

1866, used in an effort to "span distances and overcome the barriers of a.n 

1undeveloped c ont.inent 11 • Other eosts of government were small in comparison. 

Before we stuqy the actual settlement made at Confederation ~~ should 

perhaps remind ourselves of the commonplace f act of Canadian history that 

Confedera·cion originally included only Canada, Nova Scotia, and New Brunswick 

and resulted in only the four Provinces of Ontario, Quebec, Nova Scotia and 

From the public finance viewpoint the essential problem in Confejer­

a.tion was that of dividing the .functions and revenues, p'lus the assets and 

liabilities of the col onies between t he new !ederal government and the pro­

vinces. However, the final result was a division of functions and of revenues 

that vm.s dictated by political considerations for the most part . It was the 

apparent intention of the Fathers of Confederation to give the Dominion Gover­

nment those functions and r esponsibilities of the government and the state which 

were regarded as most important and most difficult, and to reduce the respon­

sibilities the provinces had assumed up to that time . It was these polit.ieal. 

considerations which guided the allocation of powers and the divisions of 

functions, revenues,. l iabilities and assets. 

l n.G . Creighton, British North America at Confederation, (Ottawa: 
King ' s Printer, 1939) p . 25. 
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The cent1~a1 government wa s to provide the nation~ defence and com-

nautications---it vn1s to accept the gTeat er part of the responsibilities f or 

promotjng national devel opment by improved transport . 

I n Canada as i n other parts of British North .America,. the proplem of 
development as it v.;as a ssu.med by the s t ate, r eally meant t he problem 
of transportation.l 

In this connection the Dominion vtas pl edged to build t he Inter-Col onial Rail­

way bet·ween the a.ritimes and Central Canada, 2 to open up communications with 

t he Canadian west and to improve the St . Lawrence canal system. 

With but a few exceptions t he Dominion was to assume all the debts 

of t he Provinces. 3 Certain cash amounts, sinking funds and inve stments4 

were t o be taken over with these debts which reduced them from a gross of 

$93.1 to $88.6 millions . This l atter f igure was broken down among the 

three origiTh~l adherents to Confederation as f ollows: 

Canada 72 wl 
Nova Scot ia 8. 7 
Nev~ Brunswick ...1& 

$88. 6 million 

Also, certain other assets which had resulted from developmental projects 

were tal<:en over by the Dominion. 5 These included such t hings as harbours, 

light houses, steamboats, cana.J.s, and railroads, as well as advances which 

had been ma.de to privat ely owned concerns and upon which no i nterest or only 

partial interest had been paid. These assets were all. regarded as national 

i n character and were therefore taken over; assets regarded as being ot a 

l ~., p . 69 . 

2B .N.A. Act, Sect . 10, Article 145. 

3see Creighton, op , cit. , p . 104. 

4B.N . A • .Ac·t, Sect . 8, Art.icle 107. 

Srbid., Arti.c1e 107. 
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l ocal charH.cter were not t e.J en over . l I t should be note ere t hat the 

:Uar't:i.m.e Provinces J.. el t t at they ad a l ee;itimate grievance i n that t hey 

had paid for many o the asset s vmich ha been t en f rom them vd t current 

r ather than capital expenditures. 

Since the Domil".ion government vms expected t o under t ake the ma.jor 

part of national development in the fut ure it was given t he power to acquire 

adequat e finances f or this. I n f act, the Federal Gover nment was seemingly 

gi ven almost unlimi ted power s to tax; the B. N.A. act provided the Dominion 

government 11d.th t he f ollowing po'lfrers : 

(1 ) The r ight t o deal wi t h public debt and property. 

( 2) The regulation of trade and com.merce. 

(3) The r aising of money by any mode or system of taxation. 2 

(4 ) The borrowing of money on public credi t . All bills appropriating r evenue 

or f or t he l evyine of taxes must or i ginate i n the House of Commons and every­

thi ng for which money i s appr opriated or t axes l evi ed nust f i r st of all be 

3 recommended to the House of Commons by the Governor ener al . 

All revenues of the DoJilJ.nion rere to go i nto a Consol idated Revenue 

Fund. Specific charges on the f und were : 

(1) Cost of collect ion and !l1:.'Ulagem.ent o t e f und .. 

( 2) I nterest on t e publ i c debt . 

( 3) Salary of the Governor General . 4 

Anyt i ng over and above these cou.ld be ppropria.t ed b, the Dominion Parliament 

for the public servi ce . 

l B. N. A. Act., Sect . 8, Articles 109, 110. 

2B.N. A. ct, Sect . e, Arti cle 91, Parts 1-4. 

3B.N.A. Act , Sect . 4, Articl es 53, 54. 

4see B.N. A. Act, Sect 8, Articles 102-106. 
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Because Ontario and Quebec had been created out of the single Province 

of Canada it was necessary to set up a board of arbitrators to set.tle t he 

distribution of provu1cial debts, credits, and certain properties, etc. 

It seems to have been t he opinion of the day t hat the Dominion would 

rely on what might be described as t he ''historically approved11 customs a.nd 

e:t.eise as its chief source o:£ revenue; ·but at the same time there seems to 

have been no disposition to quest ion its right to impose direct taxation in 

times of need or national emergency. 

Such a powerful federal structure meant , as we have seen, a reduction 

in the revenues and funct.ions of the provincial governments. The functions 

were virtually reduced to the management of civil government and the main­

tenance of justice-within the particular provinces . These functions are of 

a relatively stab~e character as regards costs. Public welfare as we now 

understand the tei."ill was not anticipated, and fGr that reason the large in­

crease in the duties and responsibilities of t he provincial governments was 

not anticipated • Some provision still had to be made for funds needed by 

the provinces to carry out t heir reduced responsibilities. They certainly 

needed other sources of revenue besides what they themselves could legitimatew 

collect.l In the United States the individual states had been given rat,he1• 

wide ta.:ring power .. The founders of Confederat ion were not inclined to act 

accordingly., 'l'hey were willing to contirm on the provinces powers of direct 

taxation which would parall el t hose of t he Dominion, but there was such general 

opposition to t he use of direct taxation t hat this power v1ould have been o.f 

2no use at the time . The decision t heref ore made was that the Dominion should 

collect the necessary revenue and distribute it in the fo.rm of subsidies to 

l s ee B.N. A. Act, Sect. 8, Articles 109, 110. 

2This power 't\"a.S left with the provinces and later became valuable, 
see B.N.A. Act, Beet. 6, Article 92, Part 2. 
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the provinces. These subsidies v•ere to be based on the population as of 1861 

and were not to be altered. In all, the financ:j.al ai d rendered the provinces 

was to be of four kinds: 

(a) A per capita subsiqy of eight y cents per head of population. In the case 
of Nova Scotia and lJew Brunsvdck the grant was to increase with t he grovlth of 
pop l a.tion up to 400,000 persons. 

b) Each province vms to get a special grant- in-aid of its goverrunent and 
l eg· sL"ttu.re: 


Ontario $80,000 

Quebec 70,000 

Nova Scotia 60,000 

Jev. B;."'unstvick so,oool 


(c ) ew Brunsvdck 11ras to be paid a.n additional and s pecial subsidy of $63,000 
for t en years . 

(d) The Provinces, i f their debt allowances exceeded t.heir debt, were to 
r eceive intere ot from the Dor!li nion on the balance. 

This debt all wance needs some e l aboration. As we ave seen, t he Dominion 

was supposed to take over all provincial debts. But t.he per capita borrovdnr,r s 

. of some provinces wer e heavier than others and debt a llowanc.e was t herefore 

wor ced out on a common standard for 11. Then if a province's debt e:xr:eeded 

its debt allmva.nce the Dominion \vas to receive interest at 5% on the excess, 

and i f the situation was reversed t e Domini on 11as to pay the prov .' noes 

l nterest at 5%. It worked out t hat the provinces were in the main relieved 

of their debts ; the Province of Canada paid interest on about 13% of i ts 


original debt, New Bruns\~rick on a bout 10%, and Nova Scotia on about 12%. 
i) 

{.. 


l see B.N . A. Act , Sect .. 8, Article 118. 11 Such ~rants shall be in full 
settlc.m.ent of all future demands on Canada, and shall be paid half yearly in 
advance ·t.o each Province. 11 

2creighton, op . cit. , p . 104. A table of the debts a ssumed at Con­
federation vdl l be found here. I have worked t hese percentages from figures 
given on page 104. The results make me !JlUestion two statements of Creighton's 
on page 85. The first one being, 11 t his met hod of procedure ei'fec.ted virtually 
a complete mveep of the balance sheets of the .faritime Provinces", and the 
second, 11Yrlth Canada the case was oomev.•hat different ••••• 11 ·rhese statements 
of hi s certainly nLan to imply t hn.t as t~egards debt allowance the two Maritime 
Prov~inces faJ.red be ·ter tha.Tl Canada~ I maintain that when the figures are 
r educed to percentages as I have done an the relati ve si~e of the debts of 
t he provinces are considered t hat all t hree of the original entrants to 
Confederation faired about t he same on this matter. 

http:sL"ttu.re
http:financ:j.al
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It was st ated above that when t he agreements concerning the Dominion 

grants to the provinces were signed that they were to be in full settlement 

of all future de nds . It t.urned out t hat there was considerable opposition 

from the provinces to the financial terms. Uova Scotia had opposed t he settl e­

ment ctrongly even b fore Cou'ederation (eg . efforts of Hor.4 Joseph Howe) . In 

1869 an act amending the financial terms of tl1e B. N.A. Act was passed increasing 

both the debt allowance and t he annual allowance of Nova Scotia. The important 

point here is t hat a precedent vas set in that the constitutional right of 

the Dominion Govcrn.ment to grant better terms was hereby recogni3ed . This 

left other provinces in a position to ~(e claims . In 1870 financial ar­

rangements \i·ere worked out to bring Manitoba irito Confederation. The same 

was d one wi th Brit'ish Col umbia in 1871. Here, in additi on to the financi al 

settlement the Dominion agreed to build a railvray connect ing the Pacific coast 

with the rest o.f the Canadian rail way system. In 1875 Prince Edward Island 

entered Confederation; it wa s at this time that the first major alteration in 

the 1867 settlement was made. 

In the ea.:t•ly 1870's t he Federal Government 1 s revenues were adequate 

for its purposes and the government, being badly in need of popul ar support 

therefore, gra.ted general readjustment"' on the debt a llowance in 1875., These 

Donrl.nion-Proviilcial adjust ments went on periodically until after the tur n 

of the century. 

Confederation r esulted in a decided improvement in the collection and 

management of revenue s and expenditures . All funds, even if t hey were only 

handled temporarily by the government had to be entered as revenues and ex­

penditures . Unf ort "Lu1£ltel y mvever, in doing this a system was worked out 

whereby t he real income of t he country has often been beclouded in an un­

satisfactory classification of current 311 capital accounts. For a. l ong time 

Vihat ·Nas consider ed c· pit al expen · t ure by one minister of finance might be 
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tr · tc qu:'.te di.. f'or ently by anot Jex·, anc t 1c same m.un r ..ig 1t even char ee 

an iter.t fro!J c apit al to cu.rrent account or visa ver sa depend:i g upon v1hether 

rever.ues wer e flol1risl1:i..ng o:;_" not . 

As an ind:ication of the changed pattern of our econoiny it. should be 

noted t hat wl ereas to a..l pu lie expenditures in 1866 in Cana a arc estimated 

as having been one-fifteenth of e n~tional :income they nrc at pr e sent 

(1948 pr elimin . est:i.m.a.te) about 21%, and were 22% in 1939 .1 A comparison 

of the relative impor t ance of public fj.l".ance in he econoey no and in the 

pre-Confederation ays i s ou.nd i n t he f e.ct that in 1866 government expendi­

t ure s Tmre estimated at a.ppr o:-rillt t el y ""ix doll ·s per capita, 1.nerea s jus t 

2 prior to /7orld War II t hey we e a. uroxima:'r,ely ninety doLlars per capita. 

Lri 1 66 e ' .itll8.te i ::. f oun in Cre·' ht , op •. cit . , p . • 'f e 
percentag·8s f or 1939 and 1948 are based on tabl es (I), (II ), and (XIII) in 
D. bbott, A pen ~to th Budget 1949- 50, (Ottawa: King 's rinter, 1949) •. 

2creighton, op. cit . , • • See also, J . A. Corry , £lrov~h of 
Government Activities i nce Confederat ion, (Ottawa: King ' s Printer, 1959) . 
The auth r tr· ces the grovvth of government activity and the resul ting increase 
in government revenues and therefore point s t o the increa sed need for more 
and more revenue . Professor Corry argues t hat in many cases the enhancement 
of eovernme·1t acti vity and t he corresponding increa se in the cost of goverrunent 
were inevitu. le if the personal s curity, largely based on family sol ida:rit.y, 
of ·he si..r:Jple econonzy- was to be preserved in the new environment., and if the 
potentio.l bene ·its available from collective action in a c l osely kni t society 
were to be realized. 

http:est:i.m.a.te


Chapter VI - FOLlOWING CONFEDERATION - 1867-1913 

In a s much a s fiscal policy, publ ic finance and r elevant developments 

in banki ng ar e our mai n cons i derations , a sizeable part of t his chapter forms 

but a mere link between t he Confederation settlement and World War I . Never­

theless , it i s a necessar y link i n that finance i n t he war and t he inter-war 

peri od cannot be properly understood without some understanding of t he 11 national 

policy" , the drab 1880 1 s and 90 1 s, and the boom that f ollowed 1896 . 

Confederati on was consummated dur i ng a period of economic change; we 

noted above the repeal of the corn and navi gation laws , t he begi nni ng of the 

r ailroad era, and the gr adual wit hdr awal of Britai n fr om her I mperial obliga­

t i ons as regards defence, and so forth . These t hings f orced a r ead justment 

i n Canadi an policy which t ook t he form of reciprocity with t he United St ates, 

and wi th t he ending of recipr ocity in 1866 , an even greater adjustment in the 

form of Confederation. The first half of the ni neteenth century was based on 

wood and wi nd, the second half was to be based on steam, rail, and steel . 1 

This "steam, r ail and steel" f actor is the all i mportant point as regards 

Canadian economic development f ollowing Confederation. It should be noted 

that the five economic regions \-rhich were eventually to become Canada were 

separ ated from one another by grea t distances and by physical barriers . This 

of course has resulted throughout our history i n hi gh costs of transportation 

and has proven an obstacle in inter-regional trade. Western Canada ~oal might 

be cited as an example in our own day. At the time of Confederati on ther e was 

really very little trade between the vari ous regions. The building of the 

C.P.R. was the result of the agreement made when British Columbia was induced 

to enter Confederation , but that province experienced a rapid economic develop­

ment onl y after it had access to wor l d markets a s a result of the opening of 

the Panama Canal . 

~ . A . Mackintosh, The Economic Back round of Dominion Provincial 
Relations, (Ottawa: Ki ng ' s Printer , 1939 • 
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CERTAIN BASIC NAT ONAL DECISIONS. 


Confederation had united the three provinces and made them into f our, 

but basically ther e were still only two sets of provinces wit hin the nation 

the l.faritimes, and central Canada. The United States was pr ospering as the 

fronti er was pushed ever f urther westv1ar d (the prosperity being but briefly 

i nter rupted by t he Civil \ ar ), but Canada 1 s frontier had virtuall y disappeared 

the desirable l and had been settled and advancement f urther westward was 

J?l ocked by t he Canadi an Shi el d and the United States boundary . A 15% increase 

in the Canadian popul ation for the decade 1861- 71 as compared vri t h 32% f or 

the previous ten years is an indication the f r ontier had t emporarily come to an 

end. Internal development and strengthened internal trade seem t o have been 

the hope expressed in Confederation. But Canada, as compared with t he Unitm 

States, was painfully small and markets were meagre . Small rr~rkets reduced 

t he c.hance for specialization and integration in the new country. There ;,;ere 

t wo escapes from all this --- either renewed reciprocity or development of 

a new frontier. The goverrunent pursued a policy based on the second choice. 

uver a period of years prior to 1879 t hree basic decisions of untold 

consequence were made by the Dominion Government. The decision to acquire 

Rupert's Land and the North West Ter ritory f rom t he Hudson ' s Bay 6ompany in 

t he 1870 ' s was the first ; the intention was that it should serve both as a 

link wit h t he Pacific province and as a r egion of economic stimulus --- it 

was to be the new f rontier . 

The f irst decision necessitated the second --- t he construction of a 

transcontinental r ailroad . This Has new strate y s ince t he older pl an had 

been to ga in ac cess t o t be west by going south of the Great Lakes throu h 

the United St ates. The promise of a railroad if Bri tish Columbia woul d enter 

Confederation was t he immediat e caus e of the C. P.R. 's construction, but 
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t hi s whole "sea to sea" i dea as br ought f orth in Conf eder ation, implied, even 

then , a wholly Canadi an t r ans continental, r ailroad. The f ul fil l ment of the 

pl an was t o cost many mi l l i ons, but as we have already s een t here was consider ­

able pr ecedent f ov government parti cipation i n r ail r oad building . 

The thi r d basic decis i on, i n t he form of a t ariff vThich i t was hoped 

woul d help promote i ndust r i alizat i on, was made in 1879 when i t appeared that 

there was no l onger any hope of reciproci ty with t he United Stat es. We have 

already noted t hat Canadian customs dut i es were orginaly f or r evenue purposes 

onl y . Gr adually in the per i od just prior to Conf ederation an element of 

pr otection had crept i n also;l cent r al Canada had reduced thi s proteeti on i n 

1866 i n order t o help persuade the Mar i t i mes t o enter Confeder at i on . The 

f act that a real t ar iff barrier was not put up until all hope of r ecipr ocity 

was gone would indi cate that the Canadian manufacturer appar ent ly fel t that 

i f he \'las t o be re st r icted to home mar ket s he needed pr otection , but that i f 

he had the Uni ted St ates market s open t o h:i.JJ1 as well as hi s ovm , he could 

compet e s1Jccessful l y as a r esul t of the l ower ed cost,s resulting from the 

increased spec i a'lizat i on that woul d then be possible . The f act t hat wha t had 

once been only a customs revenue event uall y became a ver y steep protective 

t ar iff i s sugges t ive of the gr adual incr ease in industrial i zation that t he 

country vias going t hrough. 

A CHANGE I N CIRCUMSTANCES 187)-1896. 

I n 1873 ther e was anot her i nternat i onal financi al crisis . I n fact , 

1873 ~arks t he beginni ng in Great Br i tai n of a l ong period of dec l i ni ng worl d 

prices and decli ning i nvest ment r ates (1865 is cal culated as being t he more 

1For t he development of the t ar iff in this period see O. D. Skel t on, 
"Genera l Economic History, 1867-1912," Canada and I ts Pr ovinces, v . IX, 
PP· 133-135. 
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accurate date as regards t he begln ing of the decline in the United States .)1 

Conf "derati on then had set the stage f or a peri od of integration and economic 

expansion , but t he circumstances were not going to be as f avourabl , as had 

been expected. The declining prices ·were especially hard on debtor countri es 

that exported foodstuffs and raw uaterials. However, t his was partia. ly of f-

set by the 1owere1 costs of rail and water transport and by the very l ow cost 

of Britis h manufactured goods which were being imported . n fact , in the 

20 years f r om 1873- 1893 the price of Canadian exports in terms of imports 

rose by nearly 50%. The overall resul t was t hat t hough the economic growth of 

Canada was s l ow and steady, the expected r apid expansion and integration of 

t he economy had not resulted . The populati on increase had been di sappoint ing, 

bei ng only 17~ in the decade 1871-81 and 12% i n the decade 1881- 91, as comparw 

with 30% in the United St ates in t his l att er decade and 32% in British North 

America f rom 1851 to 1861 . 2 

DEVELOPNE!Il~S I N BANKING AND CURRENCY AFTER CONFEDE- TION 

The col l apse of the Bank of Upper Canada and the Commercial Bank 

r esulted in considerabl e dissati sfaction with the Canad 'an )anking system on 

the part of' businessmen, the government and some banker s . This dist rust 

and dissat isfaction coincided with the establishment of the national banking 

system in the United St tes wit h the resul t that t here was considerable 

agi t ati on in favour of t1e adoption of that system. There were t wo distinct 

vi ews on the matter wi th the existing banks lined up on both sides . The one 

gr oup was s troniJlY opposed t o any chan "e i n the existing elasti c system of 

paper currency ; t he other .roup was str ongly in favour of t he American pl an 

1see J .A. Estey, Bus i ness Cycl es --- Their Nature, Cause and Contr~l, 
(New York : Pr entice- Hail , I nc. , 1941) , pp . 20-22, 92 . 

2r.J.a.ckintosh , op. cit . , p , 22 . 
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which would restri ct note issue to the extent that tt -vmuld be completely 

backed by bank- owned govermnent securities hel by the Receiver -Gem:;t'al. This 

would have made the note issue saf er but would have reduced its flexibility; 

it was in r eality t he oame old plan that we sa1.1 appear a number of t irn.es 

between the Act of Union in 1841 and Confederation in 1867. Suffice it to 

say that though the s ggested changes had the backing of the govermnent, the 

American pl an , ~1hich would have r esult ed in a system of local b .nks such as 

wer e es tabl i shed in the United States , was dr opped. 

The new Hinister of Fi nance1 introduced, and succeeded in having 

passed, a compromise ban.ldng !rill i n 1870. In reality, the main outline 

that Canadi an banki ng -..ras to follow had been l aid quite some time pri or to 

Confeder at i on . However, as a means of briefly drawing together the \vhole 

\banking pi ctur e as i t stood i n 1871 I offer the f ol lowing : 

The general act establishi ng t he ba u<ing policy of the country became law 
in i 890 (33 Viet. Cap . 11) . The f ol l owing year , however, t his act was 
consoli dat ed wit h previous acts r elating to individual banks , et c. , and 
r esul ted in the first gener al bar~ act of 1871 , embodyi ng the chi ef 
f eqtur es of the Bank Act as we now have it. Under this act the uinimum 
capital of a chartered bank was f i xed at $500,000 ; t hi s amount to be 
subscribed and at least ~200,000 pai d in before ~ bank could begin 
business under a certi f i cate of the Treasury Boar d . The note issue was 
l imited in the aggr agate to t he amount of the pai d up captial. St ock­
holders in the bank wer e subj ect t o a doubl e l iabilit y cont imuing to 
be valid when the shares ~1ere disposed of wi thin a month of the suspen­
s i on of specie payment. The division of prof i ts in any f orm was 
l imited to eight per cent per annum unt il a bank had a reserve fund equal 
to twent y per cent of i ts capit al. onthly returns under pr e ..cribed forms, 
only sli ghtly less detailed than at present , were required t o be sent 
t o the government and to be publishad i n t he of f icial Gazet t e. Every 
bank '!tras required t o receive i ts own notes at par, and in any payment s 
due to it , but was r equi r ed to redeem its notes i n speci e or Domini on 
not es only at the head office. Any bank mi ght, however , redeem its 
notes at any other pl ace nama:i by i t . The banks were t o hold as nearly 
as possible, .fi fty per cent , and never l ess t han thirt r per cent, of 
t heir reserve in Domi nion notes. tAll bank char te r s granted or extended 
wer e subject to J,;_he conditions of this general act and no charters were 
t o be extended beyond 1881 . Most of the other special feat ures cover­
ing the organization n.nd wind-up of banks , the nature of the business 

1s ir Franci s Hi ncks . 
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to be s brnitted by dis counts and loans, etc. , were covered by the Act.l 

The immediate reforms of banking and currency of 1871 were completed 

1-.;ith t he establis hment of a uniform metallic currency in t he Dominion. 

There has been little chance in t he system of metallic currency s ince then . 

We noted above that the decimal system and denominations in dollars and cents 

were introduced i nto Canada quite some time before Confederation. The act of 

1871 made t he system o.pplicable to the whole of Confederation . Unt il 1910 

the standard of value was t he British gold sovereign ~vhic h '1-Tas ,.,rorth $h. 86 2/3. 

In 1908 a branch of t he oyal Mint was established in Ottawa . 

In 1870 Hi ncks had-also brought down a bill permanently establ ishing 

a government paper currency to be known as Domini on notes. The government 

·was authorized to issue ~P 5 , 000,000 worth on security of specie and Dominion 

Govermnent de b3ntur es (the debentures >vere not t o exceed 80% of t his secur- · 

i t y ) . The amount could b.e ete.nded to .f7, 000, 000 by order- i n- council and 

certa · n provisions were made whe r eby gr eater a;.,ounts could be issued if the 

specie r at l o was i ncreased . These government notes were only issued in den­

ominations of f our dollars and under. The government terminate9: its agree­

ment with t he Bank of Jl...ontreal made in 1866, and arr anged t o issue and 

redeem the Dominion notes on its own. 

The first slx years of Confederation were years of prosperity. Both 

trade and industry expanded ; there tJere a great ~mmber of new banks establi ­

shed both during these early years of Confederation and in the few years 

1A. Shortt, 11 The Banking System of Canada, 11 Canada and I ts Pr ovinces, 
v. X, p. 633 . 
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prior to it ;1 there seemed to be an unjustified amount of optimism and the 

r esult was t hat bank -st ocks along v1ith other stocks and bonds became not 

only a favourite form of investment but also of speculation . Consider t he 

following changes in the paid up capital of chartered banks in Canada in 

t he f i ve year period 1869- 74: 

TABLE I V;¥ 

COHPA ISON OF FAI D UP CAPITAL OF CANADIAN CHAHTERED BAI"<'f\S -- 1869 and 1874 

Paid Up Capital 

1869 
1874 

$30,700 ,000 
58t458, 000 

#~ource: i bid. , p. 635. 

When the crisis of' 1873- 75 hit it resulted in considerable bankruptcy i n 

Canadian business ; t he banks were 'among t he sUfferers as mi r;ht well be expec­

t ed from the statisti cs of Table (IV), but were nevertbeless able , fo r the 

most part , to survive by the use of r eserves and by amal r;amE.tions . The 

commercial r eaction following the crisj_s of· t he early 1870's "resulted in 

112the sifting of the wheat from the chaf f among Canadian Banks. 

1 canadian Bank of Comn:erce (1858) , which absorbed the Gore Bank in 
1869; Merchants Bank (1864) , which took over the Commer cial Bank aft er i t 
suspended operation in 1868; Bank of Toront o (1869); Dominion Bank (1869); 
Bank of Hamil ton (1872); Imperial Bank (1875) , which runal gamated wi t h 

Niagar a Distr i ct Bank; St. Lawrence Bank (1873 ) . reor ganized as t he Standard 
Bank in 1876; Royal Canadi an Bank (1865 ) , amalgamat ed with old City Bank of 
Montreal and the t wo mer~ed into the Consolidat ed Bank which suspended opera­
t i ons in 1879 ; Federal Bank (1874); Banque Jacques Cartier (1860), s11spended 
,operat ions during 1874- 75 crisis, reduced stock i n 1878 ; La Banque Nat ional 
(1859 ); Union Bank (1865 ) , capital reduced l B85 ; Mechanics Ban!< of oontreal 
(1865 ) , was badly mana ed , suspended operations 1875, reopened, suspended 
operations again in 1879 ; Metropolitan Bank (Montreal , 1871) , hit har d by 
crisis of 1874- 75, wound up operations in 18?7 . 

2Ibid ., p . 640 . 

I 



- 59 ­

Again depression brought in its wake dissatisfaction over the banking 

system. ~Jhen the Bank Act came up for revision in 1881 the government 

appeared somewhat perplexed as to what to do ; as usual, a number of remedies 

were offered. Among t he sugg~sted remedies was one known as the agriculturial 

bankin sys tem )y means of which it was hoped t o coll ect all the fluid capital 

in the nation int o country banks and t he n transfer it t o the government for 

use i n public vrorks (interest ·•as t o be paid on t he money of course ). In 

addition , there v-1ere, a s usual, those who advoca.ted t hat t e govern.ment take 

over the whole of the power of currency issue. Both suggesti ons apparentl y 

r ece i ved cons i derabl e support for a t ime. 

In reality t hough , t he pr acti ca l questi on at issue concerned the 

degree of security that ti e notes of t he chartered banks shoul d have ; and 

the banks , apparently sensing the feeling of the government and country, pro­

posed that not es be made a first charge on bank assets and this suggestion 

was incorporated into t he 1881 revision of the Bank Act. The other point in 

question 1...-as the further extension of . t he gover nment not e issue It was 

decided to enlarge it from a possible maximum ()f $12,000 , 0 0 to '} 20 ,000,000. 

Other nendements to t he Bank Act in 1881 were of no gr eat re onsequence, though 

we should note tha t the stringency of the statement of monthly returns was 

increased . 

The peri od 1880- 90 has been described as one of general stagnation 

as regards the Canadian economy. There were a number of f ailures in this 

1decade whi ch proved damaging to the banking system. These f ailures again 

~he exchange Bank of Montreal f ai led (1883); Bank of London, 
established 1883 , failed (1877) ; Central Bam{, chartered 1883 , failed (1887); 
Federal Bar~, business woun up in 1880 with assi stance of other banks ; 
Mariti me Bank, founded shortly after Confederation, reorganized on r educed 
s cale in 1884, closed 1887; Bank of Pictou, Nova Scotia , fai led (1887). 
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lead to dissatisfact,ion with the system and r esulted in t wo i mport ant new 

provis ionsbeing added to the Bank Act 1-Jhen the 1890 revision carne up for 

consideration . The first of these required all chartered banks to make 

arran._,eruents for acceptance at par or rederuption of Lheir notes i n all parts 

of the country. The second was the foundat.i.on of the Bank Circulation 

Redemption Fund (ie . a fund made up on the basis of a percenta,~e contr i bution 

of t he outstan ine note issue of al the b nks and hel d by the goverruaent) 

f or the purpose of redeeming the bank notes of failed b,anks. Unfortunately, 

no further legislation was passed to provide for additional specie reserve 

or a competent i ndependent audi t of each bank's af fairs in the i nterests of 

the shareholders , in spite of the f act that th · nurrlerous bank f ail ur ev had 

indi cat ed the necessi t y for s ch l egislation . t~evertheless , the 1890 revision 

was, on the whol e , a thorough effort . 

In the revision of 1900 an i mportant progressive step was taken \vhen 

t he gover nment officially recognized and incorporated the Canadian Bankers ' 

Association . It was empowered t o exer cise a gener al supervision over clear ing 

houses , to appoint a curator to supervi e the affairs of suspended ban·s in 

the interes ts of the stockholders and creditors . and t o exerci.se a certain 

amount of supervision over the di s tribution and printing of bank notes . There 

were aeain some failures aJJ.tong the smaller ba.nks in the f ew years following 

1896 .1 

TH " ECONOJI'iY IN EXP NSION ---1895- 1913 . 2 

The country ' s record for the 20 year s prior to 1895 had been somewhat 

1Banque Ville ¥~rie; Banque de St Jean; Bank of Yarmouth ; Bank de St. 
Hyacinthe; The Ontario Bank (1896 ) , the effect of its failure would have been 
g eat had it not been that some of the other b· nks came to its rescue until 
its operat i ons were wo nd up ; Sovereign Bank, established 1901, in 1908 the 
leading banks also helped wind it up. 

2In order to fit this period into the long, or Kondratieff cycle see 
Estey, op. cit ., p. 20- 22, 92 . 

http:exerci.se
http:foundat.i.on
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dis~ppointing, but t hings were soon to change . Increased world gold output, 

rising prices, and lowered i nter est rates prompted investment i ncreases and a 

flow of capita l from creditor t o deb tor nations. A continuous hi gh rate of 

i nvestment char·acterized the next eighteen years as a result of profit expec­

t ations from t he country's natural res.ources. liore and more of these \vere 

either being discovered, or else made accessible eac,h year by rai lroad exten­

sions . In th main, Canada 1 s hopes 1r1ere pinned on prairia settlement and 

wheat ; ne\v farmine techniques and new breeds of wheat helped justif;>' t hese 

hopes . But more impor t ant , this hol e pr ocess was takin pl ce and. was t he 

r esult of favourable shifts in cost and prices. There was a demand on the 

wor ld market for products in ih ich Canada could ' increase her advantage as 

world pr ices rose nnd transportation i proved, agricul tur al products in par~ 

ticul ar were i n demand. 

The l ow interest r ates resulted in more and more capital being imported 

to help meet the adver se bal ance of payments (see graph II) ; interest and 

dividend payments :t;ere continual ly mounting and thus adding to the dead 1,.rei ght 

of this adverse balance. It should be noted that one of the c:hief reasons 

the country lvas able to go r i ght on increasing this burden on debt c ~ arges, 

or overhead costs, year after yGar was the continu lly r i sing price level 

whi ch as it rose tended to increase Canada ' s trading advantage . To- day such 

a prol one;ed period of expansion would probably be checked by rising 1va8e 

r a tes and other hit:;h costs of production . The rising wage r ate f actor was 

taken care of b;y the continuous stream of immigr ants. 'l'he poss i bility of 

expansion being checked by ot her rising cost s of production was it.igated by 

t he f act that so much of the countr y's capital equi ~)ment was purchase in 

Brita i n and the United St a t es where the pur chases did not i ncrease total 

volume and force prices up to the extent they would haV::;! had t.he country had 

to oper ate to a c;reater degree as a cl osed unit . 
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It was stated that .the tendency for wage r ates to rise excessively 

was taken care of by the continuous stream of immigr ants ; t his steady flow 

made for a high degree of labour mobility so essential in a period of r api d 

economic expansion . Popul at i on, which had increas ed by a mere 24%i n t he 20 

years from 1881-1901 , grew by 64% f rom 1901-1921 , the rat e of po~ulation 

expans ion being gr eates t in the prairies.l 

The whole development period from 1896 to World viar I must be consid­

ered i n t he light of two f~ctors -- - t he government's t r ansportat ion policy, 

and t he government 1 s t ar i f f pol1.cy . After a cons ider able l apse of time follow­

ing the building of the C.P. R. the Dominion government again adopted a policy 

of backing railroad development and all- Canadian routes; t his parti cipation was 

chiefly in the form of Dominion guaranteed bonds . Two more transcontinent al 

railroads and t he building of more spur lines as the west filled up and mining 

districts wer e opened r esulted in railroad mileage bei ng expanded f rom a t otal 

of 18, 000 mi les in 1900 to 39 ,000 miles in 1920. In the building of r ailroads 

national int erests did not ah mys outweigh regional ones with the result that 

Canadian r ailroads 1rrere , at t imes . both misdirected and overextended . Over­

extended and ruisdir ected r a i l roads , coup:ed "lith a small popul c..t.' on, re&u.Lted 

in t he railroads continually being in financial diffi culties. 

Because of thes e f inancial di f f iculties , and because t he Dominion 

Government had contributes so much to the railroads in t he form of direct 

invest ment s , guarauteed bonds , loans, and subsi dies it took over the Canad­

i an Northern,the Grand Trunk , and the Gr and Trunk Pacifi c (191'7- 19). I n the 

end t hen, t he cost of li.nking together the various regi ons of Canada had 

become a Federal over head . 

~4ackintosh,op . ci t . , p. 24. 
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We now turn to a cons i deration of tariff policy during the period. 


We shoul d fir s t note thr ee t hings concer ning the thirty prid years that foll ow 


the i nception of t he national policy : 

(l ) 

(2) 
(3) 

The United States emerged as a gr eat manufacturi ng nation with a l arge 
ho geneous market and i n conj unt ion with this built up a great steel 
industry . 
The Canadi an Prairie Provinces became a great exporting region. 
Canadian tariffs up t o 1894 cont ained a large n"mber of specific rates 
in contrast to ad valorem r at es . 

The fi r st of t hese had t he resul t of i ncr easing competition for Canadian 

i ndustry and therefore on the face of it suggested the need f or the Canadi an 

t arirf , Dur i ng t he same period the United St ates had become our natural 

source of s t eel. It therefore appeared hard for Canada to live either with 

or without the American manuf acturing indust ries . Canada needed pr otection, 

but at the soone time she needed Am rican s teel and cert ·· :i.n other of her man­

uf act ur ed t;oods. Therefor e, as the Canadian pr '3.iries becan e more and more 

i mportant in the na tion 's econouy , and this increased the already high degree 

of regional specialization. the t ask of the Canadian tariff makers . which had 

1ah:ays been diffic ul t, became even more so . The west wanted tha l ow cost 

manuf actured goods that would res1Al t from a low t ariff and maint ained that 

a l ow t ar i f f in Canadian port s made i t easier to s ell the west ern grain crops 

in the vmrl d ma kets . The t hi r d point to be noted was the gr eat number of 

specifi c t ar i f fs. The p0int here is that the period of f alli ng prices pr i or 

t o 1896 result ed in r el tiv~ly greater and gr eater protection as long as the 

f all continued . 

1The ratio of exports to t _otaJ. production was hi gher for the Prai rie 
Provinces than any ot her region i n Canada . At t be same time t hey bought 
more from the r est of the countr y than any other region of Canada bought from 
t he pr a.ires. I n the Maritimes t he rat i o of export s t o to:b.al pr oducti on vms 
agai n hi h, t hough not like that of the prairies, while in Ontario and Quebec 
t he ratio was quite lov: . 
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The tarif f chan1;es of H~97 therefore attempted to reduce the costs 

' of production vrhile at the same time mai nt aining prot ection of pr oducers 

where poss i bl e; a very difficult cornpro · se ! There was also an increase in 

the numbf~r of ad va.lorern duties We should note that i n 1897, in place of 

the usual bud et offer of r·ciprocity with the United States , an offer of a 

one- eighth reduction was made to all nations i n r eturn fo r reciprocal treat­

men t ; in 190? this was changed t o one-third. Afte r 1898 prefer ential rates 

we re i ncreasing extended t o Empire members . \Ve mu.y summarize these t ariff 

considerations by saying that in the 1870-90 period the policy of industrial 

expansion behind a. tariff had not been t oo diffi•cul t to car ry out , but that 

in the period which f oll owed it became increasingly difficul t to carry out 

such a policy as a result of t he grea ter specialization that arose in the 

v r i ous regions of Canada. 

'fhe banks pl ayed their part in the period of expansion by f acilitating 

t he Hintroductions diGtribution and pr actical appl icat i on of in:unense funds 

of f c)rei gn capital. "l In other periods of prosperity the number of banks 

i ncreased ; this time the banks decreased in number t hough the number of 

branch'es was quadr upled in a twelve year eriod . The Tabl e of Comparative 

st atistics on page 66 is enli ghtening in this regard. These f i gures amply 

demonstrate the great expansion that took pl ace in Canadian banking . The 

tremendous increas e i n the number of branches, and t he establi shment of 

branches i n many of the very small communities of the country , of t en on the 

·f urthest ed;;es of the f rontier . is an indication that true competition did 

; 	
exist in the banking business . As t he number of banks has gradually been 

reduced and as they have increased in size , compet i tion has ten ed t o t ake t he 

forn; of competit · on in services offered , r 11.ther than in the nutting of i nterest 

~nd di count r a te . 

1
Adam Shortt, "The Banking Syst.en1 of Can da , 11 Canada and Its Provinces, 

v.X, pp . 646-647 . 
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TABLE V # 


BANKING CHANGES : 1900 COMPARJW TO 1912 A.ND 1913' 


1900 
(Dol l ars ) 

1912 
(Dollars ) 

Paid Up• Capi t al 
Reserve Fund 
Notes in Girc~lation 
Ordinary and time deposits of t he general 
Loans to the General publ i c 

67,000,000 
)L1-, .500 , 000 

Nore than 
public298,000,000 

276,000,000 

114,000,000 
106,000,000 

Doubled 
1,012,000,000 

881, 000,000 

1913 

No . of Br anches 2, 847 
No . of Bank s 25 

# Source: i bid . 

'I'hough t here Has an element of elasticity in t he issue of Canadi an 

bank not es it was proving inad-e-quate to meet the country 's needs at crop 

moving time and . fo r this reason the Bank Act was amended in 190(3 to allow 

addi tional issues of currency from September t o February. 

The main functions of the Canadian Charter ed banks had gr adually 

come· to be: 

(1) The supplying of a l arge part of the circulating medi um of t he l ower 
denominations. 

(2) The supplyi ng of a medium of exc hange \vhich greatly economized the use 
of metallic and paper currency t hrough the use of cheques , drafts , bills of 
exchange and so forth and i nvolving the credit of one or bot h parties to t he 
transaction. 

(3) The furnishi ng of an eleborate system vfhereby t he credit of t he banks 
and t he unemployed credits left on deposit t..,rith t he banks by i ndividuals 
and corpora t i ons might be made ava.ilable for immediat.e use. The banki ng 
syst em constitutes a common meeting ground for the l enders and users of 
money. l 

lsee ibid., p. 652 f or great,er det ai l. 



Chapter VII-- CANADIAN FISCAL POLICY I N \·iORLD WAR I 

It was outlined i n the previous chapter how for seventeen years 

prior to 1913 Canada had been constructing inrrnense capital f acilities. N.ost 

of the financing of the expansion came from abroad. This process could not 

be continued indefinitely ; if the dountry was to pro sper econo.mically the 

time was r apidly approaching when it woul d become necessary for it to use 

its export capacity to such an extent that profits from expor ts would not 

only make up for reduced borrowing from abroad, but , also pay the interest 

on money already borrowed. A l arge part of the productive f acilities of the 

Canadian economy were used) either directly or indirectly, in this capital 

expansion. The necessary process of shifting men and the services of resources 

from the investment industry t o t he production of export staples was a diff­

icl,lt one and was aggr avated by t he f act that when war broke out Canada was 

in the mi dst of a depression. I n effect , t he war and the causes of the 

depression forced this transition into an abnormally short period of time and 

thereby caused certain disequilibriums and hardships. The depression began 

developing i r1 1912 when interest r ates in the London money market began rising 

at t he same time that the gener a l level of world prices and t he prices offered 

fo.r Canadian exports began f alling . Canadian imports , a s a r esult, also fell 

in 1913 and this reduced customs revenue. The hi gher costs of money and the 

decreased profits in the export trade virtually put ~ . stop to capital importing. 

There was ther efore a relatively speedy drop in construction and in the 

production of investment goods. The firs t few months of the war only aggr avated 

this depr es sion --- exports dropped off as a result of disrupted ocean shipp­

in· , and interruption of t he exchanges, as well a s restrictions placed by the 

Allies on importing and exporting served to t hrow t he country's trade into 

confus ion. It can be seen t her efore that the ,.,rar confronted the Canadian 
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Government with real problems. 

The essential financial problem was a simple one --- that of a shortage 

of money . The immediate financial problem was that of a threatened run on 

the banks. As we have seen the Bank Act required the banks to meet obligations 

t o depositors in gold or Dominion of Canada notes if t he depositor so desired . 

Dominion notes represented and were convertible into 'old . Canada therefore 

was on a gold st andar d. The i mmediate danger of runs on the banks was met by 

the fo llowing changes in t h . banking and monetary system: 

(1) 	 Payments i n specie or Dominion of Canada notes was suspended and the 
banks were allowed to meet their liabilities with their own notes. 

(2) We have remarked earlier on the provision made for a certain excess bank 
note circulation during the harvest period. This provision was extended 
throughout the whole year . 

(3) The Bank coul d secure Dominion notes by putting up certain approved sec­
urities. 

The order-in-council passing these measures actually had no legal bases . How­

ever in the August session of Parliament they were passed as the Finance Act 

of 1914. 

What were t he effects of these measures? They effectively met the 

irr~ediate danger to Canadi an financial institutions. Secondly, they provided 

the necessary prerequisites to credit expansion and inf l ation which were 

l ater to pl ay such an important part in war finance. The suspension of specie 

payments relieved t he monetary system of control by the gold standard ; t he 

only limit to circula ting medi a now was t he caution of the banks, the types 

of ass ets held by the banks, and the needs of the government. In the course 

of this chapter we will deal with all three of these factors . 

Table VI outlines Canadian war and demobilizat ion costs. 
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TABLE VI # 

COSTS OF vlAR & DE~l.OBILIZATION I N WORLD WAR I 

#Source: 

FISCAL YEAR 

1914-1915 

1915-1916 

1916-1917 

1917-1918 

1918-1919 

1919-1920 


Canadian Public Accounts 1948, 

MILLIONS OF 

61.8 
166.2 
306.5 
343 .8 
446.5 
346 .6 

Part i, p. 36. 

DOLLARS 


The thFee most generally recognized methods of obtaining funds for the 

prosecution of a war are t axation, credit expansion, and borrowing. 1 We 

might well ask what Canada ' s attitude was toward these three methods at 

the start of the war . Far the greater part of Canadian revenues at this 

time were obta ined from customs and excise (ie. indirect taxes). A sudden 

imposition of direct taxation of any magnitude would not have been feasible 

politically, economically, or from an administrative standpoint --- the 

people were not accustomed to direct taxation; the war was to be of unknown 

intensity and uncertain duration and seemingly no one in authority on the 

Allied side, on either side of the ocean , realized the long costly struggle 

ahead; no general system of collecting direct taxes was i n existence and it 

would t ake a number of years to put an effective, equitable system into 

operation. The general feel i ng was then , as it had been in the past, that 

the expansion and development of Canada , a new country, woul d be consider­

ably hindered by direct taxation. 

1rf the machinery· of finance is t o play its full role in diverting 
national energi es to an all-out war effort these three must be supplemented 
by other devices such as price fixing, exchange controls, rationing, wage 
controls , profit limitations, and numerous other regulation~. 
See A.C . Pigou, The Political Economy of VJ'ar, (London: Mac illan and Co., Ltd.) 
1940) 
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With regard to the second method, credit expansion, it is generally 

recognized that the war could not be financed, i n the main, in this manner. 

Credit expansion is usually carried out by the government or central bank 

participatine i n open market operations , or by t he government's making 

direct disbursements of Dominion notes for i ts own expenditures . These notes 

find their way into the bank reserves and provide f or a nine or ten f old 

credit expansion by t he banks. Under circumstances such as prevailed in 

Canada at t he beginning of World \liar I, and to a lesser degree \'/orld War II 

(ie. substantial unemployment and the capacity t o increase production) , 

credi t expansion can be a ver y useful method of finance in t ha t it stimulates 

an increase in production and t akes up the slack in t he economy . However, 

when credit expansion is carried much beyond this point it results in 

inflation; because any considerable amount of inflation has such inequitable 

result s for different groups in the communit y it is best avoided whenever 

possible . 

The third al t"3rnat i ve was t hat of borrowing to finance the war effort. 

For many this i dea carried with it the added hope of being able to shift .uch 

of the war's burden onto future generat i ons. In connection with this idea 

of shifting the burden, the following statement concerning the incidence of 

was taxation and war borrowing is worthy of our study even though it is of 

considerable length. 

So far as the war effort is drawn f rom i ncreased production and reduced 
personal consumption , the physical costs are being borne at the time , 
while so f ar as it is a chieved at the expense of national capital t he 
burden i s being past on to t he future. This point breaks down the 
assumption that borrowing is a definite means of postponing the cost of 
the war and t hat t axation is a sure means of paying as you go. I t is 
t r ue that certain types of borrowing, such as the purchase by govern­
ment of t he foreign investments of its nationaJs or loans from depreci a­
tion reserves, may be entirely at t he expense of t he national capital. 
But it is also quite clear that an appreciable part of t he savings 
borrowed by t he government will be rr~de avail able as a result of the 
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increases in incomes accompanying t he expansion of production and as 
a consequence of reduced personal consumption . To the extent that 
this is true the physical costs are not being postponed but are being 
borne at the time. Sirnilarily while t axation will undoubtedly place 
much of the burden on the present , it may be partly at the expense of 
capital. An example of this is the case of the individual who, r ather 
than reducing his custon~ry standard of living, curtails his usual 
investment in .aew enterprizes or sells foreign securities in order to 
meet his taxes; or the company which, because of higher taxes, post­
pones a program of capital expansion or even fails to make adequate 
allowance for deprec i a tion. There is t hus no clear cut distinction 
between the economic effedts of taxation and borrowing, though it is 
highly probable that taxation will tend to place more of t he burden on 
the present and less on t he future than borrowing. 

The analysis presented above is essentially simple. It means that 
at the end of a war a country is poorer, not by t he size of its public 
debt, but by the amount of physical capit al vlhich has been used up, 
sold or destroyed , and by t he amount of expansion in capit al equipment 
\ihich has been forgone as a result of t he war. vhatever t he methods 
of fi nance a l arge part of the cost will have to be borne during the 
course of hostilities and the growth of public debt may, indeed, give 
an exaggerated impression of the size of the burden which has been passed 
to the future. 

Unfortunatel y however this is not a real accountin · of the real 
costs of the war , for t here are other costs of a less t angible though 
none t he less real , nature. Quite apart from social and cultural losses 
there are other economic losses which are always in the forefront in the 
early post-,.tar years • . . . • the domestic level of prices and costs may 
be out of line with the situation prevailing in other countries . 
Export markets and financial connecti ons may be lost and with them the 
goodwill and business contacts which are so important in carrying on 
a nation's trade. Costs of this kind cannot be measured, but they may 
be very heavy. Their extent will depend in substantial measure upon 
the methods of war f inance and upon policies adopted for the purpose 
o£ war readj}1s tment . 

I t will be clear then that one of the most important standards by 
which the various met hods of \'lar finance should be judged is their 
post-war consequences. The methods of war finance should be designed 
with a view to minimizing post -wariJ1",la.djustments in the economic 
structure . The overriding st!'lndard of war finance , however , is t hat 
of effectiveness ....• 

Another i mportant criterion of war finance is that of equity . ..• • 
Equity is usually t aken to mean equality of sacrifice on t he basis of 
abilit y to pay ....• In brief, the best progr am of war finance would 
be the one which achieved an effective vlar effort on an equitable 
basis and whicf at the same time left a mini mum of post-war 
maladjustment. ~ · 

The Canadian Government had never borrowed in Canada - - - Canada was an 

importer of Capital, and the idea of Canada borrowing internally was unheard 

of. 

1J. Douglas Gibson , "Principles of var Finance , " War Finance in 
Canada, Brown, Gibson and Plumptre, (Toronto : The Ryerson Press, 1940), 
pp. 41- 43. 
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This left only the f oreign money market; the British agreed to lend Canada 

all the money required f or war costs. Thi s arrangement, plus the monetary 

and banking changes of the Fi nance A.ct of 1914, was to see t he country 

t hrough t he early stages of the war. 

THE WAH YEARS 

During the first fiscal year of the war 1914-15 the government was 

not able to r aisa enough revenue t o pay f or ordinary and capital expenditures 

let alone meet t he $60 million war costs. These war costs were entirely 

borrowed from the British Government. The depression resulted in revenues 

dropping from $168 . 7 million in 1913 to $133.1 million in 1915. 1 Though 

special excise and customs taxes were placed on liquor and tobacco, and 

duties raised on coffee and sugar, t hey can only be described a s token 

gestures of war taxation. About $90 million still had to be r aised f or 

capital expenditures such as public works and r ail roads. This money was 

secured by r aising a $42 million loan in London, a five million dollar loan 

(short term) with the Bank of 1'iontreal, and by a ~~41 million dollar fiduciary 

note i ssue . Fifteen million of this was raised by a change in the regulations 

concerning the gold reserve r equired for Dominion notes , and $26 million was 

i s sued against guar ant eed r ailway and government securities. 2 

During the second fiscal year of t he war (1915-17) Canadian war costs 

jumped to '!:166.2 millions. Early i n t his year "special" war taxes were levied 

for the first time . 3 Far t he most i mportant change from t he standpoint of 

r evenue however were the increases of 7~% on the general 'nd intermediat e 

1 .
Publ1c Accounts of Canada: 1948, p. 37. 

2por more detailed information on the financing of t he first year of 
11Wt he war see J.J. Deutsch, ar Finance and t he Canadian Economy, 1914- 20 , 11 

Canadian Journal of Economic and Political Science. November , 1940, p. 528. 

3The term "special" is used t o describe taxes that were competely new 
as compared with increased t axes on articles t hat had been taxed before t he 
war. For details of these new t axes see~., pp. 528- 529. 
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tariff structure and 5% on the British preference. The following Table 

demonstrates the importance of customs and excise in the war years . 

TABLE VII # 

REVENUE FROH CUSTOHS AND EXCISE TAXES , 1915- 20 

Fiscal Yr. Customs Duties Excise Duties Excise Taxes Total 
Ended Mar. 15 . ( in millions of Dollars) 

1915 75 . 9 21.5 .1 97 . 5 
1916 98 . 7 22 .4 1.5 12.2. 6 
1917 134 . 24 . 4 2.1 160. 5 
1918 144. 2 27.2 2.2 173.6 
1919 147 . 2 30 . 3 11.9 189 . 4 
1920 168. 8 42.7 15.6 227 .1 

# Source: Public Accounts of Canada: 1948, p.35 . 

Just as in t he first year of war, the new and increased taxation was not 

sufficient to meet t he non-war outlays ; an additional $45 million was needed, 

and this was obtained by negotiating a loan in New York (the first l oan ever 

negotiated in the New York market by the Canadian government ). 

New qnd serious difficulties arose ~~th regard to the direct costs of 

the Canadian war effort w9en the British goverr~ent decided that it could no 

longer l end in Canada because the pound had dropped in the New York market 

to what was consideeed , in those days, a serious discount . As a result of 

this the British were not going to be able to pay cash for their war order s 

in Canada; they did however plan to continue to meet the Canadian military 

expenditures abroad . The Canadian government therefore decided to try a 

domestic war loan of .r 50 million dollars; to their surprise it was subscribed 

1to over $100 million. The question might well be asked why the success of 

1For more detail on thi s loan and f or an indication of the degree of 
scepticism that existed concerning it, and for an indication of the general 
l ack of knowledge of the procedure and significance of public borrowing see 
Sir Thomas White, Canadian War Finance, (Montreal:l921), pp. 28-29 . 
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was 
the loan/beyond all expectations. The following factors have been mentioned 

as .worthy f note i n this regard --- t he return to prosperity as a result of 

Bri tish and . llied war orders , a good ;.Theat crop , and reduced private invest­

ments.1 Profits had expanded and income had increased for at least certain 

sections of the population. The Canadi an government then, to its surprise, 

had found a nevi source of funds in domestic borrowi g. The followi ng table 

demonstrates t he reduction in private capital spent on construction during 

t h·e vifar Years. 
JJ. 

TABLE VIII rr 

ESTIMATED NATIONAL INCO~ffi OF CANADA FROM CONSTRUCTION --- 1913-1920 

Year Income 
( rOOO,OOO) 

1913 275 
1914 205 
1915 105 
1916 60 
1917 60 
1918 60 
1919 95 
1920 145 

#Source : Deutsch, op . cit., p . 538. 

This f i r st successful loan t hen marked the beginning of the following 

process : 

So f ar as Canadian War Finance was concerned what really happened through­
out the war was this . Britain l ent us t he money in London t o pay our 
military expenses overseas. vle repai d Britain by monies placed to her 
credit in Canada . She used t hese credits to purchase rr.unitions, wheat , 
flour and other Canadian products. The sale of these products enabled 
Cana.da to subscribe to the war loans. I n a >iord we paid the cost of ovr 
mili t ar y operations by our produ ction dur ing the war . Canadian goods 
and services constituted the exchange which Canada made to Britain f or 
providi ng our expenditur es overseas. 

vle are to see before t he end of the war al l our borrmtings from the 
British Treasury repa.id and an indebted.1ess to Canada by the Briti sh 
Tr easury of four hundr ed million dollars, owed half to t he DoiT~nion 

1s ee Deutsch, op. cit ., p. 529 
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Government and half to t he Canadia n banks .1 

See Table r: concerning t hese inter- government al adva.nces . 

TABLE IX # 

CANADIAN WAR ADVANCES TO BRITAIN, 1917-1924 
(source: Sessional Paper of Canada , Publ ic Accounts) 

Year Ending 
March 31. 

Advances to 
Great Britain 

Advanced by 
Great Britain 
to Canada 

Balance due 
to Canada 

($000,000 ( 'ooo,ooo) ($000,000) 

1917 
1918 
1919 
1920 
1921 
1922 
1923 
1924 

178 . 8 
5·) 4 . 6 
474 . 7 

180. 9 
392.9 
253 . 2 

58 . 4 
29 . 8 
18.7 
56.2 
66 .5 

11.2 
111.7 
221.5 
171.2 
141.4 
122.7 

66 .5 

#c.A. Curt is, 11The Canadian Banks and War Fi nance, 11 Cont r i butions to 

Canadian Economics, v. III, (Toronto: University of Toronto Press , 1931) p.23. 


The Canadi an war effort was greatly expanded in t he 1916-17 fis cal 

year . War cos ts ~u1:nped to $306.5 million from t he ~~ 166. 2 of the previous 

year. Further attempts were therefore made to r aise money by t axati on . 

A business profits t a""' :ret r oactive to the beginning of the WC!r was i ntroduced, 

This tax not only ser ved as a source of revenue but helped quiet the consider­

able cr iticism i n t he country over war profiteering. Nevertheless, f or t he 

t hird successive year the vrar outlay had to be met by borro-vring . Fifty 

million dollars was r a ised i n t he New York market and t he rest was secured 

at home. 2 

The unempl oyment and unused resources which existed at t he start of 

t he war were now being used al most to full capacit y. The economy was now 

lvJhite, op . cit., p. 17. 

2 
Deutsch, op . cit., p. 530 . 
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' feeling the real pinch ~war. The time had t herefore arriv d when the 

extra goods had to be obtained by curtailing consumption, by r educed invest­

ment of a non- essential or peace time nature and by the use of t he ser vices 

of sub- marginal r esources , both human and w.tterial. 

In reality, the fiscal problem for 1916- 17 was met by an expansion of 

ba~ credit on t he basis of Dominion notes already held by the bank ; in other 

words , by a process of inflation . Durin£ the year the banks advanced a $130 

million worth of credit to Great Britain for purchases in Canada . During the 

same per iod current loans in Canada r ose by $50 million.1 As mi ght be 

expected prices and money income rose r apidl y, and as is normally the case 

with inflat ion, selling prices rose f aster than costs; the salar ied 11o1orker 

and fixed income groups suf f ered a loss i n real income . The result was a 

s hift i n the distribut i on of national income with a l ar ger part of the income 

now goinrg to business profits. The conclusion has been drawn that this shift , 

caused by the proces s of- i nf l ation, by t hus tending to concentrat e funds i n 

the manner it di d, was the kay facto r in making i t possible t o float t wo 

bond issues, totalling ~p 250 mill ion, in Canada in the year 1916- 17. 2 It 

should be noted th~t it was not until the loans of t he fol owing year that 

Canadi :1n war loans wer e widely hel d by t he public. Consider the f ollow-ing 

stateJrent as re gards t he pl· ce of inflation and the hol ding s of w~r bonds . 

The remarkable rise in t he val ue of ex:i)orts , the decline in private 
i nvestment , ·the general increase in money incomes, the increase in 
volunt ary savings inspired by patrioti.c motives , all played a part , 
but the rol0 played by the inflation and t he consequent expansion of 
profits was perhaps the most important as if.3 indicat ed by t he f act 
t h3.t over t hree-fourths of the total war loans w·ere sub cribed for 
by business or g, nizations, financitil inst.itutions and persons with 
larg0 incomos .J 

1 
I bid . • p. 530. 

2 
bid . • p . 531. 

3
Ibid . , pp . 532- 533 · 
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During the fourth year of war (1917-l9l g) Canadian w~r expenditures 

amounted to $343 million. he government t his year began taxing personal 

income for the first time; in addition, the business tax was increased 

consider ably. Though the country now had a relati vely broad based tax 

system it was unable to meet its non-war expe nditures without resorting t o 

1borrowing . Another authority claims that i n reality the situation was not 

r eally as bad a s all this. 2 During t his year Canada had to make sizeable 

advances to Brita in to f i nance purchases in this country and in addition r e­

paid heri t emporary l oan amounting to ;ifl 20 million . 3 The government there­

fore again had to re sort to ex,cessive borrowing to meet .its obl ig t i ons . A 

t wo yea r J;lOO million bond i ssue was sol d in New York and t he f ourth war 

loan was floated in Canada. Though only :n5o million was called for .$398 

milli on was r ealized . Whereas approximately 41 thousand subscribers 

participated i n t he third lo -o n 820 t housand participat ed in the fourth . Hith 

t he help of the banks the loans had finally been organized and publicized in 

such a l>tay as to reach and appeal to t he or dinary citizen. A fiduciar y note 

issue of ~50 milli on secured by Briti sh treasury bills deposited in London 

l'le.s the one remaining source of revenue t hat year. 

1 .. 
Ibld., p. 531. 

2F. H. Brovm., "The History of Canadian Har Financ e , 1914- 20," ivar 
Finance in Canada , op. cit., pp . 17- 20. Thi s seeming contradiction can 
be expl ained i n t he light of the f act that Dominion Government a ccounts 
onl y describe ne\v forms of taxat i on as wa r taxes. \~hen extra r evenues 
vlere r ecei ved uring the war because t he r ates 1~ere increased on pre-war 
forms of taxation t hese ext r a r eturns have not been separat ed out . On 
t he ot her side of t he stat ement , war pensions, and interest on strictly 
war borrowings have been accounted as ordinar y expendit ures . Brown has 
tried to make these separ ations and t his accounts f or · a somewhat more 
opt 1isti c co nclusi on t han thos e of Deutsch . 

3Ibid . , pp . 14- 15. 
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In the year of vict ory war costs r eached a new hi gh of : 446.5 million. 

Additional revenues were t her efor e sought by i ncreas i ng the personal i ncome 

and business profits taxes . In addition, customs , excise and letter postaee 

were all increased . Though there 1rras actually a sur plus i n t he non-war 

account, t he cost of t he war effort and t he advance to Britai n still necessita­

ted t otal borr owing of over $600 millions. I n the fift h i nternal war loan 

$690 mil lion was r aised and t her were over a million subscribers . There 

Wc:is ab vays some crit icism of the f act that Canadi an war loans were issued 

t ax free but it must be rec~lled tha t these Canadi an loans had to compete 

with Allied l oans i n New York which any Canadian was perfectly free to sub­

cribe to . The sixth and final loan yielded $578 million and there were over 

goo thousand separate subscriber s. Thi s loan was issued after victor y , in 

1<1arch 1919, and consEiquent l y was not tax f ree. Much of it was used f or 

demobilization and continuing v1ar char ges . 

THE BANKS I N WORLD WAR I 

We must now turn t o a consideration of the part played by the Canadi an 

banking system in Worl d Waf I . There was of course no moder n centr al banking 

system a t t hat t ime, nevertheless, a f ai r l y cl ose liaison was mai ntained 

between t he Finance Department and the chartered banks t hr ough the Canadian 

Bankers ' Association . This liaison was greatly facilitated by t he fact that 

all Canadi an banking was being performed by but a handful of f irms using 

the branch system and it was therefore easy f or all concerned t o keep i n 

touch with the decision-making units in the banking system. 

The banks made very few direct loans to the government during the war . 
,.r 

Instead , the government, to meet its i mmediate f inancial needs, sold treasury 

bills to the chartered banks in ant icipation of the various war l oans. The 

banks al so hel d quanti ties of Imperial treasury bills which were different 

from t heir Canadi an counterpart i n that they wer e of a rather indefinite 
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aturity and were therfore more i n the nature of a loan. Their liquidity 

v-ms therefore not as great as treasury bil s s hould have , and to some extent 

t herefore they reduced t he b.:mks lendi P..g poHer an endangered~ it-s resources. 

There is evidence t hat pressure 'das brought to bear on the banks t o 

have t hem carry considerably greater amount s of treasury ' ills t han they 

t hemselves considered prudent. However, because of t he Finance Act of 1914 

the banks v-rere eas ily able to shift the b rden of t he trefis r y bi l ls by 

r ediscount' ng wit h t he government and receivine Dominion notes in return . 

The Canadian governn:ent , in i t3 desire to assist t!'le Dritish government, 

enabl ed the banks to ac cept gr eater than no r~m..l anlOunts of treasury bills by 

fixing a r ediscount r ate of 3~% on them, a s opposed to 5% on other forms 

of paper, The r esult was that most of t he redis counting done by the banks 

was in Imperia l treasury bills. The accept ed conclusion then is that I:mpe i a l 

treasur y b·'.lls were, in part at 1 a.st , used to achieve the great expansion 

of Cana i an ban' credit that took pl ace durine the war. 

It has been stat ed that i.f thi s low r ate of interest did not allow 

the banks t o expand credit it at l east enabl ed them t o keep t heir cash re­

1serves at the cus tomary point at a l ow cost . The same authority is also 

of the opinion that the par ties concerned were ienorant of the infl ation 

2possibilities of this J m1 r a t e. 

1ve sav1 that t he total i ncrease in Dominion notes in the war period 

amounted to over $90 million . These note s once in the hands of t he banks 

vrere added t o re serves and thus enabled a potential expansion of bank 

credit by nine or ten fold . The huge expansion of credit tha t was based on 

1 c .A . Curtis, op . cit ., p . 39. This bri ef' section on th place of 
bankin in t he war follmvs the line of thought in Curtis quit e closely. J.J . 
Deut s ch op. cit . , is very brief on t e part played by the banks , and F. H. 
Brov.'n op . cit. , w-rites with a banker's bias . 

2I bid ,, p . 38. 
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these Dominion notes res lllted in inflationary price increases. The bankers ' 

claim that price increas5 occur red first and that a s a resul t of the demands 

credit expanded. Curtis clai ms tha'L the banks loaned to all and sundry 

1during the war. This he says is borne out by the n:any l osses suffered by 

t he banks during t he period 1921-24 on t hese loans. The bankers are quick 

t o point to the numerous m~o& and utterances on t heir par t cautioning any 

form of indiscrirr~nate lending and expansion of credit. These, Curtis says, 

were the results of government pressure put on the banks . 

How does all this tie i n with t he huge i nternal bond issues sold by 

t he government during the war? The use of bank credit by t he gover runent 

appears to have pretty well been the crux of war finance. The government 

sold treasury bills to the banks. The banks in t urn cr eated credit to pay 

for them. The government t hen made war expenditures with the money . The 

public the n spent t he money on war bonds. I n the latter p;trt of the war 

i n particular t ~1e loans were , in considerabl e part, merely a shi f ting of 

short term government indebtedness to t he banks, to a longer term govern­

ment indebtedness to the people. It is to be noted t hat in the process 

just described the original credit creations or expansion preceded t he 

gover nment purchases and hence caused the price rises. 'lhen •~hen the 

banks had rediscounted the treasury bills and received Dominion notes in 

their pl a ce they were in a position t o loan t o t he public as well a s to the 

government and thus rei fo rce t he tendency toward inflat ion . 

"here then does the onus lie? The primar y responsibility lies vd. th 

the government i n that it put pressure on t he banks to accept tnore treasury 

bill s than the banks considered it judicious to hold. On t he other hand, 

the banks seem t o have extended a considerable amount of credit unwisely, 

1
Ibid . ' p. 31. 
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and t o t his extent at least, the banks must bear t he burden of criti cism for 

the resulting infla tion . 

A CRITICISI'1 OF lt.JAR FIN NCE I N WORLD 'v/AR I TH CERTAIN COl>J.lENTS AND 
CO}'!..PARISONS AS REGARDS 'viAR FI NANCE IN WORLD WAR II . 

The f ollowing had already been stated: 1 

In brief the best progr am of war f inance woul d be the one which achieved 
an effective wa~ effor t on an equitable basis and which at the same time 
left a minimum of post-war maladjustment . 

I t is proposed here to cons ider briefly the met hocs oi war finance useg, and 

the success achieved, in i·/orld War 1 i n t he light of this statement, and 

t hen t o t urn briefly to vlorld War II and cons i der the met hods of war finance 

used and compare them wit h \' orld War I. 

During the first war the government began by us ing monetary and 

credit expans i on to t ake up the slack in the economy. This procedure at 

the beginning of the war when there E!X:i:sj;~ a considerabl~ amount of unused 

services of resources was sound . The tax structure at this t ime was heavily 

dependent upon customs revenue . At the begi nning of t he war it would not 

h~ve been feasible edonomically , and certa i nl y not political l y , to i ntroduce 

new forms of taxation for r easons we have already discussed. However , 

throughout the war new taxes seem only to have been added when the govGrn­

ment concluded t ha t t he need for the increased revenue f rom such sources 

would probably be permanent and that it woul d be worth i ts while adding new 

and complicated ma chinery for new f orms of t axat i on (eg . per sonal income 
\ 

tax). The new sources of taxation provided substantial amounts of revenue 

in a few cases but were fo r the most part seemingly more or less token 

gestures . The government never seems to have moved ahead of public opinion, 

\'lhereas, at such times of crisis it is i mper ative t hat a government l ead 

1P. 72 supra. 



- 82 ­

and develop t he desired public opinion if it is to achieve its purpose at 

a minimum long- run cost. Taxation rates were never Haised hi gh enough to 

in any way imp de desirabl e capital expansion; i n other l'Tords the incidence 

of war tax2.tion did not affect f uture gener ations . When government borrow­

ing is employed as a method of financing a war new or increasedt nxation 

should, as a minimum r equirement , be devel ope to t he extent that it ~~11 

meet th~ interest on the loans in order that the government does not f ind it 

necessary to be r ai sing t ax r ates when the war ends and a time when it should 

be lowering the r ates. ,Instead of this being the ca se , Canadian taxation, as 

we saw was not even suf ficient to cover non-war costs and the Canadian govern­

ment was forced to tax very heavil y for .four or fiv years after victory . The 

conclusion we arr·ive a t is that t axation in 'i'Jorld War I \'las not as heavy as 

it could have or should have been . 

Instead, the Canadian government used t he politically and administratively 

easier alterrlli tive of public borrowin . The intention at fi rst was to do 

t his borrmving abroad ; they were eventually forced t o do it at home, and in 

the process fostered i nflation. Tm the extent that t here could have been 

more t axation and less borr o"ting the effect was to bur den t he succeeding 

gener ations >d th a huge fixed interest payment. Practically all bonds issued 

were sold in Canada so that when interest on them was paid as well as when 

t hey wer e pai d off, the result was a transfer pau. ent withi n the country 

rather t en a strai ght l oss i n goods and services shipped abroad. Si nce it 

was t h =: government ' s avowed i ntent ion in the beginni ng to finance t he war by 

foreign borro•fing, t his would have been the case to a greater extent had not 

the government's chief source of f oreign borrowing been cut off early in the 

war . 

i·Jha t then can we conclude in connection with the quotation we are 

using as our criterion of a suitable progr arrt of war f inance? In t he f irst 
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place , it mus t b admitted t hat the program of finance undert ake 1 by the 

government did achi. ve an eff ective war effort . To t he extent that t he 

i nj udicious us e of Dominion and f i duc iar y notes and the exces s ive "'G­

discounting of treasury bills coul d have been avoided , and thus inf l ati o 

avo i ded t t he pr ogr am of l'rar finance was cer t ainl y not equitabl e ; the follow­

ing st atement ><ras made in connection wi th f inance durin~ \!orld \~ar I I but is 

equal l y appl icabl e her e . 

The eff ects of 1nfl at i on were recogni zed as constituting a t hinly guised 
pr ocess of t axation of t he most arbitrar y, unjust and undesirable t ype.l 

To t he extent t hat excessive borr o><Jing took t he pl ace of direct t axat ion 

which could be ca r r i ed out wi t hout t he i ncidence of t his t axat i on being t hrown 

on the f uture , t he excessi ve borrorling bur dened t he enerat i on t hat fo llowed 

Wor l d War I and contributed to post-war mal adjustment. Similar i l y , to t he 

exte nt that excessive use of credit potentia l on t he part of t he banks 

resulted in bus i ness f a i l ur es and bank losses this too contributed to the 

pos t -war maladj us t ment. 

2Let us now t urn t o t he pr ogr am of f i nance in i'lorld War II . We 

s houl d firs t note t he obvious fact t hat t he gover nment char ged with 

f i nancing the s econd war was i n a positi on t o benefit by t he mistakes and 

successes of t he firs t . Add to t his new f i scal weapons in t he form of the 

Bank of Canada , and t he exi stence of a broad based t ax systenl, and it can be 

seen tha t the gover nment in t he second war \"las in an al t ogether di f ferent 

posi tion from its counterpar t i n t he fi r st. 

~. Crai g Mci vor 111-ioneta ry Expansion in Cana~ia 1 War Finance, 1939-1945, 11 

(Unpublished Ph.D. di s sertation, Department of Economics, University of Chacago, 
August, 1937 ) , p . 236 . 

2For the material on World ivar II and certa i n of t he comparisons with 
t he situati on in World w·ar I, I have fol lowed cl osel y Mci vor, op. cit . , 
commencing on page 226 . 
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The government saw t he nE:Jcessity early in t he second war for an 

adequate use of sound propaganda methods if the citizens v1ere to be 

conditioned for the e_fort they 1ere going to be as ed to make ; this was 

certainly i n contrast to lorld Wnr I. 

In sirrdl 1.r f ashion to t he first w·1r , t nere \vas an element of mon­

etary expansion at the beginning of this war to take up t he s l ack i n the 

exonomy at a relatively r api d r ate . This was supposedly watched closely by 

t he government b t r apid price rises toward the end of the second year of 

t he war WoHld indicat e that the monet<:1.r y expansion was , at that t in1e , carried 

somewhat be37 ond desirable limits and that it contributed , to a degree , to a 

mil d inflation . 

In contrast to \vor l d ~iar I, t he government insisted. on a pay- as- you­

go pl an bei ng followed to the extent t hat such was feasible. In as much as 

t he gov .rnment was soon spending as much as half t he national income no 

other sound plan could have been adopted ; to have a ttmpted t o follow t he 

methods of the first war under these circums t ances would have resulted in 

·national disaster. In order to r aise t he maximw. amount of money the s overn­

ment improved it., methods of t axation. The t r emendous increase in tax 

revenue v-ras the result of new and increased taxes which in turn were the 

result of' a greatly incr eased national income . In the inter-war period the 

Canadian t axing system had been notoriously r egressive (for i nstance , the 

hi h sales t ax i n the 1930 1s), and the government in its t axat i on changes 

s ucceeded in reducing this r egressiveness some~. t by put t i ng greater 

elliphas i s on direct taxat i on i n spite of t he f act t hat direct personal t axes 

from t he low income brackets greatly i ncreased the admi nistrat ·ve problem 

becau~;;e of t he relati vely l ar ge number of Canadian ci tizens v1ho came within 

t his cate .;ory . To further consol idat e the t axation f i eld t he Federal eovern­

ment persuaded t he provinces to vc.cate t he personal income and corpor ate t e.x 

http:monet<:1.ry
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f ields for t he war ' s duration. The t ax changes anrl. increases were so great 

as to considerab y chan e the i mpor t ance of various sources of t ax revenue. 

Recall that all throur h forld V>!ar I and the twenties customs receipts were 

still the larcest single source of tax revenue; i n the l 930 1 s t he s ales tax 

claimed first positi on ; but in \vor l 1 v.~ ar II the most i mportant sources of 

t ax r even e were income (per sonal and cor por a te ) , the sales t ax , and excess 

rofits , in that order. In t he f i r s t war t axation was er adually increas ed 

over the whol e of the war )eriod, whereas in i'lorld 1-lar II t he gener al t ­

str ucture was agr eed upon and many of t he maximum r ates fair ly wel l establish­

ed a s early a s 1942. The government vras anxious to operat e i ts pay- as-you- go 

plan just as l ong as it di d not int erfere with indi vidual i nit iat i ve or nesul t 

in 1t1asted res ources ; i n r eali ty they went a lit t l e beyor d t!:.is point but it 

is di ffi cul t to know how t hey woul d ever have been sure t hey were reaching 

such a poi nt unles s they wer e to go slightly beyond i t . The result \'laS t hat 

the heavy progr am of taxat ion met r oughl y hal f the total cash deficiency 

incurr ed i n carrying on th e war . 

To meet the other hal f t he gover nment tur ned to bor rowing. I t wa s 

r ecognized t hat borrowing was more apt t o lead to inflation t h n was t axation. 

The govermHent. tri ed t o reduce this tendency by t he use of the f acil i ti es of 

t he Bank of Canada and by a wide distribution of war bonds. l:~hen we consi der 

that monet ary expansion in Horld War II, on a per cent af;C basis , was consider­

ably greater t han in the first >var t he question might well be asked hm'l the 

success in avoi ding inflation in the recent war was a chieved? Tbe t >vo most 

impor t ant f .J.ctors were the r elat i vely great er increase in t 1e product i ve 

capacit y in the '"ar, and th~ pr ogram of wovernment controls (wages, pr i ces , 

rent , r ationing and so forth) . 

Let us now r et urn briefly t o our cri terion of a good progr am of war 

f i nance. Fir st, i t cannot be denied t hat t he government' s progr am achieved 
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an effective war effort. The emphasis placed on irect t axatio, and the 

reduct i on in the re ~ressiveness of t he t ax system tended to make for equita~le 

"r:=.tr financint;. To the extent that the eovernment succeeded in controlling 

inflaUon this a so contributed to equitability. There is no doubt that 

the huge a .aunt of borrowing that vm.s necessary hac increased the already 

heavy per manent debt char ges of Canada for a long time to come. It should 

be noted however that the war bonds were sold at a reasonably low interest 

r ate and ar e pr actically all held in Canada . Because there had, up to t his 

date, been a seller s ' market i n the international field it is too early t o 

judge whethe r the infl ation in Canada ha s affected our price l evel to an 

extent that it 1ll'il1 be difficult to meet compet itive world market rices when 

such conclitions return. The 1var had the effect of continuing an already 

existent trend in t he banking system whereby greater and greater relative 

amounts of the assets of co r ercial b.'mks are 'Oeing held in the f orn of govern­

ment securities; i n other vmr ds , the commercial ban s re t;raduc.lly acq1 i r ing 

more and more of the public debt . All this sugg0sts the increasing importance 

of and necesslty for a. well operated centr,l l bank. 

±t seems clear that taxa. ti.on a.nd war finance i n riorld \>Jar II "rere 

carried on a 6 r eat deal more ef fectively and eff icient ly than in World War I . 

http:taxa.ti.on


Chapter VIII - PUBLIC FIN NCE AND FISCAL POLICY I N THE UITER-,1AR PERIOD 

REVENUE 

We noted in the previous chapter that customs revenues were still 

t he dominant source of tax revenue during We>rld War I . Toward t he close of' 

the war period customs revenues became a considerably smaller percentage of' 

total tax revenue as a result of the broadening and deepening of the tax 

base, though they were still increasing in absolute amounts. To be more 

specific, while there was an absolute increase in customs revenues from 

$111. 8 m:i.Uion in 1915 to 165.5 millions in '1921, customs as a percentage of 

1total tax revenue decreased from 85. 8% to 44. 5% during the same period. 

In 1922 customs revenues reached a low of 35% of total tax revenues 

after which time they slowly but steadily rose until in 1950 they amounted to 

247 .4%. Total revenues rose only 13% during t his period of prosperity. In 

t he same period the .Percentage increase in customs revenues as a per.cent or 
total tax revenue was 28%. But customs revenues themselves rose 65% during 

the period. We should note two points here . The first is that customs \"rore 

a. changing proportion of tax revenue a.s a result of the general economic 

prosperity which enabled Canada to sell more abroad and thus to import in 

greater volume. The second consideration is t hat since customs revenues 

increased tremendously 'While total tax revenue increased only by 13% t hat 

this must have been the result of changes in the tax structure . T~'lis was the 

case . 

lunless otherwise specified all percentages in this chapter are m:r 
calculations and :rlth one or two exceptions may be found in the t ables that 
accompany the chapter. Statistics used in the chapter, and statistics on 
which my percentages are based are from: 
(a) Publ i c Accounts of Canada, 1948, pp . 50- 57 
(b) Canada Year Book, 1932, pp. 710- 713. 
(C ) Canada Year Book, 1946, pp. 890- 891. 

2see Table X infra. 
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TABLE X 

SELECTED TAE REVENUES IN DOLLARS AND AS A PERCENT OF TOTAL TAX REVENUE 

Year Income Tax 
As %of 
Total Tax 

Excise Duti~s Excise & 
As %of Sales Tax 
Total Tax As %of 

Custom 
Revenues 
As %of 

Customs 
Revenues 

Total 
Tax 
Revenue 

Total 
Revenue 

Revenue Revenue Total Tax Total Tax 
Revenue Revenue 

($000,000 )($000 ,00 p )( $000' 000 ) 

1919 4. 12.98 5.08 62 .97 147 . 2 233.7 312.9 
1920 
1921 
1922 
1923 
192h 

6. 89 
12.58 
24 . 59 
17.80 
15.89 

14 .55 
10.07 
11 .49 
10. 66 
11.17 

5.Jl 
21.37 
23.03 
31.71 
35 .32 

57 . 48 
44 . 26 
33.10 
35.18 
35.56 

168. 8 
163.3 
105 .7 
118.1 
121.5 

293 .6 
368. 8 
319 . 9 
335.5 
341.7 

349.7 
436 .3 
382 . 
403 
406.5 

1925 
1926 

23 . 51 
16.93 

13.13 
13.09 

29. 20 
29 . 92 

36.?8 
38 .83 

108.1 
127.4 

293. 9 
327 .9 

351.5 
3152.8 

1927 
1928 

13. 63 
15 .48 

13.98 
15. 73 

30.43 
24 .72 

h0. 89 
42 . 97 

141. 9 
156 . 9 

3h7. 
365.1 

400. 5 
429 . 6 

1929 15.00 16.07 20 . 95 47 . 25 187 . 2 396.3 460 . 
1930 18. 25 17.17 16.74 4?.36 194 .4 378.9 453. 
1931 
1932 
1933 

23 .99 
22 .25 
24.36 

19. 46 
17.67 
14. 86 

11.71 
21. 65 
32. 29 

44.49 
37. 80 
27.53 

131. 2 
104 .1 

70 . 

296.8 
275 .4 
254 . 5 

357.7 
334-5 
311.7 

1934 22.43 13.04 39.14 24.36 66.3 272.2 324 .7 
1935 
1936 

29.92 
26.04 

14.17 
13. 98 

36.81 
35. 48 

25. 12 
23 . 30 

76 .5 
74. 

30h.9 
317.6 

361.9 
372 .6 

1937 26 .43 11. 87 39.38 21.65 83 .7 387. 454.2 
1938 26 .79 11. 58 40.26 20.81 93 . 5 449.1 516.7 
1939 32 . 55 11.76 37.07 18.05 78 . 8 436.3 502. 2 

(1) (2) (3) (4) (5) (6) (7) 

#source: (1) - (4 ) Compututed from data in Public Accounts: 1948, Part 1, pp. 34-35 

(5) Ibid., p. 34 . 

(6) Ibi d. , p.J5. 

(7) Ibid ., pp.32;3? . 
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As prosperity increased during the period there were several reductions 

in the sales ta.x.l These downward revisions of the sales tax reduced sales 

taxes as a per cent of total tax revenues from 51.7% in 1925 to ll. 7% in 1931. 

Personal income e.nd corporate taxes were also reduced and s:>me minor taxes 

\'i'ere repealed . The effect Gf these reductions was such that aggregate tax 

receipts m.irms customs, remained almost constant dlU"ing the 'Whole of the boom 

periodt 1'he conclusion we arrive at t hen is that during the upswing of the 

business cycle in the 1920 ' s the Federal gove~nt followed a deliberate 

policy of dependence upon customs revenues as its ~Mjor source of tax. revenue, 

and to the extent this sexwice rose other taxes were reduced. 

We have al.read.¥ noticed on a nn.niber of occasions that whenever a 

recession set ·in, if much emphasis had been placed on customs revenues up to 

that time, t he recession resulted very shortly in reduced imports and therefore 

in reduced tax revenues. This was again the case, when in the world crisis 

of 1929- 50, Canadian exports and imports were drastically reduced. The fol­

lowing figures .illu·strate this: 

TABLE XI il_......___­

Tr1E EFFECT OF WORLD DEPRESSION ON CANADIAN IMPORT AND EXPORTS 

IIn£QrtS Exports 
($000,000) ($000, 000) 

1928 1,222 J.,:~539 
19.5$ 401 529 

Source: D.H. Fullerton, nsurvey of Canadian Foreign Trade, '' 
The Annals of the American Aca.de of Political and Social Science 255 

September 1947 p . 146. 

l s ales Tax Rate Ch~es . 

1924 6% to 5% 
1927 5% to 4% 
1928 4% to S% 
1929 3% to 2% 
1930 2% t¢ 1% 
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The result vms t hat customs revenues fell from $194.A, million in 1950 to a 

depression low of ~'66 . 5 ndllion in 1934. In the same period customs as a 

percentage of total tax revenue decreased from 47 . 4% to 24.4%. Total revenue 

fell from $460 million in 19.29 to $5ll. 7 million i.n 1953. 

An upward revisi on of tax rates was t herefore necessary and vras begun 

in t he latter half of 1950. The s ales t ax was raised on a number ·Of occasions; 1 

t hese resulted in a percent age increase in excise and sales taxes as a percent 

of total ta."'Ce s from 11. 7% in 1951 to 40 • .5%in 1958. Note in Table X that in 
tax 

1955 t he sa.le::;Lbeca.m.e, and t hereafter remained, t he most important single 

source of tax reveme . In 1952 t he Government raised income taxes and put on 

some miscellaneous taxes., The .following year the corporation tax was raised 

and changes were made in the incon¥3 tax. But we can see fmm Tabl e X that it 

was not until 1955 that the upward pull of all t hese additional taxe~ was able 

to overcome t he downward trend in custom taxes . In 1955 there was a surtax 

increase. In both 1955 and 1950 corporation rates were raised. By 1957 total 

tax revenues and total ordinary revenues were again approaching t heir 1929 .levels. 

There is one a dditional point in connection lvith revenue that we, should 

note here; throughout the whole inter- war period the . ~ items, tax revenue, 

and non-tax revenue, as percentages of total revenues remained quite stable. 

EXPENDITURES 

The key factor as concerns expenditures in the inter- war period \'ffi.S 

u t he tremendous increase in the uncontroUab1e portion of total expenditures . 

In the twenties the two important new items contributing to this situation 

lchanges in the Salef!l Tax in the 19301s 

1931 l % to 4% 
1952 4% to 6% 
1936 6% to 8% 
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were interest on debt and pennions; both had become important as a result of 

the war. In the 1950 's rallv~ay deficits and old age pensions as vroll as de­

pression expenditures such as direct relief, relief projects, •meat bonuses, 

losses in grain marketing operations and so forth, were added to the others. 

In addition, 1:re shoul d note that depression expenditures and railroad deficits 

tend to va..ry inversely with the general economic situation and the financial 

position of the country. 

It can be seen -from Table XII (p. 92) that in the later 1920's interest 

on debt and pensions together resulted in uncontrollable expenditures of be- ­

tween 40 and 50% of total. expenditures• . In the 1950's ·with the depression and 

pension expendi-tures added in there vrore fixed expendit1U"es of betw:reen 50 a.nd 

60% of total expenditures . Add to these the fixed expenditures such as pro­

vinciat. subsidies, the costs of government, and certain nedessary public works 

and one gets some idea of the magnitude of 't:Ul.controllable public expenditures 

during the inter...war- period, and of just how hamstrung a. goverrunent can be as 

regards the dist.ribution of its income . The tendency then waa for more and 

more of the nation 1s expenditures to be directed toward uncontrollable 

objectives. 

With so much of total expenditures of an uncontroJJ.able nature it 

is clear then that certain ordinary expenditures, plus the count.ryr s capital 

expenditure, to the extent. that it could be delayed, was all that made up 

the <ru:11ltn:>llable factor . Let us then summarize the situation.1· Whe.n revenues 

were good it was possible to meet all expenditures, both ordinary and capital. 

During a real boom there was enough revenue to meet ordinary expenditures, 

regular ca.pltal expenditures, and to carry out a more intensive program of 

lsee Stevtart Bates, Financial History of Canadian Governmentp, 
(Ottawa.: King ' s Printer, 1959), pp . 81- 82. 
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TA~LE XII # 

SELECTED EXPENDITURES AS PERCENT1WE80F TOTAL EXPENDITURES; AND A 
COMPARISON OF TOTAL EXPENDITURES AND TOTAL REVENUE 

iflar, }iilit ary Year Interest 6n Depression Old Age TotalTotal B-A 
Debt As % and Civil Pension RevenueExpend- Expend-

Pensions As ituresOf Total itures As %As %of 
of TotalTax Expend ­ %Of Total Total 

itures Expend- Expend- Expend­ (B) (A) 
itures itures itures 

$000, 000) I' $000, 000) ($000,000) 
1919 11.1 3 . 8 697 . 7 ~12 . 9 - 312. 9 
1920 13 . 7 2. 8 740. 349 . 7 - 390.3 
1921 26 .4 11. 2 418. 6 436 .3 17. 7 
1922 24 . 10.1 365 . 7 382. 16 .3 
1923 31.7 11. 350 .6 403 . 52.4 
1924 36. 8 10. 3 344. 406 . 5 62 . 5 
1925 38.3 9. 7 339 · 9 351.5 11.6 
1926 36.8 9.3 343 . 9 382 . 8 38. 9 
1927 36.2 9.2 346 . 9 400 . 5 56 . 6 
1928 34 .1 9.1 360 . 429.6 69 . 6 
1929 32 .1 9. 375. 460. 85 . 
1930 30 . 9. 7 390 . 445 . 9 55.9 
1931 27.5 9. 5 1.0 1.3 434 . 5 356 . 1- - 78. 5 
19'32 27 . 9.2 11. 2.2 447 . 8 336 . 7 ·-111.1 
1933 25. 4 10. 3 7. 3 2.5 463 . 9 311.1 - 152. 8 
1934 30 . 5 10.4 7. 8 2. 7 454.9 324.5 - 130. 4 
1935 29. 10. 8 12.7 3.2 476 .3 361.9 - 114.4 
1936 25 .3 12 .3 19 . 2 3. 2 532. 6 372 . -160. 6 
1937 25 . 8 12.3 14.7 4 . 532. 445. 87 . 
1938 24 . 7 12 . 5 12. 8 5.4 534 . 4 510 . 24 .4 
1939 23.1 12.9 13 . 5.3 553 . 498 . 55 .0 

(1) (2) (3) (4 ) (5 ) (6) 

#sources: 
(1 ) and 	 (2) 1919-1929 calcul at ed f r om dat a in Canada Year Book, 1932, pp. 711- 713. 

1930- 1939 calcul ated from dat a i n Canada Year Book, 1946, pp . 890-891. 

(3) 	 Publi c Accounts of Canada, 1948, Part i, pp .30-31. These depression 
expendi tures do not include railroad deficits wh 'ch· are sometimes classified 
as depression expenditures . 

(4) 	 Canada Year Book , 1946, pp. 890- 89l. 

(5) 	 Public Accounts of Canada, 1948. 
Total Disbursements to 1935 from p.36 . 
Tot al Disbursements 1936- 39 f r om p .31 . 
Note that the fi scal year 1935-36 the policy was adopted of i ncludi ng 
non- active l oans and write- down of assets as expenditures . If this is 
not real ized it is seemi ngl y i mpossi ble t o understand small discrepancies 
in various government publications. 

(6) 	 Public Accounts of Canada , 1948 
Total Revenue to 1935 from p. 37 . 
Total Revenue 1936-39 from p.32 . 
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capital investment or some debt reduction (the only time between 1915 and 

1947 that there was a decrease in net debt v.ras in the period 1924-1930). 

And thirdJ.y, when revenues fell below normal there had to be cuts in the 

contl'ollable expenditnres--...for the most part front cnpitaJ. spending. This 

t hird case is of co 1rne ri1ot happened in Canada :)..n. the 1930 1 s: revenue.. 

were reduced, but lcbntroll&ble expenditures remained hieh and in fact rose 

considerably because of the depression expenditures and railroad deficit; 

this meant that the Federal government rs capital spending ha.d to be reduced 

to o.lmost nil. 

It vdll facilitate an underst.:'Uld.i.ng of exaet1y 11m t was happening 

in the inter-v;a.r period if vre make a rather close study of a statement of 

ordinary e.."'q)end.itures, or, to use the full governrn.ent title 11Ekpenditures 

Chargeabl e to Consolidated Fund.nl From 1921 to 1927 there was a very m:>der te 

but steady decline in ordinary expengitures as a J:>esult of a decline in interest 

payments, a decline in the runourrt spent on railways and canals, and a decline 

in expenditures on national defence, as well as a reduction in the railvt.;cy 

deficit . We must beware of receiving a false impression from the railway accom1t; 

after 1919 railt'~ receipts were applied directly to railway expenditures and 

' this, r at her than any actual decline in the amount spent on ra.:tlways, accounts 

for the decline on 192:0 and subsequent years . After 1927, and untU as l ate as 

1931, expenditures rose as a result of increased spending on the post office 

a.ccow'lt, increases in public works, defence, subsidies to the provinces (1;)31), 

and so forth . These increases more than overcame the continual reduction in 

tihe interest on debt account . The 1920• s included seven years (1924-1930) vmen 

the budget '\>vas actuall y balanced and t here was a decrease of net debt.; this 

has only happened seventeen times since Confederation. 2 

lsee Canada Year Book, 1952, p . 711. 


2see Canadian Public Accounts,. 1948, Part 1, p . 35. 
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We should in like manner scrutinize spendi.ng i n t he 1930' s . 1 The 

first thing to not e is that t he uncontroll able debt charge rose $20 million 

i n t e period 1951-M. In connection l<vit h debt charges in t he 1950 1s, it 

shoul be a .r.n.c'1.tter of' some pride to t he Federal eovert"l.ment t hat t hough net 

debt rose ~,2, 225.5 tJillion i n 1930 to \P3,156. 6 million in ].9392, or by 4J.%..) 

interest on debt rose by only a very small amount i n this same period as a 

result of converston ope1•ations and. t he use of' treasury bills as .market 

manipulDt ors. But to ~eturn to t he period 1951-54, old age pensions rose 

nearly seven m:Ulions and certain minor items rose as well. RE-"Venu.es then 

i n t his period took a tremendous dip and cuts had 'c-o ~~.)9 m.~de in other ex­

penditures to malce up for t he increa ses just listed. 'l'hese cuts oould only 

be made in controllable expenditures (ie. t he P-<J ~rtipOP..e.'ile ca. j "ttU items). 

reduction was therefore made of about $~~2 roill.ton dollars in canals, public 

works, and railroads. In addition, o:rd.inary expenditures such ·as t he post 

office and public vror ks ("ordinary" here a s opposed to capital expend..tture of 

t he previous se~tence ) received cuts w .ere .feasible . By 195? total orC!inc>.zw 

revenues we!'e ago,in back to t he 1931 level. This increased. spending however 

was being used in t he temporary rise in interest on debt (1955-58), on increased 

old age pensionsjl and on i ncreased s pend:lng on national defence, rather than 

en any restoration of services that had .been .reduced. In spite of s eemingly 

better conditions, special depression expenditures were higher in t he lstter 

half of t he 1950' s t han in the first ha l f with the result th~.t by ,1956-57 

current expenditures were actually considerably above t he 1930-51 level. 

WIHT DID 1E LEARN FRm. Tt{E TIITER-~AR PERJ;OD? 

With the advantage of ~dsight, and prefac~~ the follolv.lng remarks 

\nth a recognition of t he fact that many of t he criticisms and suggestions 

l see Canada Year Book, 1946, pp . 890- 891 • 

2~Canadian Public Account~, 1948, Part 1, p . 33. 

http:orC!inc>.zw
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now offel$ed concern; ng t he inter-vra.r period would not have been politically 

feasible at t he t itne, we shall attempt to see 1rJhat can be learned from 

Canadian public finance and fiscal. policy in t his period. rie saw that in 

t he '1920 1 s t her e was an increasing dependence on customs revenues, decreases 

in most other t axes, and ?...n increase, as compared with the pre-war period, in 

uncont rollable expenditure. The low r ates of taxation and the very consider­

able amounts of Feder al .capital spending on top of the heavy private capital 

spending gave impetus to the boom., 

'r .e advent of the world financial crisis and economic collapse in 

1929• 30, and 'c.he attondent rise in world economic nationalism deiDOnstra.ted 

t he penalty t hat had to be paid by an exporting nation such as Canada if it 

put too great a relia~ce on customs as the major sov~e of tax revenue. The 

attendant increase in the uncontrollable pertion of total expenditures caused 

by depression s_rending (tm.ich was only very reluctantly assumed by the Federal.. 

governr!l.ent) vel"'!J seriously reduced capital expenditures of the Dominion govern­

ment inspite of t he additional taxes a.n.d increased rates on the, ood.sM.ng sources . 

The increased taxation at t s time served to diseourage business and capital 

expansion at the moment when such expansion· was most needed. The new high 

level of fixed ~xpendlture resulted in the Federal government feeling that it 

must be cautious in attempting a dynamic fiscal policy . As might be expected,. 

and as can be seen from Tat>le XII, the country, thoue)l it had operated at a 

slight surplus i.."1 t he 1920* s;trent through a nine year period of defi~it 

financing in the 1950·•s. But this deficit financing seems to have been ~te 

accidental in that every effort appears to have been ,made to balance the 

budget. 

The inter-1va.r ped.od should have ·t.aught us to cultivate a broad based 

system of trocation rather than tie ourselves too closely to a sing)_e variable 

item such as customs revenues . Taxation could have been reduced much less 

http:ood.sM.ng
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drastically in t he 1920's vti.thout a:rr:; fear of .impGding investments iu sound 

capital expansion. This 1'muld have enabled the Government to ca:rry out more 

debt reduction and hence place tle country in a more favourable position for 

borrovJing in -t.he 1930 1 s, both P&'Ycholog:i:cally, and fro a credit standpoint. 

It is comwn knowledge that money can be borro~ed a a lower int€Jrest rate 

and with less danger of dralv-lng off savings that w·ould othel.,.~vise be used for 

private capital expenditure, in a depl"ession period than at a.ey other time. 

As the dep-!'ession set in in 1950, pr;tv-a.te capital investment began to 

decline because the l!larginal efficiency of capital, or' the exl>ected return on 

capital, decreased. This of cour.se resultQd in a de<.\rease in gross national 

eXl,tJenditures, or, to put it utl.other wa:y, a decrease in gross national income, 

since the t.wo are e c·ual, Wi.th capital expenditure declini.ne not all current 

savings -;;ere being invested. v\lhen gross national income is reduced, aggregate 

comr..odity demnnd is reduced. This demand can only be kept high if -the govern­

ment borrows funds which have been saved, but are not being re-invested by 

private enterp1•ise &J.d uses these funds to take up the slack in capita.l 

spencl1.ng. All criticisms o£ Keynes aside '!Jhere is bound to be a ,certain 

multiplier effect from all this; t he general consUlllption factor is kept high 

and t he tendency for private capital e:z:pansion to decrease is reduced. 

Canada is not a. closed economic unit in that about one-third of o~ 

total production, by value, is sold abroad and therefore subject to the wl:1ims 

or the world mrket . Therefore any policy of goverrtrnent capital spending 

that expands and contracts i11 -the reverse of the spending of private capitaJ. 

could not hope to complete.ly do away vdth t he country•s econom:Le ills. It 

could hovrever greatly reduce the amplitude of the business cycle for u~. 

OUr ta.Xation policy in the inter-war period was just about opposite 

to 1tmat we have suggested it should have been. Particularly was this true 

in the case of the saJ.es tax. The incidence of this tax is a.lrn.ost entirely 

http:complete.ly
http:spencl1.ng
http:declini.ne
http:pr;tv-a.te
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on the consumer. In addition, it is highly regressive so that to increase 

it in the 1930's, as we saw was done, was to cut dovm consumption at a time 

when it was important that it should be encouraged. We seemed in the depression 

not only to hit t he_little man ~nen he vras dovm, but to kick him besides. 

Such action as we have been suggesting as desirable for Canada presupposes the 

acceptance of cyclical budgeting rather t han budgeting from year to year. 

Admittedly, there are certain dangers and difficulties in this from the 

political standpoint, but on the other hand there is certainly no virtue from 

t he standpoint of economics in attempting to balance government budgets every 

twelve months. 

Previous to World War I, tb.e countcy had a positive !iscal P~olicy­

t hat of ezpansion and. development of the nation through assistance to private 

enterprise or through direct governrnent participation. We have not been a ble 

to include here a study of provincial fiscal policy following Confederation. 

It should be pointed out though that in the period prior to Worl d War I the 

provincial and Federal governments at times operated at cross purpose,. and at 

other tim.e s reinforced the actions of one another in this developmental 

program. , The result was that s omet:imes there was overdevelopment ( eg . rail­

roads) and at other times much needed projects were left undone . 

On t he other hand, in the post World War I period any .fiscal policy 

there was can best be described as accidental. If there vtas no policy, there 

was also no clear cut objective and no accepted technique had there been an 

object and policy. Extensive deve·lopment vras no longer desirable . Instead, 

it should have been replaced, where possible_, 1rl.th intensive development such 

as would broaden the home market and thus help to free us from the vagaries of 

the i nternational markets. But fiscal policy ·was not seen as a.n instrument of 

control over economic conditions. Because of this there was not in. the twenty 

years period any satisfMtory co- ordination with the provinces as concerns 
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ta.Y...ing and spending nor any integr ation of these vrl.th the transport, monetary 

and economic policy of t he nation. In as much a s t he combined governments of 

Canada redistribute somet hing over 20% of the national income of the nation 

f iscal policy could be an important fac~,or in counteracting t he expansion and 

contraction of t he expenditures of private enterprise.1 However, t he influence 

of any such act ions will al ways be limited severely as long as federal, pro­

vincial and 1mmicipal goverrunents each do their spending at cross purposes 

as they have in t he past. 

l s ee foot note 1 page 5L of Chapter V. 



CONCLUSIONS 

Throughout the whole history of Canadian public finance up to 

the 1930 1 s vre found receipts from customs to be the chief source of tax 

revenue. These customs revenues varied with the nation's ability to im­

port, and the ability to import varied directly with the ability to ex­

port. It wa.s found that ever since the 1830's Canada could only export 

profitably and consequently maintain a satisfactory national income and 

standard of living when similar conditions were present in the United 

States and Great Britain. This\ was so not only because these nations 

were the chief purchasers of Canadian goods but because they vrere the 

source of capital upon which our national expansion and development to­

ward nationhood and power depended. To .lose the market for exports, 

and at the same time lose the prosperity resulting from capital expan­

sion, because capital. frcm abroad was not to be had, made the nation sub­

ject to the extreme fluctuations of the business cycle that resulted from 

wars, revolutions, crop failures, and prosperity and depressions .in parts 

of the world hundreds and sometimes thousands of miles from Canadian 

shores . 

Until. the First World War had worked its effect on Canada's 

sources of revenue t he tax base was relatively narrow, and until World 

War II had worked its effects the tax system remained highly regressive. 

As regards the direction of expenditure and fiscal policy, such 

periods as the Canal building and rni.lroad eras, and the opening .of the 

west in which t he Ga.nadia.n governments took an active part, can be des­

cribed as periods when we had an active fiscal policy. The inter-war 

period burdened as it was ·with a high proportion of uncontrollable ex­

penditure as a result of the wa~ and as a result of our ''railroad pro­

blem" was a per iod of negative fiscal policy, True, there was some 

- 99 ­
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depression spending of a. very unimaginative sort, and there was a semblance 

of cyclical budgeting, but t his latter must be attributed to accident and 

the former only resulted after much reluctance on t he part. of government . 

World War II has left Canada With a tremendous productive capacity 

both industrially a.nd a.gr:i.culturally. The Canad:Lan national income we saw 

has been notoriously variable, as a result, for the most part of vacillating 

foreign markets. When we recall that appro.x:i.mately one- thil·d of present net 

national income is dependent u:pon foreign markets which may prove to be 

equally vacillating it serves as a. ren.linder of just how unsteady is the ground 

on which we tread. Such things certainly stress the importance for natiorl.s 

such as Canada, of seeking the freest possible sy:stem of i nternational or 
c 

regional trade. 'tl'fuile the War has resu].ted in a broader ta.x. base than \re 

ever had before and a less regressive tax system, it has also added to our 

burden of fixed or uncontrollable costs in the £orm of a. greatly increased 

national debt ....--a national debt, the interest charges on ·which ~"t; now greater 

than pre.. war budgets. The tendency of progr essive taxation to redistribute 

the national income is therefore more or less nullifi ed by debt service.s. 

These high fixed costs and the variation of our income make it 

difficult for Canada. to provide the services .its citizens at times desire. 

Particularly, it is difficult to provide these services when markets are poor; 

exports fall and with them fall t he national income and gover nmental receipts . 

Just at such a time when there is dissatisfaction with social conditions, and 

when unemployment i .s at its .rna7~ and the public is clamouring for depression 

and social expenditures--- just at such a time the governmep.t 1s power to meet 

such expenditure is at a minimum because receipts are low, While uncontrollable 

expenditures are at their same high level and there is nothing then with 

iNhich to :meet t he emergency. 

It toms stated in the final. chapter that the problem must, be attacked 

by cyclical budgeting~--by reducing the debt in. prosperity in order that 
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the nation may be in positi n to borrow and spend beyond i t s income during 

the recession which our st.udy hae shom is undoubitably broug. t to us by 

factors beyond our control. VJe al so noted in the final chapter that cyclical 

budgeting vr:ill always be b};lt a haphazard li1ea~ure until such ti ..e · as OUl"' tax­

ing powers, as l aid dO\m in the B·N.A. Act, are redistributed in such a way 

as to provide a more central control , and therefore a more e fective use, 

of the t axing ru d s encL1.ng power. We pay a hit:>h price for our 'eleven- gov-ern­

ment eystem based as i t is on historical, religious, and ethnical diver­

gences; the truth i s t.hat these divergences are probabl y in the long rLU1 fos­

tered ·when, through lack of co- or dinated pol i cy we f ail ·co mitiGat e t he un­

desirable effects of t he business cycl e. Of primary need is come change, wher e­

by provincial auto11o.my can be maint,ained. and t he evils of bureaucracy avoided, 

and yet a fuller direction over all the finances of the nation be given the 

central government. 

Since the end of World War II the federal government has f ollowed 

a policy of cycl i cal budgeting, of using its budget~J surpl uses to ret ire 

government debt held by t he charter ed banks a11d in so doing to r educe the 

pressing forces of inflat i on. As if to remind us that t he ramifications 

of this Yvnole problem of public f'inal'lce and counter cyclical fiscal policy 

r each further than ·the eye can s ee or t he mind can delve, we find in the 

most recent budget brought dmm in t he House of Commons by Finance Mirl.ister 

Abbott (l arch 1949 ), a temporary flight from the goverllffi€nt debt retire­

ment pol i cy because t he debt reth..ement has merely replaced one bank assets 

with another and the monetary suppl y has not, as was hoped would be t he case, 

been reduced, in a..s much as the banks are still l oaning to private enterprise 

on the basis of the payments they are receiving for bonds retired. The infl ation 

tendency has t herefore been reduced but l ittle . 

http:auto11o.my
http:encL1.ng
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APPEtiDIX 

TABLE I If 

EXPENDITURES-CURRE.: IT ACCOUNT-B. N .J, . PROVINCES - FISCAL YEA R ENDED 1866 
(Source: Public Accounts of B. N.A. Provinces) 

Province 
of Canada N.S. N.B. p .E.I. 

(a ) 
B.C. Total 

Prov. 

(.$ 000) ($ 000) ($ 000) ( ~ 000) <e· ooo) ($ 000) 

Debt Charges 3,711 309 358 18 102 4,499 
Justice Legislation and 
General Government 3.235 351 217 54 256 4,113 
National Defence 1_,641 lb.5 151 3.3 - 1 970 

Sub-Total 8, 587 805 726 105 358 10, 582 

Transportation 952 490 213 48 76 1 ,779 
Public Domi nion and 

riculture - 256 85 16 13 - 371 
Sub-Total 1,208 575 229 61 76 2.150 

Public \Jelfa.re 340 ' 101 44 8 11 505 
Education 583 156 116 47 (b 902 

Sub-Total 923 257 160 55 11 1,407 

Post 6ffi ce and Other 972 105 131 22 35 1,264 
Sinkirw: Fund 125 - - - 30 155 

Gr and Total 11,815 1,742 1, 246 245 510 15, 558 

(a) Fiscal year ended 1869. 
(b) Education included wtth Justice, Legislat ion and General Gov' t . 

# Cr eighton, op. cit. , p. 66 . 
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TABLE 2 # 

PER CAPITA EXPENDITURE - CURRENT ACCOUNT- B. N. A. PROVINCES - FISCAL YEAR ENDED 1866 ( 

Province 
of Canada 

f~ 

Debt Charges 1.40 
Justice , Legi sl ation 
General Govt . and 
Nati onal Defence 1. 84 
Tr ansportation Public 
Dow~nion and Agricul ture .46 
Public Welfar e and 
Education . J5 
Other .41 

Gr and Total 4.46 

N.S . 

$ 

.85 

1.36 

1.58 

.71 

. 29 
4.79 

N.B. 

$ 

1. 32 

1.36 

.85 

. 59 

.49 
4.60 

P.E. I. 


$ 

.20 

.99 

. 69 

.62 

. 25 
2. 78 

B.C. (B) 

$ 

3.00 

7 5)1 

2. 24 

.32 (e 
1. 91 

15.00 

,otal 
8rovince 

$ 

1. 32 

1.79 

.63 

.41 

.42 
4.57 

(A) Based on official estimates of populati on for 1867. 

(B) Fiscal year ending 1869. 

(C ) Educati on included with Justice, Legislation and General Govt . 

# Creighton, op . cit., p. 66. 



- 104 ­

TABLE 3 # 

PERCENTAGE DISTRIBUTION OF EXfltNDITURES - CURRENT ACCOUNT - B. N. A. PROVINCES' 
FISCAL YEAR ENDED 1866 

Province (A Total 
of Canada N . S . N.B. P .E . I. B.C . Provinee 

Debt Charges 31 18 29 7 20 29 
Justice, Legislation 
General Gov 1 t. and 
National Defence 41 28 30 36 50 39 
Transportation, Public 
Dominion and Agr i culture 10 33 18 25 15 14 
Public Welfare and 
Education 8 15 13 22 2 (B 

9 
Other 10 6 10 9 13 9 

Grand Total 100 100 100 100 100 100 

(A) B. C. fiscal year ended 1869 . 

(B) Education included with Justice, Legislation and General Government . 

# Creighton, op. cit., p. 67 . 
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TABLE 4 # 

REVENUE- CURRENT ACCOUNT - B. N. A. PROVI NCES - FISCAL YEAR ENDED 1866 
(Source : Public Accounts of the B. N.A. Provinces) 

Province Total 
of Canada 

(A 
ProvineeN.S. N.B. B.C. P.E.I. 

($ 000) '$ 000) (;; 000) 

Taxes 


Customs 7,32$ 


($ 000) ($ 000) ($ 000) 

1,226 166 10, 102 
Excise 1, 8$9 

1,037 345 
6 l l,$894 


Other Taxes 107 

-

127 ""-., 
Sub Total 9,324 

15 5--
181 12,128 

Licences, Permits 
Fees, Fi nes and 
Penalties 281 

1 , 232 1 ,037 354 

61 362 

Public Domain 903 


7 9 4 
20 108 129 19 1 ,179 


S~1es of Co:nmodities 

and Services 1 , 131 
 166 11 1,556 

Interest, Premiums 

and Discount 497 


153 94 

513 

Other 36 
 -

43 9 -
117 58 


Total Revenue 

5 

e:m . Trust Funds 12,171 2211,542 5281 ,336 15,798 

(A) British Columbia fiscal year ended December 31, 1869 . 

# Creighton, op. cit . , p. 72. 
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TABLE 5 # 

PERCENTAGE DISTRIBUTION - REVE:N1JE - CURRENT AC COUNT - B. N .A. PROVINCES - FISCAL 
YEAR ENDED 1866 

Province 
of Canada N.S. N.B. p . :&~ .I. 

(A Total 
B. C. Province 

Taxes 
Customs 60 80 78 75 65 64 
Excise 16 - - - 1 12 
Other Taxe s 1 - 7 7 1 1 
Sub Total 77 80 82 82 67 77 

T • 
.I.J~cences, Permits , 

Fees, Fines and 
Penal tie~ 2 - 1 2 12 2 

Public Doma~n 7 8 g 9 4 7 
Sales of Commodities 
and Ser vices 9 10 12 5 18 10 
Inter est, Premium 
and Discount 4 - 1 2 - 3 
Other - 1 - - ... 1 
Total Revenue 
ex. Trust Funds 100 ioo 100 100 100 100 

(A) British Columbia Fiecal Year ended December ~1, 1869. 

#Cr ei ghton, op. cit., p . 72. 
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TABLE 6 # 

PER CAPITA REVENU.l!., - CURRENT ACCOU NT - B.N.A. PROVINCES - FISCAL YEAR ENDED 1866 (A) 

Province (B) Total 
of Canada N.S. N.B. P. E.I B.C . Province 

$ ~p $ $ $ $ 
Taxes 

Custons 2.77 3.37 3. 83 1. 89 10.15 2.97 
Excise . 71 .02 - - .12 .56 
Other Taxes .04 - - .17 .15 .04 
Sub Total 3. 52 3 .38 3. 83 2.06 10 .41 3.56 

Licences, Permits 
Fees , Fi nes and 
Penalties .11 .02 .03 .05 1.79 .11 

Public Domain .34 .35 ·40 .23 . 56 .35 
Sales of Commodities 
and Services . 43 .42 .61 .13 2 .76 .46 
Interest , Premium 
and Discount .19 .01 .02 - - .02 
Tot.al. rtevenue 
ex. Trust Funds 4 .60 4.24 4.93 2. 51 15.53 4.64 

(A) Based on official estimates of t he population f or 1867 . 

(B) British Columbian fiscal year ended December 31 , 1869 . 

# Creighton, op. cit . , p. 73 . 
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