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Foreword

There is not much difficulty in attempting to understand the
structure of the Canadian corporate economy. Each corporation
is required to file an annual return with the Minister of National
Revenue. These returns are generally prepared by accredited
chartered or general accountants and conform to accepted prin-
ciples of accounting and auditing practice. Thus a mass of
unstructured financial information — balance sheets, operating
statements, source and application of funds schedules, etc., — is
accumulated, standardized and published in a form suitable for
tax, financial, and general economic analysis. Given the virtually
absolute coverage of the corporate sector, the facts and dala
needed for a complete picture of the economy are there. We
know where we are. The important question of how we got there
remains, and this is a task for the economic historian.

This is the way it 1s. The latest reports by Statistics Canada
cover the 1971 operations of 231,536 corporations, divided for
analytical purposes into 37 major industry groups.' The number
is large enough to satisfy any theorist or econometrician, but the
significance changes immediately when it is noted that 291 firms
(one-eighth of one per cent of the total) controlled 58% of the
assets ($159 billion of $275 billion), produced 30% of the goods
and services ($48 billion of $162 billion sales), and collected 39%
of total profits in the corporate sector ($4.5 billion of $11.6 bil-
lion). It is difficult to escape the conclusion that Canada is the
example par excellence of corporate concentration and oligopoly
dominance of price and output decisions.

This interdependence is clearly evident in the resource sector.
There were 3,740 corporations in the mining sector at the end of
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1971. Of that number, 34 firms (less than one per cent) con-
trolled 55% of the assets ($9.5 billion of $17.4 billion), sold 61%
of Canada’s mineral and mining output ($3.8 billion of $6.2 bil-
lion), and earned 73% of the profits before income taxes (3693
million of $952 million). More specifically, if the metal mining
group is separated from the rest of the resource sector, the 14
largest firms are found to control 73% of the assets, 71% of the
sales and received 72% of the profits earned in exploiting
Canada’s metal mines. This is concentration of economic power
with a vengeance.

Nor does Canada’s manufacturing sector display the charac-
teristics of a competitive capitalism. In the 21 major industry
groups of Canadian secondary industry in 1971, there were
21,998 incorporated firms.Eighty-three of these firms (three-
cighths of one per cent) controlled 45.6% of the assets ($22.9 bil-
lion of $50.1 billion), 37.5% of the output of goods and services
($22.5 billion of $59.9 billion) and made 43.2% of the profit
before income taxes ($1.6 billion of $3.7 billion).

The primary metals industry is one of the 21 major groups
within Canada’s manufacturing sector. A total of 365 incorpo-
rated firms are engaged in the converting and processing of our
natural resources. Eight of these firms dominated the group, con-
trolling 81% of total assets ($3.8 billion of $4.7 billion). The same
eight firms produced 69% of the output ($2.4 billion of $3.5 bil-
lion) and made 80% of the profits before income taxes ($247 mil-
lion of $309 million). Clearly, these eight firms are not adjusting
their price and output policies independently of each other as
economic theory would suggest. Again we have the picture of
oligopoly capitalism and price leadership.

The facis about the concentration of corporate power in
Canada are generally known and understood in the community,
Recent spectacular merger moves by Inco, Noranda, Power Cor-
poration, etc., have increased public concern and misgivings
about the policies that permit this wave of takeovers. It is only
when the political fallout threatens the government’s credibility
that the Prime Minister announces the creation of a Royal Com-
mission on Corporate Concentration, charged with the task of
reporting upon and making recommendations concerning “(a)
the nature and role of major concentrations of economic power
in Canada; (b) the economic and social implications for the
public interest of such concentrations; and (c) whether safe-
guards exist or may be required to protect the public interest in
the presence of such concentrations.”

The most glaring deficiency in the terms of reference has been
the exclusion of an examination of the federal economic policies



which have provided the major impetus lo corporate concentra-
tion in this country. Perhaps such a reference would not have
been acceptable to the chairman of the Royal Commission, for
as the single most powerful economic adviser to successive gov-
ernments since the Second World War he would, in effect, have
been asked to judge his own policies, biases, and prejudices.
While 1 would not suggest that Mr. Robert Bryce could not have
second thoughts, his commitment to size (“bigger is better”) has
been too long and too deeply ingrained for him to undergo an
intellectual conversion at this time.

Consider again our two volumes of statistics tracing out the
shape and structure of the Canadian economy. If economic
policy were truly committed to encouraging a competitive envi-
ronment, one would expect a neutral corporate income tax
system or, if not, a system favouring the growth of new, small
and medium-sized firms. In fact, the reverse has been true since
the corporate income tax became a substantial tool of policy
during and after the Second World War. Of all categories in the
manufacturing sector, the 83 firms with assets in excess of $100
million paid the lowest effective rate of corporate income tax in
1971, 30.8%. The next lowest rate was paid by firms with assets
of more than $25 million but less than $100 million; the effective
rate for the 197 firms in this category was 35.6%. The remaining
21,718 firms, i.e. with assets less than $25 million, paid an effec-
tive rate of 45.3% on their profits. As far as tax concessions are
concerned, “them that has, gets.”

Similarly, in the resource sector. The largest 106 firms, with
assets over $25 million, provided $68 million for current income
taxes in 1971 on profits of $961.8 million for an effective corpo-
rate rate of 7.1%. Two hundred firms, with assets between $5
million and $25 million, paid $26.8 million in taxes on profits of
$70.1 million in the same year for an effective rate of 38.2%,

The enormous difference in effective rates stems from the
nature of tax exemptions and privileges. In all instances, capital
cost allowances, depletion, investment credits, exploration and
developments, etc., favour the large and profitable firms. This
has been the bias in the Canadian tax structure since the Second
World War as government policy-makers have equated effici-
ency with size and discriminated against the employment of
labour by favouring capital investment via tax concessions and
subsidies.

Similarly, in manufacturing. The 83 largest firms were able to
defer the payment of $1.3 billion in taxes out of a total deferral
of $1.9 billion for the 21,998 corporations engaged in manufac-
turing at the end of 1971.

Incredible as it may seem, the pace of concentration did not
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satisfy the Canadian government. Impressed with the Herman
Kahn theme that the multinational corporation would dominate
the global economy of the nineteen-cighties, the Honourable E.
J. Benson included in his Tax Reform(?) Legislation of 1971
measures that would ensure that the big would get bigger and
fewer. Canadian corporations will be allowed a full deduction
for interest paid on money borrowed to buy shares in other cor-
porations.* In order that there be no misunderstanding about the
government’s intent, the Minister of Finance went on to explain,
“This deduction for interest provides a substantial incentive for
Canadian corporations to invest in other corporations and per-
mits them to compete on an even footing with foreign corpora-
tions. Assuming a tax rate of 50 per cent, the cost of borrowing
money for share purchases will be cut in half.”

Observe what is going on here. Clearly the government is
addressing the oligopoly firm, i.e. the firm which has sufficient
control of its market to ensure, by adjusting price and output, a
continuing flow of profits over 10-15-20 years. Borrowing large
sums for takeover purposes means annual interest charges for
many years. Small firms, medium-sized firms with cyclical profit
levels, farmers in the competitive sector need not apply. Nor is
the interest-deductible privilege an advantage to firms that do
not make profits.

Again we must pay attention to what the government is
saying.

The federal government is not telling the large and profitable
firms to invest their profits in more productive capacity or even
to distribute the profits to shareholders. It is telling Inco,
Noranda, Power Corporation, Abitibi, and the rest, to use their
existing profits to buy each other out. If they do this, the govern-
ment will give back the taxes due on profits spent for this pur-
pose, thus financing half the costs of mergers and takeovers. It is
quite fascinating to be a member of a cabinet that can put for-
ward this type of tax privilege while affirming stoutly its belief in
competition and anti-combines legislation.

Two assertions can be made about Canada’s economic struc-
ture in the 1970’s. In the first place, virtually every sector of the
economy is dominated by less than a handful of huge corpora-
tions and, secondly, the single most important cause of this con-
centration of economic power has been and is federal economic
policy.

A little reflection, apart from the data and statistics, would
suggest that this must be so. The government of Canada has
never believed in free trade or in competition. Despite all protes-
tations, politicians want action now, growth in economic activity
and employment. An economic structure composed of large
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numbers of firms busily competing away one another’s profits
may be advantageous to the consumer but does not throw up the
surpluses that can be taxed or reinvested in new capacity and
technology. Nature must be made to grow by leaps and bounds,
cement and steel, skyscrapers and SSTs. That is the stuff and, 1o
get it, governments go with the few and the large, with conces-
sions and exemptions to force the pace of change.

Governments do not work against — they work with the
vested, the established, the giants in place. The two sectors have
exactly the same interest, increase the pace of economic activity
and the growth of assets. The distribution of that rising product
must permit increasing levels of retained earnings and savings
out of high incomes to keep the show going. The problems of
farmers who might employ an additional hired hand or small
business with little surplus to reinvest are of no interest to minis-
ters and their deputies craving policies with high visibility and
little else to recommend them. :

Politicians and bureaucrats can then point to a rising GNP
and corporate chairmen can announce an increase in assets to
their shareholders. Only the people are confused as they see little
evidence of this increased wealth translated into a better stan-
dard of living for them and a more equitable distribution of what
the nation does turn out.

With this community of interest between a powerful public
sector and a rich and dominating industrial core, it becomes
easier to understand the formation of new service corporations
such as Reisman and Grandy Ltd. Two of the most powerful
bureaucrats, a deputy minister of finance and a deputy minister
of industry, trade and commerce laden with honours for their
public service and the most generous pension arrangements
granted by an unwitting public, take an early retirement, settle in
on the tenth floor of the newest Ottawa skyscraper and prepare
to guide the oligopolies that can afford them through the laby-
rinth of the federal bureaucracy and the potential pitfalls of
Canada’s latest Royal Commission, the inquiry into corporate
concentration.

The level of concentration that presently exists in Canada is a
direct consequence of government policy. Despite the lip service
paid to laissez-faire capitalism, competition and the virtues of
individual enterprise and initiative, nc Canadian government has
ever believed in, to the extent of practising, these principles.
They could not afford to wait for the slow procession of natural,
diversified and balanced growth. Politicians operate in the short
run, and ad hocery is the response of men in a hurry. Re-election
makes opportunists of us all.



Professor Naylor shows us how it was in the beginning of our
history as a nation. Then, as now, the public and the private sec-
tors were completely intertwined. The political framework was
there — a new sovereign nation from sea o sea. It had 1o be
given economic strength and depth, and instantly. Thus, the
business of creating this nation fell into the hands of the few —
in business. As Professor Naylor describes for us in language that
bites, the directions of our growth were imposed upon us by the
interests and well-being of particular, mainly commercial,
groups. They built themselves into the very structure of the state
and the economy could only move forward on their terms. Thus
tariffs, capital inflows, subsidies, tax concessions and licences to
exploit and export the nation’s wealth. Just as the government
found that it could achieve its aim of growth by fostering the
corporations, so the corporations found in the government the
means of ensuring their own development, privileges, and con-
tinuing dominance.

This is scholarly work. Professor Naylor does not confine
himself to economic activity as such but deals with the institu-
tions of the time, especially that new phenomenon, the corpora-
tion, and the inter-relationships of the private and the public sec-
tors. His account of corporate activity, Canadian style, is rich in
insights and leads to a deeper understanding of the origin of our
most pressing problems, the concentration of economic power
and the dominating role of foreign capital.

There is no question that this study reflects the author’s
personal anxieties about Canada’s future. I share many of his
misgivings. However, in following out his concerns, I find no evi-
dence that he has allowed his own scale of values to distort or
colour unfairly the facts. The scholarship consists in a down-to-
earth grasp of what went on in Canadian government-business
relations during the critical period 1867-1914. If he calls a spade
a spade, then Professor Naylor is recognizing that it is also the
business of the historian not only to lay bare the facts but to do
s0 in a manner that communicates the real meaning and import
of what did happen.

Eric Kierans
July 27, 1975

Notes to the Foreword

|- The core publications are Corporation Taxation Statistics (Catalogue 61-208)
and Corporation Financial Statistics (Catalogue 61-207), published annually
since 1965, Statistics Canada, Business Finance Division. All statistics used in
this introduction are based on these reports.






Preface

This book has several objectives. It is at once an essay in the
political economy of development, an examination of a colonial
economy in transition with major structural changes in the pro-
cess of occurring, an enquiry into the causes, distribution, and
effects of foreign investment in such an economy, and a general
commercial, financial, and industrial history — although by no
means completely comprehensive — of Canada from 1867 to
1914, with some considerations of the antecedents and later con-
sequences of development patterns of that period. It is, as well,
intended in some measure as a contribution to the task begun by
Gustavus Myers over half a century ago of examining the factual
as opposed to the fictional foundations of the process of capital
formation in Canada during these years. But above all else, since
history is primarily a way of comprehending the present, the
enguiry is directed towards elucidating the roots of contempo-
rary economic structures.

The most striking characteristic of the contemporary Cana-
dian economy is the enormous volume of American direct
investment in its industrial base, and the facility with which the
country moved from being a satellite of Britain to a similar
status vis a vis the U.S. After World War II the “British connec-
tion” was virtually liquidated, and the movement of American
firms mto Canada was considerably augmented. In part they
were attracted by the resources boom of the early 1950’s, in part
by the growth of the Canadian domestic market. The American
multinationals had begun their global march and Canada was in
the forefront of the new class of “borrowing” country. By 1967,
65% of mining and smelting was foreign-owned, 45% American:
57% of manufacturing was foreign-owned, 45% American; 74%
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of petroleum and gas, 60% American. On the other hand, foreign
ownership of railways and utilities declined.' And the Canadian
hold on the financial apparatus saw few challenges.

Aggregate statistics hide a great deal of important differences.
Foreign ownership of assets varies considerably between indus-
tries. In food and beverages, textiles, and primary iron and steel
it has mun about 20-30% in the post-war period. In agricultural
implements, while foreign ownership has increased considerably
over the past two decades foreign control has not, and in terms
of ownership its level is still less than the average for manufac-
turing as a whole. On the other hand, in virtually every other
major industrial category the level of foreign control exceeds that
of foreign ownership. In chemicals, electrical products, and auto-
mobiles, the key modern industries, foreign ownership levels are
from 60 to 90%. Similarly high and rising levels exist in mining
and smelting, pulp and paper, petroleum and natural gas.

But while in absolute terms the level of foreign, especially
American direct investment in Canada has continued to grow, in
relative terms Canada since the mid-1950’s has received progres-
sively less of the total outflow of American direct investment. In
1955 its share was 60%; in 1967 it was only 13%." European
reconstruction and integration made western Europe an attrac-
tive field for manufacturing investment.” And by 1967 the cumu-
lative return flow of earnings from Canada to the U.S. exceeded
the total outflow of direct investment from 1950 to 1967 by over
half a billion dollars. At the same time, American branch plants
and affiliates relied increasingly on sources of funds within
Canada, and less on imports of capital from the United States. In
1965, 71% of their external funds were from American sources,
28% from Canadian; by 1969, 25% were from U.S. sources, 73%
from Canadian.

Concomitant with increased foreign ownership has come
industrial stagnation. Of fourteen OECD countries between 1964
and 1969, Canada — while boasting by far the highest level of
foreign ownership — had an unemployment rate second only to
Ireland. In terms of Research and Development expenditure,
supposedly the key to capitalist growth, Canada was surpassed in
1967 by all but the four poorest countries of the OECD group;
and in three of them, R&D expenditure was growing while in
Canada it was not.* Its record of patents granted to residents 1s
one of the worst in the world. From 1966 to 1970 about five per
cent of total patents granted went to Canadian residents.

“Integration” of the continental capital market went hand-in-
hand with industrial domination. Stock markets in Canada
remained thin, adversely affecting the liquidity of new issues and
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hence reinforcing the preference for more stable American secu-
rities by big institutional investors. The proliferation of wholly
owned subsidiaries especially contracts the supply of industrial
equity in Canada, leading to slow growth of the stock exchanges
relative to the American ones.” At the same time that brokerage
costs are much higher in Canada than the U.S., Canadian banks
do 50% of the call loan business in New York to sustain Wall
Street. Similar problems impede the marketing of new corporate
bond issues in Canada.

The response of Canadian governments to the problems
inherent in the degree of foreign ownership — especially the
employment crisis that has resulted from the overexpansion of
resource industries relative to manufacturing, and the drainage
of surplus income as service payments for foreign investment
instead of its being used to generate new capital formation
within Canada — has been surprisingly predictable. Huge and
growing tax concessions are heaped on wealthy firms to induce
them to expand investment. All manner of cash gifts are offered
by all levels of government, often on a competitive basis, to try
to tilt the industrial balance in their favour.

Industrial integration with the U.S., reliance on imported
technology, the twisting of the capital market on a north-south
basis impeding inter-sectoral flows of funds within Canada, and
competitive “bonusing” by various levels of government: all
these phenomena are rooted deep in the logic of Canadian devel-
opment strategy. Far from being of post-World-War-11 vintage,
they derive from the era of the national policy and were
cemented in place during the supposed golden age of Canadian
growth, the “wheat boom.” They are the result not only of the
weakness of the Canadian economic structure, but also its
strengths, the two being inseparable. The power of commercial
and financial capital to exploit the resource base led to weakness
in industrial development. This in turn was the result of the
“British tradition.” Born a colony of the British mercantile
system, Canada inherited a class structure and a set of economic
institutions appropriate to its colonial status. They also proved
remarkably adaptive to the rising American order. It is these
roots that this book hopes to illuminate.

The period covered, broadly speaking, is that of the “national
policy,” the set of national development policies which, while
evolving out of past precedents, are assumed to reach their
quintessence in the agricultural and industrial development stra-
tegies of the Macdonald and Laurier administrations, or more
specifically, of the big business interests that controlled those
administrations. Countless eulogies have been written about the
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“national policy.” It has been presented by Canada’s more
sycophantic historians as a triumph of burgeoning nationalism in
the face of momentous challenges, when “great men™ with bold
imaginations perceived the long-term best interests of society as
a whole and brought them to fulfilment, just by the remotest
coincidence creating a fair array of millionaires in the process.
Apart from the occasional rigid party line economist — with the
predictable ideological fulminations about mystical misalloca-
tions of productive resources supposedly resulting from protec-
tion — there is virtual unanimity that the “national policy” era,
in its later stage during the opening years of the “wheat boom,”
represents a golden age of Canadian economic growth and
development, and a bold declaration of industrial independence.
Under the circumstances, a re-examination of the nature, causes,
and consequences of what might be dubbed “Lord Strathcona’s
Northern Vision' needs no justification.

An effort has been made throughout to analyse the evolution
of economic structures and state policies by taking explicit cogni-
zance, wherever possible, of the economic interests that they fur-
thered. Hence the “muck™ has certainly not been spared. The
level of corruption in the Canadian political process of the
period, especially under the auspices of John A. Macdonald, is
truly astounding even to the cynic. It remains to be seen in sub-
sequent volumes if this is the case in more recent history.

There is one obvious and enormous omission. No attempt has
been made to add to sections on the evolution of the labour
market and labour organization — for a number of reasons.
Canada has no lack of labour historians at the moment: there
seems, however, a shortage of new work on the structure of cap-
ital; and to the extent that the two could be divorced, only the
second was examined here. Then, too, consideration of space
intervened: it is already a very long book. Time was also a factor.
This book is intended to contribute to debates currently in pro-
cess, though it is hoped it will have some long-term worth as
well. To add material on labour would have involved several
extra years of preparation; for despite the substantial volume of
work undertaken on labour, the sum of our knowledge of the
evolution of labour markets in the post-Confederation period, as
distinct from the structure of labour institutions, seems to be not
significantly different from zero. Furthermore, a study of labour
markets could adequately be done only in the context of a full-
scale industrial history of Canada. While many topics of indus-
trial history are covered in this book, its central orientation
remains that of a study of the financing of economic activity and
the structure of ownership and control.
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CHAPTER |

Introduction:
Canadian Mercantilism, 1867-1914

The Canadian State and the International Economy

The Canadian state was consolidated at a point in history when
fundamental transformations in the world economic order were
in motion. The first of a series of long waves of economic expan-
sion, which was based on water power and the world hegemony
of the British textile industry, had given way by the 1840’ to the
new age of steam and steel.' The steamship, the railway, and
shortly thereafter the telegraph revolutionized the structure of
the Atlantic economy, and then spread even further afield. The
communication and transportation revolution precipitated fur-
ther transformations. Industrialism ceased to be a British pheno-
menon, and spread to Europe and North America. Capital mar-
kets of an integrated sort assumed national dimensions, and soon
began to take on international proportions. The scale of railway
enterprise was matched by the growth of national business
enterprise and, subsequently, by the rise of centralized mass
labour organizations.

British industrial dominance weakened with the growth of
rival powers. The new industrial capacity of the U.S. and
Western Europe poured forth its products in competition with
those of Britain. New agricultural areas were brought within the
scope of international commerce by the revolution in transporta-
tion. And by 1873 the combination of industrial overexpansion,
excess agricultural production, and the commercial integration
effected by the new transportation system precipitated a world
crisis. Prices fell, and in many countries a defensive prmection-
ism arose. The era of virtual worldwide free-flows of commodi-
ties — typical of the period after 1846 during the expansion
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phase of the age of steam and steel — abruptly ended.’ In the era
that followed, the flow of commodities was eclipsed by the
movement of capital and labour abroad — from the industrial
centres, especially Britain, to the new marginal areas — and the
search for higher rates of return, new raw material resources, and
safe markets precipitated a fresh wave of colonial annexations.

While remaining a free-trading country® Britain was nonethe-
less in the forefront of the new imperialism. Nearly five million
square miles and some 88 million people were added to an
already vast empire between the partial recovery of 1878 and the
end of the war for the annexation of the Boer republics.* The for-
merly despised colonies assumed a new importance as markets,
as raw material hinterlands, and as outlets for the investment of
finance-capital. With the relative dimunition of the domestic
investment frontier in the face of a highly skewed distribution of
income that kept down working-class purchasing power, and
with the shrinkage of former foreign markets in the developed
world following the advent of new competition, the great accu-
mulations of upper-class savings swelling the vaults of British
financial institutions moved abroad on an unprecedented scale.
The historical legacy of earlier industrial hegemony — a world
monectary dominance and a great merchant shipping capacity —
now helped restructure the flow of British economic activity
towards its colonies, old and new, formal and informal. Finally,
oo, the new wave of imperial expansion provided ample recrea-
tion grounds for the offspring of Britain’s parasitical upper class
to pursue their hobbies as military adventurers, colonial adminis-
trators, or missionaries. It was in such a world context that
Canada’s business class came of age.

Canadian capitalism had evolved in the context of the British
mercantile system, from the accumulation of capital in the early
staple trades of fur, lumber, and grain in Canada proper, timber
in New Brunswick, fishing, ship-building, and imperial trade in
Nova Scotia. British preferential tariffs and shipping regulations
defined the horizons of the colonial capitalist class. During the
era of free trade following the dismantling of the colonial system
in the 1840’s, the traditional growth path of the economy was
forcibly changed. With the rise of the new imperialism after the
depression of the 1870’s, normalcy was restored, and with it a
renewed role within the empire.

Two fundamental structural attributes of the Canadian
economy in the period from 1867 to 1914 must be made central
to analysis. First, it was a colony, politically and economically.
In terms of commercial patterns it was a staple-extracting hinter-
land oriented toward serving metropolitan markets from which,
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in turn, it received finished goods. In such a structure, any eco-
nomic advance in the hinterland accrues to the benefil of the
metropole and perpetuates the established division of labour, for
relative cheapening of the cost of production of staples lowers
the cost of production of the finished product in the metropole.
Canada’s commercial and financial system grew up geared to the
mternational movement of staples, rather than to abetting secon-
dary processing for domestic markets. It was also the recipient of
the largest amount of British investment of any country or
colony of the period, excluding the U.S.

Canada’s social structure, and therefore the proclivities of its
entrepreneurial class, reflected and reinforced its innate colo-
nialism. The political and economic elite were men associated
with the staple trades, with the international flow of commodities
and of the capital that complemented the commodity move-
ments. They were wholesale dealers and bankers in Montreal in
particular, and to a lesser extent in Toronto and Halifax.

A second trait of the economy of the period, in part derivative
from the first, was that it had only begun to make the difficult
transition from a mercantile-agrarian base to an industrial one.
Wealth was accumulated in commercial activities and tended to
remain locked up in commerce. Funds for industrial capital for-
mation were in short supply. Commercial capital resisted the
transformation into industrial capital except under specific con-
ditions in certain industries, in favour of remaining invested in
traditional staple-oriented activities.

In 1850, so-called “manufacturing” accounted for about 18%
of the total GNP, but of this over 50% consisted of the products
of saw mills and grist mills — i.e. primary processing only of the
two staples. Moreover, in the remaining manufacturing sector,
the factory system proper was virtually absent: production was
overwhelmingly undertaken in small shops still organized largely
on handicraft lines. By 1870, while the percentage of the GNP
accounted for by manufacturing had not changed significantly,
the content of the manufacturing sector had. Saw mill and grist
mill output was down to about one-third the total. Cotton facto-
ries, secondary iron and steel plants, and others were now in evi-
dence. It would be wrong to exaggerate the degree of transition
caused by the Civil-War-induced industrial expansion, for the
mode of production was still generally very small-scale; nonethe-
less, the beginnings of a new order of industrialism were cer-
tainly present by that date.

The national policy was, on one level, a set of policies
designed to facilitate this transition with the use of foreign cap-
ital, and often labour as well. It was a colonial equivalent of the
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type of development policies undertaken in many advanced
countries in the seventeenth and eighteenth centuries, subse-
quently described as “mercantilism.”

Mercantilism was a set of policies aiming at internal economic
consolidation and/or expansion. It was the economic counterpart
of the political process by which states were integrated and
strengthened. While there were as many particular variants of
mercantilism as there were states engaging in mercantilist poli-
cies, the basic common factors were that the policies were under-
taken in a pre-industrial context, that production was largely
handicraft interlinked with mercantile credit, that entrepreneur-
ial leadership came from a merchant-capitalist class in interna-
tional trade and finance, and that the dominant economic insti-
tution was the mercantile corporation, functioning often as a
subordinate arm of government and frequently with a state-sanc-
tioned monopoly. Contrary to the liberal notion of the state as
umpire of competition, its active role was to share in directing
the development process through regulation of commerce and
industry. through public financial assistance to the construction
of the commercial infrastructure, and. occasionally, through
direct investment in industry. Policies were undertaken to stimu-
latc an inflow or to block an outflow of factors of production,
capital, and skilled labour. The world and its resources were
regarded as static; hence the only means of increasing the wealth
and welfare of the state was to take something away from
someone else.® for example by shifting the locus of production to
the domestic economy from abroad.

Canada’s “national policy™ fits the description “mercantilism”
remarkably well in terms of mercantile domination, pre-indus-
trial context, and policies pursued, but with the critical proviso
that the mercantile policies were pursued in a colonial context.

As a white settler state, Canada shared with Australia, New
Zealand, South Africa, and the Argentine a privileged position
within the Empire, formal and informal, an Empire whose
expanse embraced black infants, brown children, adolescent
white daughters, and the Great White Mother in one happy.
hierarchial family evolved from some bizarre species of political
parthenogenesis. But though privileged politically, the essential
fact of colonialism remained, and nowhere was it more evident
than in the political structures created at the time of Confedera-
tion.

The British North America Act was derived from a political
theory of branch-plant imperialism: lower levels of government,
the colonial legislatures, were formerly weak and dependent on
Britain; now they were to be weak and dependent on Ottawa,
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which in turn was ultimately answerable to Westminster.® The
federation of the colonies was a highly centralized one. In fact,
the degree of independence exercised by the colonial (provincial)
legislatures was reduced by the results of Confederation, which
represented a regression from the degree of autonomy that
Reform administrations had succeeded in achieving., Under the
terms of Confederation, the central government got all important
economic powers — control over currency and banking, com-
merce, the major tax sources, transportation infrastructure, and
subsequently the lands and resources of the West. The federal
government also assumed all provincial debis.

The centralization of fiscal powers was critical to the nature of
the new federation. All taxation but the politically delicate and
therefore very greatly circumscribed power of direct taxation was
annexed by the federal government, leaving the provinces with
little more than a paltry subsidy of 80c per head plus meagre
royalties from resource exploitation. Strangling the provincial
assemblies’ powers over the purse meant that the merchant-cap-
italist oligarchy who controlled the federal government had no
difficulty raising funds for their development objectives. Liberal
democracy in Canada was thus set back three decades. As an
additional safeguard, the old legislative council, which in the

TABLE I (1)

Dominion Disallowances of Provincial Legislation

Province 1867-1896 1896-1905 1905-1914
Ontario 6 1 —
Quebec 4 1 —
Nova Scotia 6 0 —
New Brunswick | 0 —
Manitoba 26* 3 —
British Columbia 20F 22t -
Prince Edward Island 21f 0 —
Saskatchewan — — 3
Alberta — — |

Source: compiled from Department of Justice, Memorandum on
Disallowance pp. 66-75.

*  Includes ten railway charters.

t  Includes many efforts to curb import of Chinese labour, to promote local
railways and local development, and efforts to regulate working conditions
in mines.

11 Both attempts to free the Island of absentee proprietors.
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colonies had been made elective by Reform administration, was
restored Lo its former grandeur as the federally appointed Senate.
And the federal government assumed the imperial government’s
power of disallowance over colonial (provincial) legislation, a
power which it wielded with much more frequency than had the
imperium of old.

In terms of policies adopted to promote and foster industrial-
ization, create employment in secondary industry, and expand
the economy’s factor endowment, Sir John A. Macdonald des-
cribed the intent of the National Policy tariff as follows:

We have no manufacturers here. We have no work people;
our work-people have gone off to the United States. . . . These
Canadian artisans are adding to the strength, to the power of
a foreign nation instead of adding to our own. Our work-
people in this country on the other hand are suffering from
want of employment. If these men cannot find an opportunit

in their own country to develop the skill and genius witg
which God has gifted them, they will go to the country where
their abilities can be employed, as they have gone from
Canada to the United States. . . .If Canada had a judicious
system of taxation they would be toiling and doing well in
their own country.”

In addition to the tariff, patent laws and direct subsidies were
employed to stimulate industrial capital formation, generate the
basis of population growth, and attract foreign investment. Even
the mercantilist institution of the state-chartered monopoly was
added to the slate of mercantilist policies, in the form of the
Canadian Pacific Railway. And there was virtually no limit to
the supplications of successive governments in their effort to
attract British investments into Canada — though the pay-off of
all these policies took some time to show itself.

The period from 1867 to 1914 can be logically divided into
two phases. The first phase, up to 1896 (properly speaking from
1873 to 1896), was one of secular deflation, the recession phase
of the era of steam and steel which has been referred to, rather
misleadingly, as the “Great Depression.” The second phase,
from 1896 to 1914, saw a steady rise in prices as the world
economy was transformed by the advent of new industries, based
on electricity, chemicals, and the internal combustion engine.

Economic Development in the “Great Depression”

The notion that the 1873-1896 period was in any way a pro-
longed depression needs clarification. While the growth of
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manufacturing output may have been fairly steady," measured
either by gross value of production or value added in real terms,
a “depression™ in the Canadian economy of the period must be
given another interpretation. For the staple-extracting hinter-
land, “depression™ or prosperity hinged essentially on the world
prices of its primary produce and on the rate of population
growth which depended in large measure on those prices. And
growth in manufacturing output certainly does not invalidate the
notion that the period was one of the prolonged recession phase
of the age of steam and steel. Industrial overproduction, leading
to secular price declines and a profit squeeze, manifested itself
throughout the developed world, and showed ample evidence in
Canada as well.

Despite any progress made in manufacturing development,
measured unemployment rates remained high, and these are
chronic underestimates for an essentially farm-based community
whose population had the options of either returning to agricul-
ture or emigrating to the U.S. during bad periods. Furthermore,
the period 1873-1879 was unambiguously one of recession on all
counts — according to contemporary reports, which are a much
more reliable guide than latter-day manipulations of inadequate
statistics. So too were the carly 1890, when even the measured
rate of growth of manufacturing output dipped very low. The
one exceptional period seems to be the boom of 1879-1883 at the
time of the imposition of the National Policy tariff.

TABLE I (2)
Unemployment, Migration and Labour Force Growth

Annual Rate

Unemployment Total Net of Grawth of

Year Rate Migration Labour Force
(1000’s)

1870 4.03 (1870-1880) -85 2.05
1880 6.02 (1880-1890) -205 1.60
1890 5.02 (1890-1900) -181 1.06
1900 3.99 (1900-1910)+715 4.17
1910 3.00

Sources: O. J. Firestone, Development of Canada’s Economy, p.
229; O. J. Firestone, Canada’s Economic Development,
pp. 38, 61.

While the Great Depression lifted temporarily in 1879 until
1883-1884, it is not all clear what role, if any, the National Policy
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tariff played in the revival of economic conditions. For the
period was one of general world recovery, and the markets for
Canadian staples, especially timber, improved. Timber was the
leading sector in terms of output and employment among the
non-agricultural industries. A little burst of immigration also
occurred. but this was associated more with the land rush in
Manitoba, and therefore with the state of world agricultural pro-
duce markets, than with any increase in employment opportuni-
ties in the old provinces. After 1880 came a substantial amount
of spending on Canadian Pacific Railway construction, and
while the National Policy was instrumental in providing funds,
some of the impetus was lost through import leakages. for the
CPR syndicate received a blanket tariff exemption on its mate-
rial requirements.

Still, a substantial growth of manufacturing did occur. While
the return to prosperity by itself would have generated a great
deal of industrial expansion, and while the data available were
deliberately falsified by the Tory government’s investigators (by
adding to the category of “new factories” factories already in
existence but not operating in 1878) in order to inflate the results
for public consumption, it is clear that the high tariff did stimu-
late a fair degrec of new manufacturing. In thc major cities of
Ontario and Quebec capital employed rose 85% between 1878
and 1884, while output expanded 125% in value.

The effects in the Maritimes were much less spectacular, as
the Atlantic region underwent a degree of reorientation from its
former export basis toward integration with central Canada. The
results in the Atlantic provinces did not show the balanced
growth that typified central Canadian manufacturing. Growth of
sugar refining, cotton, and primary iron and steel for domestic
markets was partly offset by a decline not only in shipbuilding
and primary timber and other traditional industries associated

TABLE I (3)
Growth of Manufacturing in Central Canada, 1878-1884
Gross
No.of  No.of  Yearly Value of Capital
Factories Hands  Wages Product Invested

1878 467 27869 8,174,900 34,131,100 26,160,500
same faclories, |884 467 42,080 12,870,900 53,554,500 36,647,400
new factories, 1884 258 13,453 4,040,900 23,712,600 11,777,700

increase, (8781884 25% 27,664 8736900 43,136,000 22,264,600
Source: SCM (1885), p. 34.
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with the British mercantile connection, but also by some losses in
a number of consumer goods industries geared to local markets,
as a result of central Canadian dumping.

Despite the paeans of joy sung by a Tory Select Committee in
1885 over the multiplicity of alleged benefits of the National
Policy tariff, the results in terms of industrial expansion were
very short-lived. Late in 1883 or early in 1884, depending upon
criteria chosen, the prosperity phase ended. The bottom dropped
out of land values in Winnipeg, financial difficulties beset the
CPR, and industrial stagnation set in. Ontario, which had seen
the greatest expansion, was hit hardest by the results of industrial
over-expansion during the boom phase. During 1884, 72 plants
shut down completely in 65 urban centres, and total employment
fell absolutely by 5,557. Wage levels dropped by 15-20% on
average from their 1882 levels. The recession hit all industries,
but especially secondary iron and steel, foundries, machine
shops. and agricultural implements. In Hamilton, most factories
cut back to 75% capacity. Guelph had an unemployment rate of
20%. London, a centre of agricultural implement production,
anticipated a winter unemployment rate of 50%. In the Mari-
times. the three industries which led the expansion all experi-
cnced a drastic recession. Over a million and a quarter dollars
were lost in the overextended sugar refineries there: there were
big losses in cotton: and the iron and steel industry profits were
cut to zero, if not below." In addition there were still the prob-
lems already inherent in the stagnation of lumber and ship-
building to face. Yet the Canadian Manufacturers’ Association,
with its usual sophistry, claimed that the National Policy was a
key factor in mitigating the depression."

Despite such false starts as the 1879-1883 expansion, the
period from 1873 to 1896 was one of disappointingly slow
growth. Population growth was exceedingly slow, the migration
to the United States more than offsetting the inflow of the new
immigrants, and hence claiming a large share of the natural
increase as well.” Sir Richard Cartwright, Liberal finance critic,
ventured the opinion that the most prosperous part of the Cana-
dian population was the one-and-one-half million people driven
out of the country by the National Policy."

The “Wheat Boom”

The period from 1896 to 1914 is generally regarded as the golden
age of Canadian growth. The year 1896 represented a turning-
point in world economic conditions, with prices of agricultural
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products in particular beginning to turn up. In the U.S., “wheat
mining” had led to soil exhaustion, forcing a switch in some
areas to the cullivation of corn and coarse cereals at the same
time as American and European industrial expansion drew
labour off the farm and into factories, raising the demand for
food.

In Canada, too, the period around 1896 represented a turning-
point. World wheat prices troughed and began to rise, as did
wholesale prices in Canada. Exports per capita began to rise
even before export prices. Bank note circulation followed prices,
domestic and foreign, upwards. Yet homestead entries and popu-
lation did not begin a marked rise until after 1902, indicating
that the phrase “wheat boom™ applied to the period hides more
than it reveals, in particular a major discontinuity in the pattern
of growth of the period. The expansion was led by real exports,
but not by wheat. It is absurd to attribute the growth of invest-
ment that fed the boom to expectations factors derivative from
the change in the trend in world prices;" obviously business
fixed-capital formation was not undertaken in anticipation of a
boom in wheat exports nearly a decade later. Furthermore, in the
first phase of the new expansion 1895-1902, and for the only
time during the entire period 1867-1914, the Canadian trade bal-
ance was in surplus over-all, and net export of capital occurred.
After 1902-3, as the West began to fill, the balance of trade went
into deficit and a great flood of capital imports followed.

This point is a critical one, for the role of wheat in generating
expansion has been badly misinterpreted. In 1891, wheat
accounted for 6.3% of total commodity exports: in 1901, six years
after the “wheat boom” had begun, wheat accounted for 6.0% of
commodity exports. It is true that wheat exports grew absolutely
during the early years of expansion, but wheat output grew very
little, and in relative terms the upward trend in wheal exports
was minor. Wheat production began to accelerate in 1902, and
did not reach its “take-off” point until 1906. Exports of wheat
and wheat flour did likewise. By 1911, wheat was 21.6% of com-
modity exports, and by 1913 it reached 30.5%. While prices of
wheat showed an upward trend after 1896, it would be ludicrous
to impute to that alone any great power to restructure the Cana-
dian economy. Not until 1907 did prices reach the level achieved
in 1891. And the over-all rise in prices of wheat over the 1896-
1913 period is not out of line with the general index of wholesale
domestic prices or the over-all export price index.

In fact, the initial expansion was led not by field crops but by
the mineral staples, exports of which rose 500% between 1896
and 1901, while the over-all growth of exports was but 162%.
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TABLE I (4)
Wheat Production and Exports, 1891-1913

(bushels millions)

Year Wheat Production Wheat Exports
1891 42.2 34
1896 55.7 10.8
1897 39.6 9.8
1898 54.4 24.6
1899 66.5 13.9
1900 59.9 203
1901 55.6 14.8
1902 88.3 31.0
1903 97.1 38.8
1904 81.9 239
1905 71.8 20.6
1906 107.0 473
1907 135.6 46.5
1908 93.1 47.6
1909 1124 56.7
1910 166.7 67.8
1911 132.1 62.4
1912 231.2 97.6
1913 2242 115.7

Source: M. Urquhart and K. Buckley, Historical Statistics of
Canada, pp. 364-5.

This expansion was largely at.the expense of old staples like fish
and forest products, which fell absolutely. A relative decline in
the share of animal products was also recorded. And within the
minerals sector that led the boom, gold from the Klondike rush
dominated. It makes as much sense to call this period the “gold
boom™ as to give pride of place to wheat.

Later, export patterns shifted again. Agricultural products
rose from 13.9% of total exports in 1901 to 42.1% of the total by
1913; animals and their products fell drastically, partly due to
the conversion of grazing land into arable; a sharp reduction in
the relative importance of minerals occurred: while smaller
declines were registgred by other categories.

Within the agricultural sphere that rose to new importance,
there was a shift in the export patterns, not only towards wheat
at the expense of other products, but also to the detriment of
exports of wheat flour. In 1901, wheat flour accounted for 36.6%
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TABLE 1 (5)
Commodity Exports, 1901-1913

% Total T Total T Toetal ToTotal 7T Total 1913 as
1396 1901 1906 1910 1913 % 1901

All 100.0 100.0 100.0 1000 100.0 202.2
Minerals 7.6 22.6 15.0 14.3 159 146.0
Fish 10.4 6.0 6.7 5.6 45 1523
Forest 256 16.9 16.4 17.0 12l 144.3
Animal 344 31.2 28.2 19.3 12.5 80.7
Agricultural 13.3 13.9 229 323 42.1 6052
All primary 91.3 90.6 89.6 88.8 87.8 193.1

Manufactures* 8.7 9.4 10.6 1.2 1230 2734

Source: CYB (various years); SYB (1901), adjusted.

* Includes wood pulp.

by value of total exports of wheat and wheat flour; by 1913 it
was down to 18.4%.

The expansion was also accompanied by shifts in the relative
economic weight of the various provinces. While Ontario main-
tained its preponderant position, the provinces to the east
declined in relative importance as manufacturing centres, and
therefore as producers of goods to meet the demands of the new
West. And in the West itself, although the provincial economies
were basically oriented to primary products — grains;, animal
products, minerals, and timber — substantial growth in manu-

TABLE I (6)
Capital Invested in Manufacturing, by Province

% of total by Province

1870 18801 1890 1900 1910
Ontario 48.9 48.7 498 48.1 47.6
Quebec 35.9 35.9 333 3.5 26.2
New Brunswick T8 5.1 4.5 4.2 29
Nova Scotia T 6.1 5.6 7.8 6.4
Prince Edward Is. — 1.3 0.7 0.5 0.2
West — 29 6.1 7.9 16.7

Source: calculated from Census of Canada, Vol. 111, 1871, 1881,
1891, 1901, 1911.
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facturing capacity occurred as well, helping again to reorient
activity away from the eastern provinces.

In surveying the effects of the post-1896 expansion, one elated
contemporary commented that “at last Canada’s hour had
struck,”™ but it is not at all clear that the tolling was heard in
working-class circles. Labour markets began to tighten up after
1900, the unemployment rate dropping while the labour force
grew and net migration became positive. But the general level of
real wages over the period 1900-1914 fell by 1.9%."

One of the most important prerequisites of industrialization is
the existence of an agricultural sector capable of providing both
cheap food under conditions of rising productivity and surplus
income to the industrial sector.'” The Canadian economy failed
this test abysmally. Food prices in Canada soared during the
period when the greatest expansion occurred in its agricultural
base, because the new agricultural areas were oriented towards
export. Not only wheat, but even stock went to service the food
requirements of industrial countries. The cattle ranges provided
for the American consumer, rather than helping to stock the
mixed farms in Canada."

Moreover, rapid inflation of the cost of distribution of com-
modities resulted from an overextension of trunk railway lines
for long-distance movement of commodities at the expense of
local service lines, an excessive number of small traders. and the
prevailing patterns of investment. British portfolio investment
fed the construction of commercial infrastructure to move com-
modities internationally. British loans later became available to
finance huge industrial mergers which led to oligopoly price
increases. And in terms of industrial investment, producers’
goods industries expanded quickly while consumers’ goods
industries lagged. As a result, prices of food, clothing, housing,
and lumber for building rose fastest of all in Canada during this
period.” Food prices in Canada in fact rose much more quickly
than those in Britain — which imported a substantial volume of
Canadian food production. Even bread prices in Canada
exceeded the British price of bread made from Canadian wheat.

In terms of surplus income for industrial capital formation, in
fact, the flow of funds ran the other way. Canada’s new staple
farm sector drained income from industry to be invested in
overexpansion of a single cash crop because of the structure of
the Canadian capital market, which evolved in such a way as to
perpetuate a staple-extracting economy.

The two main structural attributes of the economy, domina-
tion by commercial capital and its colonial status as a slaﬁle-
extracting hinterland, complemented and reinforced each other.
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Industrial capital formation was retarded relative to investment
in staple development and the creation of the commercial infra-
structure necessary to extract and move staples. The character
and patterns of transportation infrastructure put in place and the
banking and financial intermediary structure bore all the hall-
marks of a staple-exporting economy. Overexpansion of trunk
lines for the long-distance movement of primary output under
federal government direction took precedence over local lines for
the development of Canadian market for local industry. Funds
flowed freely through the intermediary system into commercial
investments, into the development and movement of staples, or
into other public utilities and other types of infrastructure, and
much less so into industrial capital formation.

The results were evident in the uneven development of
various regions. The Maritime provinces attached to Canada at
Confederation were drained of surplus income to finance central
Canadian development objectives in the West. Savings flowed
out of the Maritimes via the intermediary system, and hence
away from Marilime induslry, to be put to work in building up a
dependent single cash-crop frontier in the West. Quebec too lost
control of its surplus income during the boom era of the “wheat
cconomy, and with the loss of local savings came the submer-
gence of the Québécois industrial entrepreneur under the wave
of anglophone-controlled mergers.

The foundations of the current Canadian economic system
can be found in this critical period. The degree of American
domination of its industrial base, the primary extractive orienla-
tion of its export sector, the relative growth of particular regions,
and the socio-economic position of the Québécois are all logical
outgrowths of the operation of the “national policy,” of the set
of policies adopted by central Canadian commercial capitalists to
advance their interests within the context of Canada's situation
in the British empire.
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Constitutions, statutes, supreme court and privy council
decisions are credit instruments.



CHAPTER II

Revenue, Protection, and the Politics
of International Finance

Capital Formation and the State

The formation and evolution of the Canadian state structure is
fully explicable only when explicit cognizance is taken of the
commercial and financial relations of the colony to more
advanced economies, notably Britain and the United States.
Many of the most critical political decisions taken by the ruling
class in the colony were conditioned by the state of Canada’s
relations with the British capital market. British capital built
most of the major works of commercial infrastructure in the pro-
vinces; public finance depended upon the pleasure of the impe-
rial government and the London private “merchant” banks; and
Canadian development policies and the structure of its capital
markets and financial institutions were moulded to ensure the
greatest facility of entry of British capital.

The critical, if accidental impetus toward the development of
the Canadian state structure in its modern form came from a
handful of small businessmen in St. Catharines, Ontario, in the
wake of the post-1815 deflation that gripped the province of
Upper Canada. This little group of merchants and millers, led by
William Hamilton Merritt, conceived of an elaborate irrigation-
ditch-cum-canal to maintain the water power for their milling
operations. In short order, the project became tied to the grand
scheme of the Canadian mercantile class, especially that of
Montreal. to complete a system of canals on the St. Lawrence-
Great Lakes system in order to draw the American north-west
grain trade to Europe down the St. Lawrence via Montreal. The
canals were essential to offset the effects of the American Erie
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Canal, which threatened to capture the U.S. interior trade for
New York and draw it along the Hudson-Mohawk drainage
system. This competition of rival drainage systems for the pro-
ducts of the interior, a competition founded in the earlier era of
the fur trade, left an indelible mark on Canadian economic
structures and the commercial policies of its ruling business class.
William™ Hamilton Merritt’s scheme for the Welland Canal was
initially sold to the government of Upper Canada in 1824 with
the assurance that the total cost of the project would not exceed
$42.000 and that it would not cost the government a cent! Sev-
eral million dollars later, in 1840, and with a total public invest-
ment of over one million dollars, some major rethinking of the
finances of the colony was called for, as bankruptcy appeared
imminent.

The Welland Canal episode illustrates many of the critical
problems faced by colonial financiers and merchants of the
period, and it set a number of important precedents for the
future. Its tight interface of government and business was an
often-repeated pattern in later years, and led directly to a total
compromise of the public finances. The province was bank-
rupted by the drain on its resources imposed by the canal com-
pany. It represented, too, the first major instances of several cate-
gories of foreign investment in Canada. American direct invest-
ment, specifically from one J. B. Yates, an Albany financier
heavily involved in early variants of the numbers racket, was
essential (o its early development. It also prompted the first
major influx of foreign portfolio investment into Canadian
public securities, the proceeds of which were earmarked for
canal finance. Early efforts in 1830 failed to interest the London
private banks — the Barings, Glyn, Mills, Rothschilds, or
Overend and Co. — in the provincial debt. In 1831 some interim
financing was acquired from the Bank of the United States on
the collateral of provincial currency debentures, but it was far
from satisfactory. Hence in 1835 a major innovation in provin-
cial finance was introduced: the first issue of sterling debentures
was undertaken in a deliberate effort to shift the Canadian
public debt from the province to England in order to free funds
in Canada for other investments. The pattern of financing heavy
works of infrastructure abroad by long-term debt, while Cana-
dian capital moved into shorter-term investments, persisted
thereafter.

Despite increasing raids on the provincial treasury, the canal
swallowed up capital in ever increasing amounts and other
expediencies were tried. An effort to float a big loan with some
unspecified “European” banking house foundered after William
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Lyon Mackenzie, the leader of the Reform party of the province,
unveiled a long string of charges of corruption against the com-
pany. New York was picked clean. The Assembly of the sister
province, Lower Canada, was also under the control of a Reform
movement unsympathetic to the machinations of the governing
and mercantile cliques of the colonies: it would invest little to
begin with, and nothing further as time went by. The private
resources of the commercial men of the two colonies were
meagre, and were largely refused to the Company. Hence,
increasing demands on the state were made until the outbreak of
rebellion in 1837 and 1838 caused a complete collapse of provin-
cial credit in Britain.

The canal program and its capital requirements brought the
British private bankers, Baring Brothers and Co., to Canada for
the first time. And in co-operation with the mercantile elite of
the colony a fundamental experiment in public finance was car-
ried oul. As it became clear that the government was considering
writing off the canal and dumping it on the private shareholders,
the private shareholders decided to act first and dump the finan-
cial derelict on the government. Nationalization plans followed,
to bail oul the private investors by exchanging shares for provin-
cial debentures,

But as a prelude to buying out the private investors with more
public money, the capital market in Britain had to be made
receplive (o the now thoroughly suspect Canadian securities, The
result was the Act of Union of 1841, whereby the two provinces
were united in the expectation that spreading the burden of
repayment of the bankrupt upper province’s debts over the
population of the almost debtless lower province would both
reassure existing British debenture holders and widen the
revenue base for future issues. In conjunction with an imperial
guarantee of the interest of a new issue, the credit of the United
Province was established in Britain and the path opened for
Canadian finance to cultivate an inflow of British portfolio cap-
ital in the future.'

Development of the
Canadian Capital Market

The two British private banking houses, the Barings and Glyn,
Mills, played a key role in Canada’s subsequent financial rela-
tions with London. At the time, Canadian banks were geared to
the provision of short-term mercantile credit. Hence all British
capital destined for Canada for three decades after union came
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via the Barings and the Glyns, who stood in much the same rela-
tionship to the Canadian Finance Ministers as did the Bank of
England to the Chancellor of the Exchequer.!

The development and regulation of private financial institu-
tions revealed the same type of sensitivity to the state of Cana-
dian credit in the imperial capital market. Banking was regulated
first by the Colonial Office and later by the provincial authori-
ties themselves, in such a way as to maintain the confidence of
the British investor.’ The first trust company in Canada, the
Trust & Loan Company of Canada, founded by the Kingston
mercantile community in 1843, had as a major objective the
attraction of British capital. The preamble of its charter noted
that:

Whereas the improvement and advancement of the province
are in:atly retarded by reason of the deﬁciencry of capital
which prevails therein; And whereas the difficulty of ascer-
taining, with confidence, the money value and {egal suffi-
ciency of the security offered by borrowers, has hitherto, to a
%real extent, precluded capitalists resident in Great Britain
rom availing themselves of the opportunities constantly
offered in Canada for the profitable investment of Capital,
And whereas, such difficulties would, to a great extent, be
overcome by the establishment of an Incorporated Joint Stock
Company . . .*

The ability of the company to tap British capital sources was
greatly improved after 1850 when Thomas Baring and George
Carr Glyn were added to its trustees.

The stock exchanges too were created in part with an eye to
promoting the inflow of British capital.® Even the introduction of
general legislation permitting the principle of limited liability
had this objective in mind in 1849. And Francis Hincks, a
leading member of the Reform movement, future Prime Minister
of the Province of Canada, and future Finance Minister of the
Dominion of Canada, even expressed his reluctance to partici-
pate in the rebellions of 1837-1838 on the grounds that they were
likely to frighten away British investment.”

The Dawn of the Railway Age

Railways became an urgent order of priority in the 1840°s with
the decline and fall of the old colonial system and its preferential
tariff arrangements for Canada, and with the threat that Amer-
ican railroads would turn the commercial balance back in favour
of the Hudson-Mohawk system at the expense of the carefully
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constructed St. Lawrence commercial empire. It was therefore in
railway finance that the greatest efforts were made to win the
approval of British investors. The Municipal Act of 1848, drafted
by the provincial Inspector-General (Finance Minister) Francis
Hincks, created various municipal units and gave them corporate
power to raise money and construct public works.® Following
this, a loan fund which pooled the municipalities’ resources was
set up on the premise that the municipalities’ combined bor-
rowing powers in London would be greater than the sum of their
individual capacities. And in addition the province itself under-
took direct guarantees of the securities of certain favoured
railway companies, notably those on which leading government
members such as Francis Hincks, A. T. Galt, and others served
on the Board of Directors.

Under the auspices of these pieces of legislation, the great
railway projects of the era were built — most prominently the
Grand Trunk. Its contractors were the English firm of Brassey,
Peto, Jackson and Betts, who had built nearly one-third of the
English railways of the period. Thomas Baring and George Carr
Glyn sat on the GTR’s London board, virtually the entire Cana-
dian Cabinet on its Canadian board. Though it was initially
planned as a public work, the then Prime Minister of Canada,
Sir Francis Hincks, apparently had a change of heart after being
lavishly “‘entertained” by Lord Brassey and his colleagues on a
visit to London to raise money for the project.” By 1859, Canada
has 2,093 miles of railroad of which 1,112 were the Grand Trunk
lines. The cost to the public, much of it in graft and waste, was
over four million pounds, accounting for nearly half of the total
debt of the province." Operations of the road showed a chronic
and growing deficit.

The construction and financing of the line were appalling
operations even by the standards of the day. The initial distribu-
tion of the shares left the two English private bankers together
with the contractors in control of over a third, which was more
than enough to ensure them control of the line. At the time of
the original issue, the stock market (fed by the fancy prospectus
of the line, which featured prominently its tight relations with
the government of the province) was very receptive, but the pro-
moters held back stock to push up the price. Once the stock
bubble burst and the stock fell to a heavy discount, from which it
never recovered, the promoters reneged on their agreement to
take up unsold stock themselves. The province had to fill the gap
in their cash resources by the first of a never-ending series of
special relief measures, some voted in Parliament, some granted
by order-in-council, and some just gratuitously handed out by
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particular ministers on their own authority. In addition to sus-
taining a huge infusion of funds to keep the line afloat, the pro-
vince in 1858 obligingly reduced its claim to that of second mort-
gagee. Under the terms of the Relief Act of that year, earnings of
the road were to go first to pay the interest on preference bonds,
next to other bonds and debentures, next to pay dividends of six
per cent on the stock, and only then, after paying dividends,
were the funds to be appropriated for paying interest on debts
incurred by the province on behalf of the railway. Once this neat
arrangement had been made, the next difficulty was to generate
some earnings for distribution — no mean problem in light of
the constant deficit on operations of the line.

There were essentially two approaches taken to the problem
of profits. The first was to scamp on construction as much as
possible. Thus, a line which the contractors had decreed would
be built on a standard superior to any in North America ran up
an astonishing record of steep grades, raising costs of operation
by reducing the volume of cargo it could carry, with split and
broken rails strewn from one end of the province to the other
interpersed with a string of wrecked locomotives and derailed
cars. The second approach was that of systematic falsification of
the books. Its assets were carefully overstated by adding to them
the value of replacement of locomotives smashed, steamships
sunk, and all manner of other losses in operation, thus inflating
the value of assets by double-counting. Then, to buoy up the
profit figures, revenues were inflated by imputing a value to the
company’s own carriage of its own gravel, coal, and other sup-
plies at the same rate as that charged to the general public. All
the while great losses were being incurred by the movement of
long-distance international freight at less than cost to build up its
position in the American entrepot trade. In addition, there were
numerous internal drains on its operating capital through such
items as the establishment of a luxury hotel in Sarnia to cater to
company high officials. The hotel’s expenses were over five times
the level of its receipts during the first year of operation; of these
expenses some 40% went into alcoholic beverages which were
given away virtually free of charge to the officials of the line.

Yel despite incessant financial difficulties, or rather because
of them, provincial and municipal aid continued to pour into the
company as its Canadian board of directors, who simultaneously
controlled the public purse that provided the subsidies, inces-
santly plundered the line. In turn, the line’s financial weakness

~ justified the voting of increasing sums of public money to save it.
- With each new crisis the managers of the line could plead with
i the province for the “means . . . to avert a calamity which will
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affect the interests of the several Shareholders and Bondholders
as well as the whole province.”"

By 1860 the bona fide English investors reached the limit of
their tolerance. A special report unveiled the degree to which the
line had been deliberately mismanaged by its Canadian board
and illegal and ruinously expensive arrangements with other
Canadian companies undertaken. During the year the Canadian
directors claimed a profit of $1,472,113, when in fact the line had
lost $1,009,491. The reasons for the difficulties were not hard to
find. As the auditor euphemistically expressed it, “the present
embarrassments of the company have arisen chiefly from its con-
nections with the successive governments of the province, and
the necessity thereof of conciliatory political support.” * One of
the examples of “conciliation” of leading politicians cited by the
auditors involved a certain Minister of the Crown who went
unnamed at the security holders’ meeting. Apparently the
honourable gentleman was responsible for assuring that a
Kingston wharf on which he held a mortgage was purchased by
the railway for £15,000 when another route had been offered the
company free of charge. In addition, while a member of the pro-
vincial Assembly, he had secured the sale of certain public lands
near Sarnia to himself at $2 an acre and then sold them to the
GTR via their contracting firm on the Toronto-Sarnia branch,
the firm of D. L. Macpherson and Casimir Gzowski, at a mere
7,500% markup. John A. Macdonald of course vigorously denied
any wrongdoing in both of these jobs.

In 1862 the railroad was completely reorganized, at which
time the anxious British bondholders not only tried to secure
some voting power but also effected the transfer of its headquar-
ters from Canada to London in an effort to increase their influ-
ence.” The Canadian government was subjected to insistent
claims for new loans. And, obligingly, the provincial Cabinet
continued to pour funds into the maw of the railroad which,
however, still failed to return dividends to its shareholders.

Yet the reorganization in reality did little to change the power
structure of the company. Formerly the company’s capital
consisted of $13 million in equity and $60 million in debt. The
reorganization simply effected a conversion of much of the debt
into preference shares such that the company ended up with §40
million in equity and $30 million in debt. The Barings, the
Glyns, and the contracting firm remained in control in exchange
for a promise to pay off the interest and guaranteed dividends
when it became feasible, a promise which they were hard-pressed
to fulfil. Nonetheless, the principle of paying dividends on the
guaranteed stock no matter what the condition of the line and no
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matter what political hijinks were required to make the payment
feasible became the fundamental law of operation of the line for
the next 60 years. The earnings of the line, whether genuine or
contrived, whether actual operating profit or derived from cap-
ital, were drained out to the last penny to placate the grasping
collection of stockholders who controlled the line from London.
The railway was left without a reserve fund, with equipment
consistently run down to the verge of total collapse; and its
involvement with the political structure of Canada became ever
deeper.

Financial Forces
Behind Confederation

The railway projects tied the Barings more closely to the Pro-
vince than they were to any of their other clients, and their
power was enormous. In 1851, at the Barings’ request, the Pro-
vince passed an Act stating that the public debt would not be
increased without first consulting the Barings and the Glyns. To
aid the democratic process, the Barings prevented Canadian sec-
urities from being quoted on the official Stock Exchange Lists in
London until the Act was passed.” Not only did the Glyns and
the Barings underwrite, but they advanced large sums to the rail-
road and the pmvince. By 1860, provincial debts to the Barings
alone reached $1,867,650. That year the two banks, obviously
beginning to worry, established by legal action their prior claims
on the rolling stock of the line."

The Barings and the Glyns were financial agents to the gov-
ernments of New Brunswick and Nova Scotia as well, though
with so much of their resources tied up in Canada they could do
relatively little to provide funds for the other provinces.
Nonetheless, some debts did exist. In fact, debts to the Barings
were about the only thing the British North American colonies
had in common before Confederation. A large part of Nova
Scotia’s debts, too, resulted from the activities of Lord Brassey
and his henchmen who, in 1851, had sent out an agent to inter-
fere with a Nova Scotia election ensuring through liberal bribes
the defeat of candidates pledged to build Nova Scotian trunmk
lines as public works." In New Brunswick, too, the English
bankers were active in railway and public finance. New
Brunswick in 1856 passed the Railway Facility Act, better
known as the Lobster Act after the sprawling character of the
patronage-dispensing series of feeder lines it spawned by its



28 The History of Canadian Business

bonuses of up to $10,000 per mile, partly raised by debenture
issues in London through the Barings."”

Fiscal policy was inseparable from railway finance. In 1858
and 1859, with the Grand Trunk teetering on the verge of bank-
ruptcy, tariffs were raised. While a great deal of confusion
resulted from Finance Minister Sir Alexander Galt’s use of the
phrase “incidental protection,” the objectives of the tariff were in
fact clearly revenue-oriented. Galt himself, in his attempt to jus-
tify the tariff and to placate the ruffled feelings of British indus-
trialists, stated the revenue objective clearly:

The fiscal policy of Canada has invariably been governed by
considerations of the amount of revenue required. . . . The
overnment have no expectation that the moderate duties
imposed by Canada can produce any considerable develop-
ment of manufacturing industry. . . .™ I do not believe that t
adoption of a protection policy is possnble in Canada. ... It IS
not proper to create a hot bed to force manufactures.”

The purpose of the tariff, he stated baldly, was “to protect those
parties in England who have invested in our Railway and Muni-
cipal bonds.” Some years later, with no British industrialists to
placate by conscious deception, Galt tried to clarify even more
the revenue objective of the tariff. In 1862 he stated that “the
best evidence that could be offered against the charge of protec-
tion was that the effect of the tanff had not been to produce
manufactures.” Imports of many of the “protected™ commodities
grew very quickly.® In 1875 Galt claimed further that “incidental
protection” had been a misleading choice of phrase. Rather, the
fiscal policy adopted should have been called “modified free
trade.”*

Well might Galt be concerned about the provincial debt,
which had risen from $22 million in 1852 to §52 million by 1857,
with a total issue of new debentures of $29 million — over half
of which was directly due to the Grand Trunk Railway
demands. The excessive issue of debentures in part at least was
forced upon the province by the failure of the promoters to live
up to their agreement and take up unsold stock themselves after
their stock-jobbing operations in London collapsed. The result of
the provincial issues was to depress the market for provincial
bonds. The 1858 Grand Trunk relief bill complicated the situa-
tion by demoting the province to the rank of second mortgagee
whose claims ranked below those of even the common share-
holders. Under the circumstances drastic action was needed.

The results of the tariff were in fact to produce a considerable
reduction in the level of the provincial deficits.
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TABLE 11 (1)
Province of Canada budget, 1858-1863

(millions of dollars)
Year Revenue Expenditures Deficit
1858 $5.3 $8.6 $3.3
1859 6.6 8.1 1%
1860 74 9.4 1.9
1861 7.5 9.5 2.0
1862 74 9.4 2.0
1863 8.6 95 0.9

Source: Sir Richard Cartwright, Reminiscences, p. 12.

Apart from Isaac Buchanan, a Hamilton merchant and rail-
wayman who headed an “Association for the Promotion of
Native Manufactures,” there was little or no pressure for protee-
tion before Confederation, at least in Upper Canada.® And
Buchanan's “protectionism™ which, in a revised fashion, became
the model for the National Policy tariff, was of a rather curious
genus. Buchanan’s policy for “protecting” and building up
manufacturing industry in Canada called for free trade in final
products with the United States! This policy, bizarre at first
glance, contained a profound logic. These fiscal changes would,
he felt, ensure an inflow into Canada of British direct invest-
ment.

To preserve the Empire, Britain has to {ield the selfish prin-
ciple of centralization which has ruined Ireland and India . . .
and cost us the old American colonies. The principle of decen-
iralizing the manufactures of the Empire is a principle which
would secure for the Empire an enormous addition of trade
and influence through the instrumentality of some one or
other of her dependencies. . . . She could secure free trade for
all of her mechanics who chose to go to these favoured locali-
ties, with countries that would never agree to free trade direct
with England without giving a death blow to their compara-
tively comfortable population. . . . Why should England be
jealous or oppose this? Is not Canada just England in
America? [Emphasis added.]

Such a strategy depended upon the willingness of the United
States to countenance free trade with Canada, and the existence
of freight costs on such a level as to produce sufficient natural
protection to make it profitable for British firms to migrate. With
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the abrogation by the United States of free trade in natural prod-
ucts in 1866, any hope of extending Reciprocity to include
manufactured goods vanished. After the abrogation, too, Cana-
dian commercial policy changed. Galt, in 1866, budgeted for a
considerable reduction in tariffs to an average ad valorem rate of
15%. While this in part was motivated by the need to harmonize
Canadian tariff levels with those of the Maritimes as a prelude to
Confederation, an additional hope was that by reducing produc-
tion costs in Canada, especially by lowering duties on capital
goods and wage goods, an inflow of foreign industrial invest-
ments would be tempted.” But none such materialized.

In Lower Canada {Canada East) it was only on the very eve
of Confederation, well after the scheme had been worked out,
that a significant protectionist body arose among the mercantile
and industrial capitalists of Montreal. Late in 1866 there was
formed the Tariff Reform and Industrial Association, called into
existence directly by the reduction in tariffs of the Province of
Canada by Galt as a prelude to federation.” An earlier associa-
tion, formed in 1858, had failed to attract sufficient sympathy to
maintain a continuous existence. And while the new body num-
bered among its members many leading Tory merchants and
manufacturers — John Redpath, George Drummond, E.K.
Greene, John MacDougall, R. Hersey, A.'W. Ogilvie, W.
Clendenning and a fair range of others from hardware, textiles,
footware, and other industries, including too a sizeable number
of Québeécois industrialists — nonetheless the Montreal Board of
Trade, where the real political power of the city lay, remained
free-trade-inclined until well after Confederation.

Confederation

On the eve of Confederation, Canada faced a severe financial
and commercial crisis, which had been temporarily alleviated by
the American Civil War and the resultant expansion of com-
modity trade, but which now loomed larger than ever before.
The war had initially proved the temporary salvation of the tan-
gled fortunes of the Grand Trunk Railway as the closing of the
Mississippi route diverted American farm produce from the
Midwest states along the St. Lawrence routes. Peace brought the
threat of renewed disaster. The war itself had led to serious dis-
turbance to Canadian securities in London. The market for Can-
adian debentures tended to be very thin, and it took only a few
panicky sellers, frightened by the possibility of invasion and sub-
sequent repudiation, to throw it into upheaval.” By 1864,
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Canada, the richest and largest of the British North American
colonies, saw its provincial debentures at the bottom of the colo-
nial list in London. In 1866, the failure of Overend, Gurney and
Company precipitated a panic in Britain, followed in early 1867
by a collapse of railroad finance there.* The Barings and the
Glyns were restless because of the amount of interim financing
they were required to provide the Province. Further funds for
railway projects proved impossible to raise.

Furthermore, soil exhaustion and land monopolization in
Ontario led to a great deal of agrarian unrest, which helped to
feed the chronic drain of population to the United States.
Canada was as much a British immigrant’s entrepot as it was a
middleman in the flow of grain back to Britain from the agricul-
tural areas of the United States. British capital accompanied
immigrants to the U.S. at the same time little would venture into
British North America. By 1850, the effects of early alienation of
lands into the hands of speculators were felt in earnest, for by
that date there was no more Crown land in the united province
of Canada suitable for settlement. In 1860 in Upper Canada
alone there were at least three-and-one-half million acres of
unimproved land held by absentee landlords in other parts of the
province. Agitation grew in Canada for the annexation of the
territories to the west, held by the Hudson’s Bay Company under
a charter granted by Charles 1I. And Confederation tried to
reconcile the land hunger of Upper Canadian farmers and immi-
grants with the capital requirements of the railwaymen by
attaching to Canada the territories of the Hudson's Bay Com-
pany and the revenues of the Maritime provinces.

For the Clear Grit faction led by George Brown, who had for-
merly opposed the scheme of Confederation, the change of heart
was undoubtedly due in some measure to hopes of using the
Maritime provinces as a free trade bloc to assist the agrarian
community of Upper Canada in its struggle for lower tariffs. The
Globe contended that “in the Confederation . . . the free traders
of the West in conjunction with those of the Maritime provinces
will surely be able to secure a tariff as low as that of Nova
Scotia.”® Even more important was the fact that, for Ontario,
Confederation began as an act of separation from Quebec.
Confederation freed Ontario of its “French rulers,” as the Globe
was wont to call them. It was not in fact francophone domina-
tion per se that the Clear Grits fought, but rather the political
intervention of the Church hierarchy, and its alliance with Mont-
real big business that sent 50 or more “moutons™ to the Provin-
cial Assembly under George Etienne Cartier’s leadership to vote
for Grand Trunk Railway jobbery or for tariffs that forced
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Upper Canada to buy from Montreal wholesale dealers.®

For the Macdonald Upper Canada Tories, Confederation was
in part a political expediency. During 1864, the Ministry was
under attack for another illegal donation of $100,000 to the
Grand Trunk Railway and other facets of its dubious handling
of the Provincial finances. Fearful of an election that would be
fought on the issue of finance in general and the government’s
relations with the Grand Trunk in particular, they felt that
finding Cabinet seats for three Clear Grits in the grand
Confederation Coalition was a welcome way out of the diffi-
culty.*

Despite the presence of Ontario agrarian expansionists in the
Confederation coalition cabinet, the chief impetus to union was
financial. The Bank of Montreal, which had also provided
interim finance for the government of Canada, joined the Bar-
ings and the Glyns in pushing for federation to defend its
advances. The Bank’s general manager, E.H. King, sent a letter
to the Charlottetown Conference where the terms of federation
were worked out, stating that only by the union could the pro-
vinces' credit be restored in London.” In the Confederation
debates of the Province of Canada, A.T. Galt stressed the results
that widening the tax base would have on the provinces’ power
to raise money abroad:

... It must be clear to every member of the House that the
credit of each and all of the provinces will be greatly
advanced by a union of their resources. A larger fund will be
available as security to the public creditors, larger industries
will be subjected to the action of the legislature for the
maintenance of public credit, and we will see remedied some
of the aip rehensions which have latterly affected the public
credit of this country.™

As to the so-called defense argument for Confederation, Galt
summed it up neatly:

. . the fluctuating quotations of the securities of these pro-
vinces in London that apprehension of war with the United
States has induced — and which has unfortunately affected
the price of Canadian bonds — has not to the same extent
affected those of New Brunswick and Nova Scotia . . . and we
may therefore hope that the union, while it affords us greater
reserves will, at the same time, carry with it a greater sense of
security.

The leader of the Reform wing of the Coalition Cabinet,
George Brown, expressed a similar sentiment.

For some time previous to November last our securities had
gone very low down on the market . . . Our five per cent
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debentures went down in the market as low as 71, but they
recovered from 71 to 75, I think, on the day the resolutions for
Confederation . . . reached London. . . . The resolutions were
published in the London papers [with laudatory editorial
comment] . . . and the immediate effect of the scheme upon
lheggublic mind was such that our five per cents rose from 75
to 92.¥

In Nova Scotia much the same opinion was expressed by
opponents and proponents alike as to the objective of the
scheme. Joseph Howe, the anti-Confederate leader, contended
that in Britain pressure for Confederation emanated from a
group who

painfully interested in the throes and eccentricities of Canada
are too much inclined to favour anything which may be calcu-
lated to restore her to financial soundness and give buoyance
to stock fearfully depreciated. . . . Despairing of relief from
other quarters it is sometimes assumed that if the productive
revenues of the Maritime Provinces could be flung into the
empty treasury of Canada . . . then prospects of dividends
might be improved.*

Charles Tupper, the pro-Confederation leader in Nova Scotia,
contended in 1865 that “there is nothing . . . that lowers the
credit of a country more than the insecurity that attends such
isolation as the three provinces exhibit at the present moment.”
His views were confirmed by practical experience, for when in
1866 he went to England with two million dollars of provincial
six per cent bonds to sell to raise funds for the Pictou Railway,
Baring and Glyn informed him that the securities would not
yeild more than 95%. Tupper then told them to withhold them
from the market until Confederation was accomplished, and
instead to advance him the money at six per cent on the colla-
teral of the bonds. This was done, and after Confederation the
bonds sold at 112%.” In New Brunswick in 1866 much the same
pessimistic forecast as to the ability of the province to market
debentures in London in connection with its railroad ambitions
was made by the Barings,” and the terms of Confederation had
the same salutary effect. London was quick to give its assent to
the new Dominion. A few months before Confederation, Pro-
vince of Canada bonds had been virtually unsaleable at any
price. An issue placed in London was only partly taken up, and
that part only at a heavy discount. Within six months of
Confederation, Sir John Rose, the new Finance Minister, placed
a loan in London at six per cent which was absorbed without
b any difficulty. »
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Opposition to the scheme of federation was rife throughout
the Maritimes, and a variety of techniques had to be deyised by
Canadian politicians, the imperial government, and Maritime
railwaymen, merchants, and bankers to engineer unification. In
New Brunswick, the banks in St. John at first opposed the
scheme, fearful as they were of the Bank of Montreal’s designs
on the area.® But the Fenian raids planned for 1866 had as one
of their primary objectives the robbing of the St. John banks,"
and this was undoubtedly a factor affecting their patriotic senti-
ments. The Intercolonial Railway too was planned to run
through northern New Brunswick to generate patronage and get
the area enthused for the Confederation scheme.® In Nova
Scotia, the economy of the province tended to divide into pro-
and anti-Confederate camps on lines that corresponded to the
interior resource industries and the coastal settlements based on
the traditional economy of the sea. The pro-Confederate vote
followed a line along the railway route, including as well the coal
pits of Cape Breton, while the anti-Confederate vote was centred
in the old seafaring centers.*

The Prince Edward Island plot is especially revealing. The
island had been given away in a single day in 1767 to a handful
of Board of Trade favourites, and thereafter the problem of
absentee landowners was virtually the sole issue of the Island’s
politics. The Imperial Government had disallowed all efforts to
compel the absentees to sell. In 1867 the Island had no debt and
little infrastructure, for its energies were directed towards buying
out the landowners. That year the Imperial Goverment refused
P.E.l. any assistance in floating a loan for railway purposes, and
threatened to erect new barriers to the process of repatriation of
land ownership if the Island did not join the new federation. In
1869 Canada offered to give P.E.L the $800,000 required to com-
plete purchases of land, for by then the Island had, on its own
volition, bought up some 60%.* The Island still held out.

In 1871 new proposals were made for a P.E.l railroad. Some
circles contended that the very act of promoting the railroad was
a pro-Confederate plot, since it was by then quite apparent that
all railroads led to Ottawa no matter in which direction they
pointed. The act passed for its construction provided that the
contractors were lo receive in payment provincial six per cent
debentures of a sum not to exceed £5,000 per mile. It neglected,
however, to stipulate how long the railroad was to be, with the
result that its right-of-way “*meandered with rare abandon
wherever local influence, low cost of construction, and the prob-
ability of a subsidy suggested.”* Compounding the error, branch
lines were authorized on the same basis in 1872. The contractors

e
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then pledged some $120,000 worth of debentures to the Union
Bank of P.E.I. for advances which greatly exceeded the bank’s
total capital of $97,000. With the crisis of 1873, there was no
chance of selling the securities in London.

Yet despite this the Island was flourishing. The crisis did not
affect the Island itself until a few years later. Exports were
booming, duties were low, the debt of the Island was more than
offset by the value of the railroad, and no extra taxes were
required to meet the interest payments. However, inability to
market the debentures abroad caused the directors of the rail-
road and the Union Bank, who showed a remarkable similarity
to the personnel of the Island’s government, some concern about
the value of the securities. Under the terms of Confederation, the
Dominion would assume all railway debts and those of the pro-
vince, which had reached $4.1 million in June of 1873.

Just prior to a new vote on Confederation, the Union Bank
triggered off a phony financial “crisis,” and the bank president
appeared at his first and only public meeting to assure voters and
depositors of the various banks that only Confederation could
save the situation.* The will of the people was done, and P.E.L
became a province of Canada. Canada then loaned it $800,000
to finish buying out the absentees at five per cent deductible
from the annual subsidy payable to the island out of the heavy
tariff charges it was thereafter to endure. The next year, the
Dominion Government disallowed the Land Purchase Act,
which would have completed the transfer on terms that the pro-
prietors found objectionable, on the grounds that it was “subver-
sive to the rights of property, ruinous to the proprietors, and a
dangerous sentiment.”*

The National Policy Tariff

Following A.T. Galt’s 1866 tariff of fifteen per cent on manufac-
tures with raw materials largely free, there was little change in
fiscal legislation until 1879. In 1871, it is true, duties were placed
on coal and flour: the first of these was a reward to the Cape
Breton coal mine owners led by Charles Tupper for their role in
bringing Nova Scotia into Confederation; the second, at least in
part, seems to have been designed to placate B.C. farmers who
were recalcitrant about Confederation because of the Canadian
practice of admitting flour from the U.S. free for the entrepot
trade, ® as well as having a revenue objective. These two duties
were removed the next year. Then in 1873 Richard Cartwright’s
budget included a general ad valorem rise of two-and-a-half per
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cent for revenue purposes. This was followed by a minor upward
adjustment, especially in iron and steel rates, in 1874. During all
of the period from 1866 to 1879, two themes dominated fiscal
debate — revenue and protection. At first the protectionist ele-
ment remained weak, but by the late 1870 it was a political sen-
timent of some consequence. Nonetheless even by that late date
protection was still an emotion-charged and minority-supported
position. The budget debates prompted by the high tariff of 1879
correspondingly show a bewildering array of arguments for and
against tariff increases, and a pronounced tendency to subsume
the protective facets into a broader set of policy objectives.

It was a time of deep commerical crisis, when business failures
reached unprecendented levels, albeit mainly among trades
rather than industry.® Charges of American dumping were ban-
died about the Commons and the Senate by the Tories and
denied by the Liberals.¥ The debate achieved dizzy heights of
sophistry with the contention that protection was evil because it
led to a relaxation of morals and

the people were taught that the Government . . . gave a
favoured class the power to plunder the masses by the permis-
sion and arrangement of the few. The people would be led to
believe that property acquired by that favoured class was got
by theft and then, going a step further, they would come to
the conclusion that property itself was theft. Protection natu-
rally led to Communism '

But through the verbal maze it does become clear that
employment was the burning issue of the day. The drain of
population to the U.S. continued on an escalating scale, and one
of the most politically powerful arguments the protectionist
could cite was that protection created employment.*

It was more than simply an “infant industry” appeal. The
“protective” tariff was to be so constructed as to ensure an
inflow of foreign capital and labour. One eminent Tory con-
tended in the Commons that “protection . . . would secure the
influx of a large amount of foreign capital for manufacturing
purposes that would never reach us as long as our present Free-
Trade tariff exists.” * In the Senate these sentiments were echoed
by the Tory whip: “To secure the success of manufactures we
must endeavour to encourage the manufacturers and capitalists
of Great Britain and the United States to establish workshops in
the Dominion.” The possibility of tariff increases was noted by
American industrialists, who let it be known that if the increase
was sufficient, they would make the move.*

In terms of the effect on working-class incomes, the argument
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that price increases would follow a tariff, thus lowering real
wages, was repudiated rather bluntly by one Tory M.P. who
suggested that one had only to “ask a working man which he
prefers, flour at $§4.50 and no labour. or flour at $6.00 and plenty
of work.” Conservative Party organizers managed to create a
Working Men’s Association of Upper Canada to lobby for tariffs
and work for the Tory cause in elections.” At the same time, Sir
John A. Macdonald campaigned on the grounds that protection
would bring 30,000 skilled workers into the country to man the
new industrial enterprises.®

After the tariffs were up, the contention that they attracted
foreign capital was a principal defense. In 1883, steeper sche-
dules were introduced and Sir Charles Tupper claimed that “I
can, myself, name one concern which is bringing in a million of
British capital to establish an industry as a result of the National
Policy.”™ Against such a defense the best criticism the Liberal
Party could mount was that foreign investment “will come in
anyway for it came into the country before we had the tariff.”*
That year export duties on sawn lumber were called for to force
the migration of American mills to Canada.® And faced with
American implement firms establishing dealerships in the North-
west and undersclling Canada’s firms,” Sir Leonard Tilley’s
“anti-dumping” proposal took the form of advocating a tariff
increase to force the American firms to actually shift their pro-
ductive apparatus to Canada,® to convert the American invest-
ment from a simple sales agency to a full-fledged producing
branch-plant.

Protection and the
Business Community

The attitude of the business community towards the National
Policy was ambivalent, some members being uncompromisingly
hostile, some enthusiastic. Most farm opinion, as would be
expected, was opposed, but thereafter the stereotypes cease to be
applicable, for much of the pressure for protection came not
from secondary manufacturing, but from the mercantile commu-
nity and some major primary producers. This seems a rather
surprising development in light of the view that merchants are
generally free traders. But in Canada, as in Europe during the
mercantile era, tariff policy was designed to a remarkable degree
to further the interests of wholesale merchants.

There were essentially two paths, with some minor variants,
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that a country could follow on the way to industrialization.®
Manufacturing industry can grow up “naturally” by a process of
capital accumulating in a small-scale unit of production, perhaps
even artisanal in character, the profits of which are reinvested in
the enterprise to finance its growth from within. A second path
implies direct development into large-scale enterprise, often with
direct state assistance, and with capital from outside the
enterprise, be it commercial capital, state subsidies, or foreign
investment, being invested in it to facilitate its expansion. The
first path, if successfully followed, leads to the emergence of a
flourishing, independent national entrepreneurial class. The
second may or may not. The second path may simply reproduce
the conservatism of commercial capitalism in a new guise, and
lead to the development of an inefficient, non-innovative, and
backward industrial structure with a penchant for dependence on
foreign technology, foreign capital, and state assistance as its sine
gua non. In Canada in the early post-Confederation era both
paths were available, and both were being utilised. But in the
long run only one could dominate the industrialization process.
And which one that would be hung in a delicate political bal-
ance, as the shifting opinions of Canadian boards of trade dem-
onstrated.

In 1871, a debate on tariffs raged at the meeting of the Dom-
inion Board of Trade. Leading merchants called for protection,
while many prominent industrialists were opposed, and demands
were heard for repeal of the existing grain and coal duties.* The
Board passed a resolution in favour of free trade.

In 1876, the Montreal Board of Trade had begun to waver in
its commitment to free trade, though it was not yet prepared to
abandon it.* That same year the Toronto Board of Trade
endorsed protection. While the Toronto Board reversed itself in
1877, it changed its mind again in 1878 with a unanimous pro-
protection resolution. In this it was joined that year by the Mont-
real and the Dominion Boards. Yet opinion at the Dominion
Board meeting was not unambiguous, for a Reciprocity resolu-
tion also passed, and while a sugar protection resolution did
succeed, one calling for a coal tariff sponsored by the Cape
Breton Board of Trade did not.””

After the Conservative victory in 1878, the Ontario Manufac-
turers’ Association (the successor to Isaac Buchanan’s group, rep-
resenting 28 industries) banded together to draft a (ariff sche-
dule.* Apart from that, there is little evidence of prolonged pres-
sure from secondary industry for protection. Many of the leading
industries were quite content with the 17%% rate of the Cart-
wright tariff and, to many, reform of the patent or copyright



The Politics of International Finance 39

laws was more important than tariff increases.

Evidence before select committees of the House of Commons
in 1874 and 1876 showed a presumption by many manufacturers
in favour of Reciprocity. As far as infant industry pleas were
concerned, every witness in 1874 who urged protection was a
part of a firm that was already well established and flourishing,
and they admitted not only that American dumping was a short-
run problem, but also that the “revenue tanff” of 1973 was ade-
quate to ensure their prosperity.*

One of the strongest industries of the anti-protectionist group
was that of agricultural implements. Located largely in Ontario,
it was built up from inside by men who were generally master
craftsmen or sons of master craftsmen who had evolved into
small scale capitalists. The industry flourished in the prosperous
agricultural areas of Ontario: the condition of the industry really
depended on the degree of prosperity of the surrounding
farmers.® Agricultural implement manufacturers asked for no
further tariff increases. Their complaint was that the U.S. tariff
of 35% blocked them out of the American market.” Even in the
depths of the depression, with Canadian industry reportedly
under fire from American dumping, one firm. Frost and Wood,
reported they had driven American competition out of the Mari-
times. Every leading firm asked for Reciprocity: commenting on
the 17%% tariff rate, the Massey Manufacturing Company
declared that “the existing tariff is satisfactory to us, and is suffi-
cient. . . . Perhaps even a little less would also be. A still further
advance would certainly prove adverse to our interests.”

Boots and shoes, a Quebec-based industry, was one of the
largest and fastest growing in the Dominion. It had arrived in
Montreal in 1828 and for a long time remained English-domi-
nated and largely handicraft in organization. Not until the 1850’s
did the firm Brown and Child introduce the factory system based
on the division of unskilled labour and steam power — innova-
tions fought hard but unsuccessfully by the master shoemen. The
industry spread rapidly to other Quebec towns.” A number of
Québécois trained in New England factories, such as Charles
Arpin and Louis Coté, became established in the industry, and
led to its eventual domination by Québécois. By 1876 there were
fifty firms producing shoes and another hundred doing custom
work. Capital invested was four million dollars, and employees
numbered 14,000. It was reported content with existing tariff
levels and exporting.™ Its major complaint was that the tariff

needed more careful staggering by percentage of domestic value
added:
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The tariff is wrongly made. The tariff must be made so as to
give protection to the labour on the %oods made by the facto-
ries. . . . In the way it is made here there is just as much duty
on the raw material as on goods ready made. There is no pro-
tection in the labour, and that is what we complain of . . . . If
the raw material were free, |5 per cent would be enough.™

One manufacturer stated of Reciprocity with the United States
that it “would be very beneficial to the Dominion generally and
myself particularly.”” From 1876 on, the industry continued to
grow rapidly, and its capital intensity grew even faster than its
output.™ Yet as late as 1878 it was claimed the industry needed
no extra protection.”

In secondary iron and steel — foundries, stove works and gen-
eral hardware — the consensus in 1874 was that the industry
could compete in the absence of any tariff changes.™ It was dom-
inated by small firms just barely evolved out of the handicraft
stage. One of the leading entrepreneurs, Edmund Gurney, called
for Reciprocity in 1876.” In steam engines and machines, again a
few firms pleaded difficulty, but others claimed they would
benefit from free trade with the U.S. Several firms stressed the
need for free raw materials, especially pig and bar iron and
coal.® Foundry products and engines entered Canada free at that
time. Many other instances of firms antagonistic or indifferent to
the idea of higher tariffs could be cited — tanneries, lumber
mills, salt producers, paper makers, flour millers, oat millers,
meat packers, and musical instrument manufacturers.®

These results are rather surprising. Even given that some of
the firms changed their mind by 1878, not all of them did. And
even with those that did, the fact that in 1876, and later, in the
trough of a depression, they were advocating Reciprocity or
opposing increases in the tariff reveals that the foundations of
Canadian industrialism were more secure than the Conservative
Party campaign propaganda implied. It also opens up the ques-
tion of where the pressure for the tariff increases came from, and
what its principal objectives were.

Proponents of the
National Policy

To understand the foundations of protectionism in Ontario and
the political alliances that resulted, one must consider the effects
of the American Civil War on the Province of Canada. For the
era of Civil War and Confederation was one of major and rapid



The Politics of International Finance 41

change in industrial and agricultural conditions. Unlike the Cri-
mean War period, the U.S. Civil War did not lead to an expan-
sion of demand for Upper Canadian wheat. The rapid growth of
the U.S. western farm states filled the American demand for
wheat, although Lower Canadian field crops, especially barley
and oats, were in strong demand. The tapering off of American
demand for Canadian wheat must have helped the rising tide of
agrarian discontent in Upper Canada on the eve of Confedera-
tion.

Coupled with the demands of the Grand Trunk, which once
again tottered on the edge of collapse as a result of the end of the
war-inflated carrying trade, the coalition of Canadian agrarian
interests with Montreal railway promoters and commercial cap-
italists and with Nova Scotia railwaymen and coal mine interests
carried Confederation” — and immediately began to disinteg-
rate. The agrarian radical wing, alienated by land policies in the
West, dropped off first. And all semblance of a Liberal-Conser-
vative coalition crashed down in ruin when the 1873 Pacific
Scandal broke to lay bare the links of the Macdonald govern-
ment to railway promotion. The rupture of Toryism in Nova
Scotia, between the old economy of the sea and the new
economy of coal and railroads, had never fully healed despite a
series of major concessions by the early Macdonald government:
now it was reopened. In the depths of the Great Depression the
Tory party searched desperately for a new coalition of economic
interests to repair the damage and return them to power.

An important new force had begun to emerge from the chaos
of the American Civil War. Upper Canada, while bypassed as a
source of foodstuffs, had its industrial importance enhanced by
the destruction of competitive American industry. Even for a few
years after the war, the new Canadian manufacturing capacity
maintained its position. But by 1873 the combination of the
onset of depression, American industrial recovery, the begin-
nings of a long period of secular deflation reducing costs and
therefore prices in the advanced industrial countries, and the
condition of the foreign exchanges led to problems for Canadian
manufacturing interests.®

The Ontario Manufacturers’ Association by itself was not suf-
ficient to account for the switch of the Tories to a high tariff
policy. Although powerful, this protectionist lobby was certainly
not by itself of sufficient political significance to offset the anti-
protectionism of the huge farm community and many leading
industries. Bul the fracture in the ranks of Ontario industry, with
the smaller but better organized and therefore politically more
powerful group pressuring for tariff increases, in conjunction
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with other economic interest groups, formed an essential element
in the new Tory coalition. The other components were provided
by the structural changes of the Canadian commercial and finan-
cial community forced by the years of depression.

One of the outstanding characteristics of the industries that
opposed further protection was the extent to which they had
been built up by their owners generally from a handicraft base.
Then, too, in virtually every case no outside capital was invested
in them. It was quite otherwise with the leading proponents of
higher “protection.” Apart from the Ontario Manufacturers’
Association, five principal business groups pushing for the
National Policy merit special consideration: three primary pro-
ducers — petroleum, coal, and primary iron and steel — and the
wholesale merchants involved in the cotton and sugar trades
(along with the Dominion’s sole sugar refiner). In at least four of
the five cases, foreign capital was involved, and in cotton and
sugar, and later in primary iron and steel, the tariff was the
instrument by which the transition from commercial to industrial
capitalism could be made.

The years immediately after Confederation witnessed a great
surge in production and investment in the petroleum industry of
Southern Ontario. It was, however, a boom-and-burst industry,
plagued by problems of over-entry whenever prices climbed (a
well cost only $2,400 to sink in 1869), and equally with drastic

TABLE I1 (2)
Production and Consumption, 1870

TDomestic TeDomestic

Production 1o Production to

Industry Consumption Industry Consumption
agricultural implements 95 meal 88
boots & shoes 99 petroleum 99
breweries 95 paper 82
furniture 97 rope and twine 95
carriages 99 saddlery 95
cheese 99 soap and candles 95
cottons 24 stone 97
distilleries 97 sugar 60
flour and meal 94 tanneries 91
glass 65 tobacco 98
foundry products 79 woollens 85

machines 93

Sources: SCCD, pp. 268-9; O. J. McDiarmid, Commercial Policy
in the Canadian Economy, p. 148.
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liquidation when the price came tumbling down again. More-
over, the very rapidity with which new wells could be dug led to
problems of rapid depletion of particular areas.™

A long boom beganin the industry in August of 1869 with prices
rising rapidly.™ Not until near the end of 1873 did it end, and
depression struck the refining centres, Sarnia, London, and
Petrolia.® By 1876 it was in blossom again and exports were
thriving. Then' in September of 1878, just in time for the
National Policy election, the industry tumbled into one of its
intermittent troughs,” the price of crude falling to 50¢ a barrel
from previous highs of $2.50 before the decline was arrested. By
January of 1880, a few months after the National Policy, the
price had climbed again to §1.50.

It was one of the few industries in which significant amounts
of English capital had been invested. Most of the early ventures
had been catastrophic. In 1872, a group of Canadian promoters
of the Canada Oil Works Corporation managed to secure a share
capital of $1,700,000 and float $800,000 worth of debentures in
London. In short order the English price of debentures had
fallen from £100 to £54/5, and £25 shares were down to £2/11/6.
The promoters, however, walked off with $800,000 profit.® It
was Canadian financial promoters’ first major essay in the art of
“water wagon finance.” Near the end of 1873, another big
Anglo-Canadian venture crashed in a barrage of lawsuits after
two years of existence, during which time its promoter, Mayor
John Walker of London, had managed to sell one million dollars
worth of debentures in England.*® Walker’s promotion methods
consisted in giving a group of prominent Englishmen, well
spiced with baronets, the money with which to buy directors’
qualifying stock in the venture. That is, the directors qualified by
the theft of the company’s own funds, and this body of hired
retainers then gave credence to, and assured the sucess of, the
debenture issue on behalf of “unknown adventurers on the other
side of the Atlantic,” as the Lord Justice in London later
remarked. The end result of these and other schemes was a large
number of English security holders anxious for a return on their
investment. A tax on imports of oil to drive up the domestic
price was one way of giving it to them.

English capital also figured largely in the Nova Scotia coal
industry. The involvement went back to 1825, when George IV
made of all the ungranted mines and minerals of the province a
birthday present to his brother, the Duke of York. These were
later transferred to a firm called the General Mining Association
consisting of a handful of court favourites, with the Crown main-
taining a right to a share of the profits.” Involved with them
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were a few of the leading Halifax merchants and financiers,
including Samuel Cunard, shipping magnate, banker, and Nova
Scotia agent of the East India Company.” The continued pro-
tests of the Nova Scotia legislature led to an agreement in 1857
whereby the existing extensive claims of the Association were
secured, and the remaining mineral wealth returned to the pro-
vince, only to be quickly alienated into the hands of other
foreign operations through long-term leases. A number of
smaller English companies moved into the province’s coal lands,
and there was also a substantial American presence in Cape
Breton by 1876.* Among the indigenous capitalists, Charles
Tupper was the leader.

Coal duties were imposed in 1870 and removed in a howl of
protest from consumers and industry.* But pressure for protec-
tion mounted: from 1873 coal output was falling sharply until it
reached about 65% of its 1873 level in 1879. A rise in imports of
American anthracite occured,” displacing the Nova Scotia
bituminous even in the area east of Montreal where it had been
competitive. In Ontario before the tariff, no Nova Scotia coal at
all was used. Yet during the period from 1876 to 1878 fixed cap-
ital invested in the mines had risen 25%.” The mine owners
banded together to demand a duty of 50 to 75¢ per ton.™ The
Ontario Manufacturers’ Association “patriotically” announced it
would accept the duty despite the fact it would raise production
costs. The Cape Breton Board of Trade urged the duty as a pre-
lude to building a primary iron and steel industry.” Tupper in
fact made it a campaign promise that heavy industry would
migrate to Cape Breton to locate near the coal, rather than
having the coal move to the industry.'” The Nova Scotia
industry pressed for duties on anthracite as well as bituminous to
ensure this result."" Ontario’s anthracite came from the U.S. at a
pit mouth price of 80¢, while the Nova Scotia bituminous cost as
much as $1.50 a ton.'"” Under the National Policy, a specific duty
of 50¢ was introduced on both types of coal. The result was a tax
on the Ontario producers who continued to import American
anthracite, and on the consumers in the area east of Montreal.

Two secondary industries which received a considerable
increase in protection were sugar refining and cotton. Yet, of the
major industries surveyed in the 1871 census, these two ranked
lowest in terms of the percentage of consumption accounted for
by domestic production; cottons at 24% and sugar at 60%. While
their economic importance would appear to have been marginal,
their political importance was not. Furthermore, both illustrate
well the role of the tariff in effecting the transition from mer-
chants’ capital to industrial.
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The Sugar Industry and
the West Indies Trade

At the time of the National Policy there were but two refineries
in Canada, a defunct one in Halifax and the Redpath refinery,
run by George Drummond, in Montreal. In 1876, Drummond
had threatened to close down if protection was not granted. He
claimed that the two million dollars of capital collected for the
refinery had never been fully employed." In 1878 he threatened
that he would close if a duty of one cent per pound was not
levied, which would have amounted to a subsidy of nearly one
million dollars per year from Canadian consumers." The
refinery paid an eight per cent dividend that year, and each year
thereafter for a decade. Yet complaints of dumping con-
tinued.'"®

Drummond was not the sole investor in the sugar business
pressing for protection. A great deal of Nova Scotia commercial
capital was tied up in the West Indies trade, of which sugar con-
stituted a major part. By the late 1870’s, the West Indies trade in
general was in chaos."” The sugar trade in particular was dis-
rupted by dumping by the French, German, British, and Amer-
ican refiners. In 1876, failure struck several large houses in
Kingston, Jamaica, followed by substantial losses to Halifax
firms who extended them credit. Halifax’s local sugar refinery
was rendered idle by foreign dumping, and Halifax merchants
were forced to change their commercial patterns when sugar
became an unprofitable trade. Halifax ships lay idle, and exports
of fish by the merchants to the West Indies began to move via
New York in American steamers.'"® Efforts were made in Ontario
and New Brunswick to grow sugar cane in Canada,"” but that
was no solution for the ailing Halifax mercantile community,
which suffered continued failures.'® During the Confederation
campaigns, Nova Scotia’s traditional seafaring economy had
found itself at odds with the coal, steel, and railway interests. But
the collapse of the West Indies trade provided the Conservative
Party with an opportunity to bring the Halifax mercantile
community firmly into the Tory fold.

The National Policy, in addition to the one-cent specific duty
demanded by Drummond, included a bonus of 35% ad valorem
on refined sugar. The sugar duty schedule was carefully stag-
gered by degree of processing. Liberal Party spokesmen
promptly declared that the objective of the National Policy was
to make Peter Redpath a millionaire."" Redpath’s refinery was
booming within two months of the new tariff."? Not surprisingly,
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five new refineries opened within three years; in Montreal;
Walkerville, Ontario; Halifax; Moncton; and Dartmouth.

The Halifax firm was the largest of the newcomers. It was
promoted by a group of West Indies merchants led by the Hon.
T. E. Kenny and J. F. Stairs. Kenny, a grain exporter and dry
goods importer as well as being prominent in the sugar trade,
was a leading Nova Scotia Tory, a member of the first Mac-
donald cabinet, and a founder and director of the Merchants’
Bank of Halifax."> West Indies merchants were involved in the
other new Maritime refineries as well.'™

So successful was the National Policy that it led to the almost
immediate reopening of the West Indies trade. In 1878, Halifax
imported some 3,730.000 Ibs. of raw sugar,"® and the trade main-
tained itself for several years. In one week in May of 1881, 122
of the 205 cars sent from Halifax via the Intercolonial Railway
were laden with sugar for Montreal and Moncton. '"*

The sugar refining industry was beset by excess capacity
almost from its inception, planned as it was to suit the needs of
the Maritime West Indies traders at a time when they were being
threatened in their traditional markets. Yet the short-run pros-
pects of high profits behind the tariff were sufficient to induce
British capital to join Canadian commercial capital in devel-
oping the new industry. The Dartmouth Sugar Refinery had
£125,000 of its capital subscribed by British (Liverpool) interests
at a time when the Canada Sugar Refinery alone could satisfy
half of the existing domestic demand."” By the end of 1883,
overexpansion of the industry led to collapse.

The Textile Industry

With the cotton industry, the story was much more complex.
Cotton and woollen goods imports into Canada were dominated
by a few Montreal wholesale drygoods merchants, notably
George Stephen, A. F. Gault, Hugh Allan, and David Morrice,
in alliance with British export houses. Canadian textile manufac-
turers, both the cotton industry and the few large woollen facto-
ries, were dependent on these wholesale firms for marketing their
products. To understand the relationship between the industry
and the Montreal merchants, it is necessary to examine the his-
tory of the industry.

The two principal streams of the textile industry in Canada —
cottons and woollens — were totally distrinct in their origins,
structure, and operations until the late nineteenth century; and
the confluence of the two in terms of industrial structure and
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finance elucidates a great deal about the main economic and
social forces of the period.

The woollen industry was chiefly handicraft in origin,
growing up in the small farm communities in Ontario and
Quebec from which it drew its raw material and whose markets
it chiefly served. By 1870 Canadian production served 85% of
total home demand — the imported component being largely the
more luxuriant products geared to wealthier urban middle-class
markets.

Factory production of woollen goods in Canada, as opposed
to domestic and handicraft systems of production, began in 1837
at Georgetown, Upper Canada. The owner was a rebel during
the Mackenzie insurrection and was forced to flee. He sold his
mill to a group of former craftsmen from a nearby paper mill.
That year, too, another woollen mill began operating in the
sawmill and gristmill complex established at Carleton Place by
James Rosamond. Some of this mill's employees left a few years
later to establish their own mill at Almonte — to which town the
parent mill soon migrated. The pattern of employees leaving
their firms and establishing their own small-scale manufactories
typified much of early Canadian industrialization, and revealed
how closcly linked it remaincd to the artisanal mode of produc-
tion, even towards the mid-nineteenth century. In Ontario it was
frequently farmers who became partners in the small-scale facto-
ries springing up: their hope was that the factory system would
provide for cheaper and more efficient processing of their wool
than did the prevailing handicraft system."* In Quebec the same
pattern seemed to prevail, with the result that the early factories
were dominated by Québécois entreprencurs.

The Civil War marked a watershed point for the industry in
many respects. The competition of American products largely
ended, and the “cotton famine™ of the war impeded the develop-
ment of rival cotton mills. For some time after the Civil War the
growth of the industry continued; for with the abrogation of
Reciprocity by the U.S. came a high American tariff on Cana-
dian wool, and therefore a surfeit of cheap raw wool for the
Canadian industry. By 1871 there were 271 woollen “mills” in
Canada, in which a total of 4,443 people were employed.'” Many
of course were still handicraft shops; but the emergence of large-
scale enterprise with outside capital had begun in 1866 when a
Sherbrooke businessman named Hugh Paton established a large
mill in that town with the financial backing of Montreal magnate
George Stephen.'”

Growth of the industry slowed in the mid-1870’s as a reces-
sion in the American woollen industry was partially relieved by
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saturating the Canadian market.” A few of the larger English-
Canadian-controlled mills in 1874 began calling for some protec-
tion on the cheaper lines of production, but on the more expen-
sive items the Canadian industry had, by that date, succeeded in
overcoming the resistance of the urban middle-class market to
Canadian-made fabrics: hence no protection on those items was
required. In 1876 leading mills called not for protection, but for
Reciprocity with the U.S.'" However by that date some major
transformations in the industry were evident, as the fate of the
larger anglophone-controlled mills became increasingly tied in to
that of the developing cotton industry.

The cotton industry’s origins were radically different from
those of the woollen mills. Dependent as it was on imported raw
materials and a more capital-intensive production technique,
cotton was on a factory basis from its inception. That beginning
came with A. T. Galt’s promotion of a mill at Sherbrooke in
1844, a mill which closed a decade later. Two other mills opened
and closed before 1860. Then came the Civil War, with two con-
flicting tendencies. On the one hand, erratic raw material supply
would hamper development; on the other, the closing of Amer-
ican mills and the end of their competition opened up a domestic
market. During the early 1860’s three Ontario mills opened their
doors, of which only one survived. In 1861 there came as well a
mill in St. John, New Brunswick, the promotion of one William
Parks.'® During the 1870’s several new mills were added to the
roster, but, as with woollens, the character of the industry was
beginning to change.

By the early 1870’s the textile industry had become increas-
ingly restless over the control exercised by the Montreal whole-
sale drygoods merchants over the marketing of textiles in
Canada, particularly their preference for imported products.'
Major textile producers attempted to break the hegemony by
establishing commercial travellers of their own and direct links
to the retailers.” The project was eventually abandoned, partly
because the industrialists lacked the financial wherewithal to
extend long credit to the retailers, as the wholesale dealers could
do. Its failure was also due partly to a process of takeover by the
wholesale group, which reduced the manufacturers first to junior
partners, then to branch managers, and made production in
Quebec and part of Ontario directly tributary to Montreal and
the wholesale merchants.

George Stephen led the way into the woollen industry,
becoming a partner with Bennett Rosamond of Almonte in 1866
in the Rosamond Woollen Company.'” Rosamond's interests
also included the Almonte Knitting Company, which in 1882
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was brought under Montreal control by the establishment of
Donald Smith, Stephen’s cousin, as president, and other Mont-
real commercial figures as directors.™

Other Montreal mercantile figures followed Stephen’s lead in
establishing links with the industry. In 1868, Stephen with R. B.
Angus and Smith took over the Lomas Woollen Mill and the
Quebec Worsted Company.'* Stephen brought Sir Hugh Allan,
Smith, and Rosamond into the Canada Cotton Manufacturing
Company at Cornwall in 1872. In 1876 Allan became President
of the Cornwall Woollen Manufacturing Co., George Stephen its
vice-president, and Donald Smith managing director.'” In 1874
Victor Hudon, a shipper and drygoods importer, established a
mill at Hochelega which prospered from the beginning, using
cheap labour drawn from nearby farms.” Even before the
National Policy it was paying ten per cent dividends."" By 1878
Sir Hugh Allan had become president of Montreal Cotton Com-
pany.* It was the typical pattern: the presidency of the firm and
key directorships would be occupied by a leading Montreal
figure with commercial and financial connections, while the
industrialist would assume the general manager’s or an equi-
valent post.

The process of domesticating the cotton industry climaxed
with the National Policy. The 1878-1880 period was one of
chronic stagnation in the English mills that still supplied much
of the Canadian wholesalers’ needs.'* The merchants then
embarked on a program to bring production under their control.
Textile rates rose from 17.5% to 25 and 30%, and as a result the
English cotton machinery industry “found it profitable to intro-
duce to Canada capital and machinery for manufacturing pur-
poses.”™ The Enghsh textile industry had objected strenuously
to the new tariff, and had sent representatives to the Colonial
Secretary asking him to interfere with the Canadian tariff, but in
vain.'

A great boom began in the industry almost immediately'™ fed
by a rate of reinvestment of profits estimated to reach as high as
90%,"" and by imports of English capital, and a series of new
ventures was projected. The English cotton machinery manufac-
turers, faced with recession at home, pushed their wares hard in
Canada, using it as a virtual dumping ground for the equipment
of the grey goods mills, towards which type of output all the new
Canadian factories were therefore geared."™ The wholesalers thus
became promoters of the new enterprises in alliance with English
technology and English industrial capital.

Joining Hugh Allan in these new enterprises were all the most
prominent of Montreal drygoods wholesale merchants; A. F.
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Gault, Jacques Grenier, D. Mclnnis (whose import house had
failed in the commercial instability just prior to the National
Policy), S. Ewing, an eminent broker, E. K. Greene, J. R. Thibo-
deau, Victor Hudon, and the manufacturers’ agent, David Mor-
rice. All were involved in a complex of interlocking director-
ships' that often tended to make the mills tributary to Montreal
function as an effective unit.

For the first few years after the tariff, dividends were des-
cribed as “fabulous.” In 1880 the Hudon Mill paid a stock bonus
of 33%%, in 1881 and 1882 it paid 10% on capital again enlarged
without subscription, and in 1883 the stock bonus was 100%.
Dividends for most firms ran at ten per cent' while Coaticook
Cotton showed 43'2% on its first six months of operation.*' The
flow of capital attracted by such rates of return was enormous.
The Kingston Mill was organized in early 1882 and within a few
months $197,000 of its $200,000 capital was subscribed. The
stock went to a five per cent premium before output began to
flow, and applications for $40,000 worth of stock from leading
Toronto and Montreal capitalists were refused. The same year,
Allan’s Montreal Cotton Company announced it could not fill
half of the previous year's orders with its existing plant, and
increased its capacity with a $350.000 extension and its labour
force from 500 to 600."* Municipalities tributary to Montreal
wenl on an orgy of competitive “bonusing” — giving gifts of
cash, free sites, tax exemptions and many other inducements (o
attract cotton mills.

In southwestern Ontario and the Maritimes, cotton mills also
sprang up. In Brantford, an English firm immigrated and set up
shop.™ In St. Stephen, New Brunswick, the St. Croix Mill was a
direct extension of New England mills that had lost business
after the tariff went up. Americans controlled a majority of the
stock," and supplied most of the circulating capital through
bond purchases as well."* In Ontario and Quebec, the number of
cotton mills rose from four to seventeen between 1878 and 1884,
capital invested rose from $1.8 million to $6.8 million, hands
employed rose from 1,361 to 4.501." In the Maritimes, the soli-
tary pre-National Policy mill was joined by five others by 1884,
including a Halifax mill promoted by Thomas Kenny."" The
Windsor, N.S., mill had Montreal wholesalers, notably David
Morrice, among its leading shareholders, who also undertook to
market all its output.'

In 1870, Canadian cotton production satisfied about one-
quarter of domestic demand; by I882 it began to exceed the
capacities of the domestic market to absorb the output. The
Bank of Montreal, which controlled the fate of the mills under
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the aegis of the Montreal commercial community, began to
“advise” restraint in 1882.'"" Organized manufacturers in the
Canadian Manufacturers’ Association (CMA), another creation
of the National Policy, denied the need for restraint, for the
cotton orgy represented the fruition of their dreams and aspira-
tions. But within a year even that enthusiastic body began to
have its doubts,"™ especially after a crisis late in 1882 led to the
predicted collapse of prices.'" Unsuccessful attempts at carteliza-
tion followed in 1883, and the duty was raised to 35% in 1884 to
try to restore prices. By the middle of the decade, in spite of
China having proved a partial vent for the mill’s surplus
capacity,”™ the condition of the industry was chronic. The mills,
under the prompting of the English machinery firms, had
engaged in the production of a few standardized runs rather than
diversifying them to meet the various facets of the Canadian
demand.'™

By 1884, the grandiose cotton system was in total disarray fol-
lowing the assignment of David Morrice. The wholesale dealer
Morrice had held a virtual monopoly on distribution not only of
cotton but of the output of other textile firms from southern
Ontario to Yarmouth, Nova Scotia. He was also a leading stock-
holder in several. The Montreal banks who heavily backed the
activities of the Montreal commercial community in their cotton
escapade had made large loans to Morrice on the basis simply of
consignments from the mills, instead of bona fide sales. As long
as Morrice got advances from the banks — whose directorates
were intimately linked with those of the cotton companies — the
accumulation of unsold goods went on. With a collapse of prices
and Morrice’s assignment, the banks lost $180,000, and 36 mills
for whom he acted as agent, another $150,000. Some factories,
especially those in the Maritimes, were badly hurt by the failure,
and the Park and Sons Mill in Moncton suspended.'™

Despite the collapse of 1883, the National Policy tariff did
succeed in establishing the cotton industry in Canada and fur-
thering the movement of the woollen industry into capitalist
forms of organization. Local woollen mills of the handicraft sort,
especially i Quebec, underwent secular decline and eventually
vanished to all intents and purposes.

Protectionist Industries

There were a number of other minor pressures for the high tariff
policy that are worth noting. In 1871, James Domville, a leading
Maritime industrialist, led the free trade forces in the tariff
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debate in the Dominion Board of Trade meeting, arguing that
Maritime industrialists could prosper without any extra tariff.'s
By 1878, as a Tory M.P., he had joined the protectionist camp."
Edward Gurney, the founder., who in 1876 argued for Reci-
procity, was by 1877 the head of the protectionist Ontario Manu-
facturers’ Association, which in 1879 presented a draft of a new
tariff schedule to Sir John A. Macdonald.'” A few firms had pec-
uliar reasons of their own for preferring a tariff. Some clearly
wanted little more than an opportunity to extract more mono-
poly profit.™ Canada's two railway rolling stock and locomotive
companies on the eve of the National Policy, both controlled by
the big railway promoters, joined the scramble for profits and
pushed for protection despite the fact that they were fully
employed in the late 1870’s." The Montreal Rolling Mills — a
firm likewise tied into the Montreal railway promotion and com-
mercial capitalist community by virtue of its being controlled by
Sir Hugh Allan, Peter Redpath, and George Stephen —
protested its need for protection via its directors, who were busy
paying themselves dividends of seven per cent in 1878, just when
industrial conditions were supposedly blackest.'

The salt producers typically favoured Reciprocity, but opted
for protection as a second-best solution. As early as 1869, God-
erich salt well proprietors were asking for a tariff. During the
late 1870’s, the industry in general claimed to be in difficulty. In
1878 Americans sent 100,000 bushels to Canada, while Canadian
wells sent 800,000 bushels to the U.S. That same year, 2,200,000
bushels of British salt were imported into the Maritimes for use
largely in the fisheries, salt which was brought as ballast on ships
from Liverpool."! At the same time, Ontario salt wells, including
at least one British-owned firm, had badly overextended their
capacity; for they continued to expand their plant even during
the supposedly bad years of 1877 and 1878. The stage was well
set for an attempt by the Ontario salt wells to seize the Maritime
market, much as Maritime coal mine owners were attempting the
same with Ontario’s coal market. In the absence of Reciprocity,
the salt proprietors demanded $2.00 per ton specific duty," and
despite the fact that the result was a heavy tax on the already
ailing Maritime fishing industry, this was readily granted.

Iron and Steel Policy

Perhaps the most important industry of all urging protection, in
light of its long-term effects, was the sole major primary iron and
steel producer.
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The primary iron and steel industry in Canada had a troubled
early history. From the start it was completely dependent on
foreign capital. In the Maritimes the industry began in 1826 with
the Annapolis Iron Mining Co. While the circulating capital of
the firm was raised in Nova Scotia, the equity remained in the
hands of its American promoters, who alone had the technical
knowledge to run the operations — smelting, casting, and manu-
facturing. In a few years it was abandoned. and thereafter only
mining was done in Nova Scotia, with the ore shipped to New
England for smelting and re-export back to Nova Scotia. The
General Mining Association, too, began and quickly abandoned
a Nova Scotia smelter in the 1830's.'* A blast furnace operated
briefly in Woodstock, New Brunswick in 1848.'"* But by 1849 all
the pig iron used in Halifax industries was imported.'" In
Ontario, little furnaces began early as 1800 in Leeds and Norfolk
counties, but were quickly abandoned. American and British
capital was introduced into smelting in the Marmora and Madoc
districts in the 1830’s, but these led to failure and a reluctance on
the part of foreign capital to try again. In Quebec, a couple of
little smelters operated sporadically from the French regime on.
But the main centre for the industry remained Nova Scotia.

While the Londonderry, Nova Scotia, steel works nominally
began in 1840 as the Acadia Mining Co., it was not until 1852
that operations really got underway. From 1853 to 1874, it pro-
duced only 20,000 tons of pig. Then in 1873 it was reorganized
as the Steel Company of Canada,'® and greatly expanded after a
moderate hike in the iron and steel duties in 1874."" This new
firm’s stockholders were virtually all English, the major excep-
tion being George Stephen. Most of the two million dollars cap-
ital was subscribed in England." By 1876 new extensions were
made, the capacity was up to 700 tons per week, and the plant
work force reached five hundred.' Efforts were also made,
albeit without success, to get English capital into a smelting
works near Hull, Quebec, following the duty revision."™ The
Londonderry firm soon announced it had driven British and
American products out of Nova Scotia. In June 1878, it
announced it was booming;'™ by October it reported itself in
“trouble,” citing American dumping — a strange charge given
that most of the imports of iron into the area were brought
cheaply to Canada from Britain as ballast in returning grain
ships.'

It is difficult to unravel the importance of the National Policy
to the industry, or to ascertain the degree to which higher duties
were necessary for some other purpose than simply bolstering
dividend levels. While the three small forges in Quebec that
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shared the industry with the Londonderry firm were in difficulty
(one of them closed, the others on the verge of bankruptey),
efforts were underway at the same time to promote smelters in
Ontario,” at least one of which began smelting after the tariff
went up."™ And following the new duty of $2.00 per ton on pig
iron, the little Quebec forges all became active again. New works
too were undertaken at Hochelega and Drummondville.” In
Ontario, the duties led to the formation of the Kingston Char-
coal and Iron Co, its list of subscribers being headed by Sir
Richard Cartwright, the Liberal Party’s leading anti-National
Policy spokesman.”™ Canadian pig iron began to find its way to
the United States."” This was followed in 1882 by two joint ven-
tures of American and Canadian capital, the Franco-American
Mining and Manufacturing Co., and the New York and Ontario
Furnace Co."™ On balance. the tariff stimulated a boom in the
industry for Ontario and Quebec. In Nova Scotia the evidence is
more ambivalent. Even before the election, in 1878, the London-
derry works were being enlarged.” After the Tory victory but
before the new tariff, the expansion continued, at the same time
that demands for protection were being made."™

Yet despite the increase in iron duties that followed, the firm
claimed to stll be in “difficulty.™ At first its troubles were
imputed to the coal tariff, which raised costs to the point where
shutdown was threatened.™ Then the lament switched to com-
plaints over freight rate discrimination: the local rate on coal was
65¢ per ton per mile, while the through rate was 20¢."™ So acute
were these problems that profits rose from 17¢ per 100 Ib. of pig
to 30¢ per 100 Ib. between 1879 and 1881.™ And by 1881, hands
employed reached to the 2,000 mark."™

Nonetheless, to bail the firm out of its “difficulties” a pig iron
subsidy system was introduced on top of the tariff in 1883, and
extended in 1887. The firm went into liquidation, in spite of all
the lavish assistance, in 1883. Its failure, and the contraction of
the industry in central Canada as well, parallelled the drastic
liquidations of sugar and cotton of the same year, and to some
extent seemed to spring from the same cause — overexpansion
under the aegis of the tariff. Then, too, the plant was badly obso-
lete and so inefficient that when it was offered for sale in 1884
no buyers could be found.”™ Yet in 1881 the Nova Scotia Steel
Company at New Glasgow was established with an up-to-date
plant and expanded steadily, and in 1880 a Charcoal Iron Works
in Upper Woodstock, New Brunswick, also made a successful
début."* How the newcomers succeeded while the old collapsed
is somewhat of a puzzle.
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Again, before the 1887 revision, the evidence points to sub-
stantial prosperity. In 1886 the Nova Scotia Steel Company
announced its intention to doubling its capital.'"” The immediate
effect of the 1887 revision, apart from calling into existence in
Ontario another American-dominated joint venture to smelt in
the Kingston area, "™ was to create a new syndicate (headed by
the same George Stephen who had presided over the bankruptcy
of the old Steel Company of Canada) to take over the defunct
works under the name, the Londonderry Iron Co. Once the reor-
ganization was complete the new syndicate refused to reopen the
works unless the 1887 elections returned a Tory majority dedi-
cated to the principle of corporate largesse."™

Opinion among users of iron and steel, notably in the secon-
dary iron and steel industry, was far from enthusiastic over the
iron and coal duties. The objections flew fast and furious from
founders, sewing machine manufacturers, agricultural implement
makers, machine and engine works, and even carriage makers.™
While some secondary iron and steel producers had been pro-
tectionist, notably those that had grown out of wholesale hard-
ware merchant firms,"™ as early as 1874 Edward Gurney had
expressed their preference by calling for a subsidy program for
the primary industry." The 1887 revision called forth protests
from secondary producers across Canada. Randolph Hersey, the
Montreal nail manufacturer, claimed the new higher duties
would force him to close.'” In 1892, Jonathan Hodgson of Mont-
real, Canada’s only wrought iron tube manufacturer, did fail,
ostensibly because of the high duties on his raw material.'" Not
until 1897 was the tariff cut and the subsidy program expanded
enough to bring them some relief.

After The National Policy —
Revenue and Protection

Despite the clear “protective” objective of the tariff of 1879,
seeking to attract foreign capital into Canadian manufacturing as
well as to stimulate domestic industrial capital accumulation,
revenue remained an important objective of commercial policy.
Revenue actually may have been the single most important goal,
for when Leonard Tilley introduced the new duties in Parlia-
ment he specified four major objectives. Significantly, the first
was the need to raise revenue for the CPR, followed by protec-
tion to manufacturers, protection lo farmers, and the restoration
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of the sagging fortunes of the West Indies trade and the China
tea trade. He also stated that the use of specific duties in place of
many of the old ad valorem ones was designed to offset the
effects of declining import prices on the revenue of the govern-
ment."® Reciprocity too was an avowed goal, but the idea that
the tariff was a bargaining device to retaliate against American
tariffs" seems to have been propagated to appease Canadian
farmers and mollify British industrialists. Sir Francis Hincks
wrote to the London Spectator in 1879 blaming American reluc-
tance to grant Reciprocity for the tariff increases, and at the
same time denouncing British free trade as an underhanded form
of protection.” The government also contended that expanded
demand for food at home would compensate farmers for the
adverse movement of manufactured goods prices.”™ But despite
such arguments, and the imposition of useless tariffs on grain,
farm hostility remained obdurate in Ontario, as the Conserva-
tives’ showings at the polls demonstrated.

Revenue was quite another matter, and the sweeping char-
acter of the National Policy tanff schedule was prompted as
much by revenue as by protective considerations. Shortly after
the tariff went up, Senator Campbell, the government leader in
the upper chambers, as well as Sir Leonard Tilley in the lower
house, emphasized the new revenues expected from the tariff.'”
Sir Charles Tupper contended in 1881 that the only unambigu-
ously protective tariff was the coal duty; all others had a revenue
objective as well.™ Two years later, Tilley contributed the rather
tortured argument that protection and revenue would go hand in
hand, for as industry grew, income grew, and therefore spending
on luxuries subject to customs and excise would increase.” Even
after the new iron and steel duties in 1887, Tupper claimed that
one of their great virtues would be expanded revenue.**

In fact the budget, which had shown a chronic deficit from
1876 to 1880, a deficit which had earlier been seized upon by the
*“protectionists” to reinforce demands for higher tariffs** moved
into a substantial surplus in [881. The funds were put to work in
building infrastructure. In 1882 the consolidated fund surplus
was $6.3 million; in addition, the land sales and other revenue
from the Northwest came to $1.7 million. Of this, $7.4 million
was spent on capital account projects, notably the Canadian
Pacific Railway. Furthermore, that year some four million dol-
lars in maturing liabilities were redeemed. No new loans were
deemed necessary. In fact, together with the proceeds of the gov-
ernment savings bank deposits, the budget surplus was expected
to eliminate all need for raising new funds abroad, Tilley
claimed that
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If we can have a surplus of three or four million a year, and
savings deposits of a like sum, we will not from this day to the
finishing of the Canadian Pacific Railway require to go to the
English market, except to replace those liabilities which
matured.™

TABLE II (3)

Consolidated Fund Account, 1876-1886

(% million)
Fiscal Year Surplus Deficit

1876 —
1877 —
1878 —
1879 —
1880 —
1881
1882 6.3 —
1883 7 —
1884 0.8 —
1885 — 22
1886 5

hio = tn o

=
|

Source: Canada Year Book (CYB), 1916, p. 537.

For a while the program was a success. The tariff revenue,
together with the savings deposits in the government banks, bore
out Tilley's claims and seemed sufficient to pay for the major
public works. ** But with the collapse of the brief expansion in
1884 such hopes were dashed as import duty receipts
plummetted and the budget went into deficit. Nonetheless the
linkages were clear. Revenues from the tariff would accrue to the
CPR Syndicate composed of George Stephen, Donald Smith, R.
B. Angus, and other members of the Montreal commercial
community, whose pressure for the tariff and campaign support
were instrumental in producing the National Policy.

Conclusions

From an early date the process of economic development in
Canada displayed a very close interfacing of politics and busi-
ness, leading to inevitable hopeless compromises of the public
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finances as the government treasury was plundered with impu-
nity by promoters of various projects. From an early date, too,
the Canadian business and political elite displayed a near-para-
noid obsession with the attitude of British financiers to their
actions. British investment was fundamental to the construction
of major works of infrastructure, canals and railways alike, and
the full forces of the state were put to work to try to assure a free
flow of capital to the colony. Fiscal policy and the financing of
infrastructure via public subsidies were inseparable.

In 1841, the Province of Canada was created to abet the pro-
cess of selling public securities, and subsequent tariff policy
aimed to keep the debenture holders reassured. In 1867 precisely
the same tactic was tried, with new territory brought within the
federal tax collectors’ grasp to ensure a steady flow of interest
payments to Britain and keep up the quotation of public securi-
ties. In 1879, parallelling the fiscal policy of the late 1850’s, a
high tanff strategy was adopted, a key objective of which was to
ensure an inflow of revenue to finance infrastructure and to pay
off the public debt.

But over the course of the years that separated the I858-1859
tariffs and the National Policy tariff, major transformations in
the Canadian economic structure had occurred. Industrialization
had proceeded along two routes. Small-seale local industries had
taken root, especially in Ontario. And especially in Montreal and
Halifax key figures of the old economic system, the leading
wholesale and import merchants, had begun or were about to
begin to move into industrial promotions. It was this group in
particular who had the ear of government and it was their policy
needs which ultimately were fulfilled. In conjunction with a
small but vocal segment of Ontario industry and a group of
pressing British investors in certain primary industries, the
National Policy tariff was pushed through, setting Canadian
industrialization on the path to dependence: dependence on state
assistance, on foreign capital, and on foreign technology.

The tariff thus accomplished many things. It protected certain
key sectors of the economy and weakened others. It served as the
means by which the great commercial capitalists who dominated
the new Toryism of the post-Pacific Scandal era could invest in
industry. It made Canadian investments profitable for foreign
capital, both by bolstering the earning potential of already
existing industrial investments, especially British, and by forcing
a northward migration of American firms. Moreover, the tariff
had an extremely critical, and badly neglected, revenue objec-
tive. It was a sweeping tariff that taxed inputs of many industries
very steeply as well as taking a heavy toll from the consumer.
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The funds were then used to help pay for the enormous require-
ments of infrastructure necessary to rebuild the commercial
empire of the St. Lawrence.
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Some people say that the Grand Trunk Railway is the
Government of Canada. They are mistaken. Mr.
Brydges is active, alert, always on the qui vive. But Mr.
King carries the purse strings. The Bank of Montreal is
imperium in imperio.

Montreal Witness, 1866



CHAPTER Il

The Evolution of The Chartered
Banking System

Origins of the Banking System

The Canadian banking sytem, like virtually all the country’s eco-
nomic institutions, was a truncated import from a more
advanced economy, specifically from England. What is impor-
tant is not the nationality of the bankers per se, (who were
largely Scots) nor the legal niceties attached to early charters
(which were largely American-derived), but the actual manner of
functioning of the banks.! And in this respect the Canadian
banking system was a colonial variant of London joint stock
commercial banking,

The migration of English banking to Canada was not com-
plete. Only part of the system took root in the colony. For pur-
poses of analysis the English banking system can be regarded as
comprising four parts. First, the Bank of England, a relic of the
era of mercantile monopolies’ which dealt largely in the public
finances. Second, the London-based joint stock commercial
banks, which operated a series of branches. and subsequently
challenged the Bank of England’s issue monopoly. In addition,
in London, there existed a group of large private banks, whose
origins were in the international movement of commeodites, but
who increasingly specialized in the marketing of securities, espe-
cially international. These were the great merchant banks of the
Barings, the Rothchilds, and Glyn, Mills. All of these layers of
British banking were essentially financial and commercial in
their operations in the strict sense and maintained a fair degree
of independence from industrial finance.!

However, with the coming of the Industrial Revolution there
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arose along with it, and as an integral part of it, a system of
country banks. Their existence was brief and chaotic; they failed
in great numbers in crises, and they disappeared as quickly as
they emerged after the end of the Napoleonic wars. But while
they existed they played a critical role in fostering industrial cap-
ital formation. They were local, unit banks, that is to say, banks
with only one office rather than several branches. And they did a
local business in accepting deposits, making loans, and issuing
bank notes. Their origins were frequently industrial, being vehi-
cles for a particular industrial entrepreneur to promote his own
undertakings.® These banks were, then, a crucial source of indus-
trial finance for the economy.® Under the social conditions then
prevailing, the technology applied to the new industrialism was
quite primitive;? hence the volume of fixed capital investment
required for plant and equipment tended to be low.* The fixed
capital could be provided from the savings of the men who
formed the new entrepreneurial class that led the Industrial Rey-
olution, and by reinvested profits, while working capital for
wages and materials would be provided by the country bank. Of
course, short-term advances ostensibly for working capital would
frequently be renewed more or less automatically, converting
them into a long-term investment.

The country banks, and to some extent the American state
and local banks, were excellent vehicles for industrialization as
long as fixed capital requirements were low. But as the capital
intensity of industry grew, nations which lagged behind Britain
required different sorts of financial structures to bridge the gap.”
In some instances the state itself mobilized long-term industrial
finance, while in the U.S.,, Germany, and other countries, the
investment bank became a prominent financial instrument.
Investment banks on the model of Germany’s Dresdner Bank or
J. P. Morgan and Co. in the U.S. also involved a close link
between industry and finance like the country bank," though of
course the scale was vastly different.

The financial structures that evolved in the Province of
Canada lacked any tradition of either investment banking or
institutions analogous to country banks. As a colony, its banking
system evolved in imitation of and through regulation by the
metropole. Canada was a staple-extracting hinterland servicing
British markets, and its banking system took a form appropriate
to facilitating the movement of staples from Canada to external
markets rather than promoting secondary processing industries.
This evolution was reinforced by the migration of British
banking physically to Canada in the form of individual British
entrepreneurs who took leading places in Canadian financial
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institutions, or in the form of direct investments by British finan-
ciers in joint ventures with Canadian commercial capitalists, or
in the form of the operation in Canada of wholly British-owned
imperially chartered banks — the Bank of British North
America and the Bank of British Columbia. In brief, Canadian
banking was a branch plant of English commercial banking,
with the Barings, Glyn, Mills, and to a degree the Bank of Mont-
real assuming the role of the Bank of England in public finance.
It was the banking model least suited to promoting industrial
development in the colony.

Proposals made just after Confederation for a radical altera-
tion in bank legislation were fought to a standstill." The Minister
of Finance, Sir John Rose (of the Hudson’s Bay Company, the
Bank of Montreal, and Morton, Rose and Co.) tried to resusci-
tate the idea of a government note issue or, failing that, a reserve
of government securities to back the chartered bank notes. These
proposals were supported by the Bank of Montreal, which would
control the operation of the scheme, while the other big commer-
cial banks, especially those in Ontario, objected. In Ontario,
bank note issue was highly seasonal; the economy was agricul-
tural, and note issue peaked during crop moving season. During
times of financial stringency the effect of locking up their funds
in government securities would be to put them at the mercy of
Bank of Montreal advances.” Not only would the Bank of Mont-
real then reign supreme, but it might well decide to reign alone,
having already in 1866 managed to destroy Ontario’s two largest
banks, the Bank of Upper Canada and the Commercial Bank of
the Midland District by denying them credit."

Essentially what was involved in the debate over note issue
power was a choice between using domestic funds for staple
movements or for the construction of infrastructure, and the
banks preferred to keep up the flow into staples and have the
government rely on imports of portfolio capital from Britain to
build the railroads and canals that were necessary for staple
exports to Britain. This pattern of Canadian capital flowing into
commerce, leading to an over-expansion of staple extraction,
coupled with the necessity of imports of capital from Britain to
build the overextended infrastructure that accompanied that
expansion, was destined to be replicated in one form or another
throughout the period until World War 1.

Sir John Rose left the Macdonald cabinet in 1869 to join an
English private banking firm styled Morton, Rose, and Co., a
bank which soon rose to the first rank among the financial over-
seers of the empire. His political demise in Canada marked the
first of a series of abrupt endings to careers of finance ministers
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eased, or forced, out of office as a result of the anger of the char-
tered banks. In the case of Rose it represented a defeat of the
Bank of Montreal by the Ontario banks. Macdonald’s willing-
ness to sacrifice a minister so prominent in the Montreal finan-
cial elite grew out of his need to maintain a coalition of Ontario-
Quebec and Reform-Conservative interests. Such considerations
also dictated his choice of a new minister on Rose’s departure.
His replacement as Minister of Finance was the former leader of
the Upper Canada Reform party, now a de facto Tory, Sir
Francis Hincks, who had recently returned to Canada after a
stint as governor of several Caribbean colonies. The Moneiary
Times, oracle of the Toronto financial and commercial commu-
nity. greeted his return as a boon to Ontario, as a “Minister of
Finance whom Mr. King [E. H. King, general manager of the
Bank of Montreal] will be unable to hoodwink or manipulate.”'
Alas for Ontario, the old quarrels between the so-called reformer
and the bank were gone. The Bank of Montreal remained gov-
ernment banker. And Sir Richard Cartwright, who had himself
been an aspirant for the position as well as the president of one
of the Ontario banks recently destroyed by the Bank of Mont-
real, quit the Tory Party in protest over the appointment of the
notorious Hincks. Hincks, in fact, had to be given a seat in
British Columbia in the subsequent elections, so hostile was
Ontario to him.*

Commercial Operations of the Chartered Banks

The chartered banks of Canada were established with close con-
nections to the commercial community to provide short-term
accommodation for the movement of staple products — furs,
timber, and grain. The Bank of Montreal was established by fur
merchants and dry goods importers; the Bank of New
Brunswick, the Quebec Bank, and the Ottawa Bank by timber
merchants; the Bank of Hamilton by dry goods merchants; the
Bank of Toronto by grain dealers and bill brokers; the Commer-
cial by grain dealers; the Dominion by railwaymen and bill
brokers; the Bank of Nova Scotia by small merchants. They
accepted deposits and issued notes; the note issue function was
always an indispensable and bitterly contested part of their activ-
ities. An attempt in the 1840’s to introduce a provincial bank to
issue bank notes modelled on British legislation was successfully
defeated. and a later effort to establish a “free banking system™
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with a government-bond-backed note issue to help the govern-
ment raise long-term capital for the construction of railways and
canals was a failure.

The notes issued by the early banks were a critically impor-
tant source of loanable funds. As long as the notes of the bank
were accepted in general circulation as money, the bank in effect
had managed to borrow from the public at zero interest cost a
sum equal to the amount of its notes in circulation. The greater
the volume of the bank’s notes that could be pushed into circula-
tion, the greater the volume of free money the bank had to lend
to customers at interest. Gustavus Myers, observing the Amer-
ican banking scene, made a number of observations which
applied equally well to Canada. Of the banks of the period he
noted:

The most innocent of their great privileges was that of playing
fast and loose with the money confidently entrusted to their
care by a swarm of depositors who either worked for it, or, for
the matter of that, often stole it; bankers, like pawnbrokers,
ask no questions. The most remarkable of their vested powers
was that of manufacturing money. The industrial manufac-
turer could not make goods unless he had the plant, the raw
material, and the labor. But the banker, somewhat like the
fabled alchemist, could transmute airy nothing into bank note
money, and then, by law, force its acceptance. The lone trader
or landlord unsupported by a partnersEip with law could not
fabricate money. But let the trader and land holder band in a
company, incorporate, then persuade, wheedle, or bribe a cer-
tain entity called a legislature to grant them a certain bit of
paper styled a charter and lo! they were instantly transformed
into money manufacturers."

Hincks fathered Canada’s first Bank Act, which was touted as
a ‘“‘compromise” between the two competing banking factions.
Under this Act, the government note issue was restricted to the
lowest denominations, while the chartered bank notes remained
without a reserve requirement— secured instead by a first lien on
the bank’s entire assets, including a double liability of stock-
holders. In every other respect, however, the Act was exactly that
drafted by the Bank of Montreal.” It put the Maritime banks
under federal control and forced them to conform to the Cana-
dian model, and opened up the Martimes to the expansion of the
Canadian commercial banks.

The logic of “real bills” concepts of banking became ossified
into law. Moulded by the bankers themselves, the legislation
governing the actions of the banks conformed to the predeliction
of the banks towards very short-term loans." Nor were either
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their deposits or note issues restricted by the requirement of a
mandatory cash reserve, unlike the American system where bank
note issues had to be backed dollar for dollar by a reserve of
government bonds to defend the value of the notes in case of
failure of the bank. Moreover, the Canadian system was sup-
posedly less open to “inflationary” influences than the Amer-
ican.” Stripped down to its fundamentals, what this meant was
that the centralization of power of the Canadian banking system
prevented local and regional interests from using easy credit pol-
icies for local development and to fight the vested powers of the
main urban centres; that in Canada the money supply in theory
adapted passively to the needs of commerce rather than being
amenable to manipulation as an instrument of development
policy.® In fact however the operations of the banks in Canada
were considerably less constrained by these precepts than the
legislation suggested they should be; and the main result of the
so-called passivity of the Canadian credit supply mechanism was
to leave the Canadian economy exposed to the vagaries of inter-
national commercial fluctuations to a vastly greater degree than
in the United States.

While the banks were adamantly opposed to a fixed reserve of
cash — gold or Dominion notes — as carly as 1888 a Nova
Scotia banker proposed that the banks collectively pool a certain
percentage of their circulation to insure the public against
failure.” For despite the notes being a first lien on the entire
assets of the bank there were instances when failures of banks
led to the loss of most of all of the value of the notes to the
holders. The Bank of Montreal continued to press for a fixed
reserve ratio, and the efforts of the Conservative Finance
Minister, Sir George Foster, to introduce one in 1890 were
stopped by the Prime Minister, who was fearful of the ire of the
chartered banks on the eve of an election. Foster also sought to
make the notes of any bank redeemable at par by any other
bank as well as making provision for the redemption of the notes
of defunct banks.” That was effectively the end of Foster’s career
as the Minister of Finance. On the return of the Tory Party to
power in 1911, Foster, at the request of the chartered banks, was
relegated to the Trade and Commerce post, a political scrapheap
for those who offended Canada’s money magnates.

Instead of Foster's proposed 1890 reforms, the Canadian
Bankers' Association was formed and subsequently incorporated
with the power to appoint liquidators, to report on the fitness of
new applicants for bank charters — an adverse report from them
would lead to the refusal of a certificate to operate. The CBA
was also empowered to administer a central redemption fund for
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bank notes. All banks theoretically had to band together to pro-
tect each other’s note issue, for the notes of a failed bank could
be redeemed in the notes of a still solvent bank through the cen-
tral pool of notes established under the Act. Since the effect of
the central fund was to make all notes equally safe in the eyes of
the public, the General Manager of the Bank of Montreal, Sir
Edward Clouston, promptly denounced it as “communism.”*

The volume of notes that the banks were permitted to issue
was restricted to the amount of their paid-up capital. Hence for a
bank to expand its note circulation beyond that point it would
have to solicit more shareholdings.”™ That led to one obvious
potential problem. More shareholders would mean more possible
votes at shareholders’ meetings and hence would threaten a
reduction in the amount of control exercised by a few top finan-
ciers. To resolve that problem, the Bank Act was so written as to
give the existing stockholders of a bank the right of first refusal
on any new issues of stock; and virtually all new issues before
the war were absorbed internally.* Furthermore the importance
of the capital subscribed by the shareholders diminished as a
source of loanable funds as the banks began energetically
searching for other sources. The expansion of deposits as a
source of funds, while the relative importance of shareholders
funds diminished, meant of course ever greater financial power
could be wielded with a limited commitment of the shareholders’
own funds — the equivalent for the banking system of an indus-
trial company expanding its assets by selling bonds rather than
shares. As a result of these forces, it was not until well after the
turn-of-the-century boom was underway that the volume of bank
notes in circulation began to bump up against the ceiling of the
legal limit. And once this happened, instead of a compensating
expansion in the banks’ capital — which could involve either the
possibility of new voting shareholders or a commitment of funds
from the existing shareholders — the government was simply
induced to lift the ceiling on bank note issues.”

After the discomfiture of John Rose and Hincks's “com-
promise” of 1871, the government'’s fiscal needs no longer threat-
ened the chartered banks’ powers to “manufacture” money.
While a small tax had been put on the banks’ circulation at the
time of Confederation, this remained unchanged. And the banks
threatened that if the government ever tried to increase it, they
would simply collectively pass on the extra charges to the public
in the form of higher interest charges.”

Nor did the government note issue provide any real competi-
tion for the chartered banks. The government note issue was res-
tricted to a maximum fiduciary (unsecured by gold backing)
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TABLE III (1)

Bank Notes in Circulation as a Percentage of
Paid-up Bank Capital, 1875-1914

October Notes as % Capital October Notes as % Capital
1875 39 1905 92
1880 47 1906 89
1885 56 1907 89
1890 61 1908 87
1895 56 1909 92
1900 80 1910 97
1901 85 1911 99
1902 93 1912 96
1903 90 1913 101
1904 91 1914 92

issue of $20 millions in minimum denomination notes. In 1894
an effort was made to raise the government’s uncovered issue to
$25 million, but the bankers proudly announced they had suc-
ceeded in defeating the proposal and had secured agreement
from the government to maintain 100% gold reserves for all
issues of notes in excess of $20 million. The agreement was
obligingly embodied into statute, the chartered banks thus
imposing a reserve ratio on the government rather than vice-
versa.” The struggle to expand the government issue, even
though defeated, could not have helped further George Foster’s
political prospects.

Under the Dominion Notes Act, the federal government was
entitled to an issue of low denomination notes of up to $25 mil-
lion, raised in 1903 to $30 million of which 25% had to be
backed by gold or Government of Canada securities, the interest
and principal of which were guaranteed by the government of
the United Kingdom, and of which the remaining 75% had to be
backed by a reserve of Dominion securities. For any issue above
$30 million, reserves of 100% in gold had to be held.” In effect,
gold provided the backing, but the attempt to tie the Dominion
reserves to the London capital market is worth noting, especially
in light of the fact that the chartered bank voluntary reserves
were held in the form of call loans in New York. Canadian mon-
etary conditions were thus linked to financial developments in
the two principal metropolitan capital markets. In terms of Dom-
inion note issue, however, despite the fact that the chartered
banks active in crop moving were straining the limits of their
note issue power from 1908 on, the gold reserve ratio behind all
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Dominion notes in circulation rose from 21.8% in 1867 to 80% in
1914.

During the credit squeeze in the 1907-8 crop moving season,
the government exceeded the legal limit of its issue, and Liberal
Finance Minister W. S, Fielding promised, as a consolation, that
thereafter the chartered banks could expand their circulation to
115% of the sum of their capital and reserve funds, the govern-
ment thus largely abandoning the field to them.”

The banks’ hostility to government issues went even further.
The banks avoided holding Dominion notes even as part of their
“voluntary reserve” and would present them for redemption in
gold, using the proceeds for investments in New York.”? And the
possibility of the establishment of a Canadian mint, or, more
properly. a branch of the Royal Mint in Canada, was vehe-
mently opposed. Sir Edward Clouston of the Bank of Montreal
claimed in 1901 that coining of gold would disturb the cur-
rency,” or, more candidly, compete with the chartered banks’
note issue. Sir Edmund Walker of the Bank of Commerce added
the argument that since Canada had so many debts to pay to
foreign investors, only American and British gold should circu-
late within Canada.® Obligingly, the “Canadian™ mint confined
itsell to bronze and silver until 1912. The struggle to prevent
competition in the business of manufacturing money went
beyond the struggle over government notes and gold: the fight to
prevent express companies from issuing money orders was a long
and successful one.®

Finance and Politics

The political power of the larger banks and of the Bankers’
Association can hardly be exaggerated. The bank acts were
written by the very banks supposedly regulated by them. George
Hague, general manager of the Bank of Toronto, provided a
candid description of the process of writing the 1871 Bank Act.

Representatives of the [chartered banks] from all parts of the
country . . . sat in conference, day by day discussing the
clauses of the proposed act one by one; . . . we sal in one of
the committee rooms of the House and discussed the bill with
a considerable sense of responsibility, being well aware not
only that our conclusions would affect the whole bankin
interest of the country, but every other interest, commercial,
manufacturing. and industrial not to speak of the interest of
the government itself.
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Were that not sufficient guarantee as to the outcome of the
democratic process,

Many of the directors of the banks and several of their presi-
dents were members of Parliament, some in the Senate, some
in the House of Commons. These, of course, sat with us from
time to time, so that, though not formally constituted as such,
we were really a joint committee of Parliament and banks.*

Notable among the “joint committee” members was, of
course, Francis Hincks, who doubled as Minister of Finance and
as a director and subsequently President of the City Bank.
Among them too was the Honourable Louis Davies, Minister of
Fisheries and President of the Merchants Bank of P.E.L, an insti-
tution which at the time of the 1894 revision of the Bank Act had
the Premier of P.E.L. and a provincial cabinet minister also on its
board.”

The years of George Foster’s tenure in the Ministry of
Finance saw the consolidation of the banks' collective power,
much to his subsequent regret, Nor did the advent of the Liberal
Party to power in 1896 alter the influence of the banks in the
choice of the Minister. According to the Liberal Party’s Ontario
bag-man, W. T. R. Preston, the obvious Liberal candidate, Sir
Richard Cartwright, had his application for the post rejected by
the banking establishment, who sent a delegation to Laurier to
threaten to call enough loans to cause a financial crisis if Laurier
allowed Cartwright to assume the post.* The choice fell on W. S,
Fielding, whose credentials for the job were ably summed up in
1911 by the Chairman of the House of Commons Banking and
Commerce Committee:

Sir, businessmen in Canada, even Conservatives, men whose

every vote has been cast for the Conservative Party, have hesi-

tated to mark their ballots against this government for the
very fear that some man other than the Hon. W. S. Fielding
might control the financial affairs of this country. And one of
the strongest cards it has been possible to play for the Liberal
overnment in any part of this country is to ask, “If you vote
on. W. S, Fielding out of office as Finance Minister in

Canada, whom do you think you are voting in?"*

Relations with Ottawa were formalized in 1894 with the
establishment of a permanent Bankers' Association lobby in the
capital. Its first representative in the capital was the up-and-
coming corporation lawyer Z. A. Lash. His operations bore fruit
from the onset, sufficiently so for Sir Edmund Walker, the Presi-
dent of the Executive Council, to be able to report to the Associ-
ation in 1895 that,

Some private bills containing clauses objectionable to the
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banks were introduced into the Dominion Parliament, and the
attention of the proper authorities being called by Mr. Lash to
these features they were removed.”

The lobby’s powers grew steadily, culminating in the incorpora-
tion of the Canadian Bankers’ Association in 1901 with the
astonishing power to pronounce on the fitness of, and, de facto,
to block the entry of new banks secking charters. In the legisla-
tive field so successful were its operations that Sir Edmund
Walker in 1913 could openly boast that every major change in
banking legislation since the first Bank Act had been initiated by
the bankers themselves.*

Nor were the other legislative bodies left out of their purview.
The locations chosen for the annual meetings of the Association
were especially suggestive, the usual places being the Parliament
Buildings in Toronto and Ottawa, the Legislative Council Cham-
bers of Quebec and Halifax, and of course the Windsor Hotel in
Montreal, the standard convention place for price-fixing associa-
tions during the late nineteenth century. The lobby operated
actively in all the provincial capitals, the report of adverse legis-
lation on the order table being sufficient to bring a high-powered
delegation to the provincial capital to fight it.

But of course Ottawa was the most important centre of
activity, as it was in Ottawa that the power to legislate on
banking and currency matters lay. By 1913 the Ottawa lobby
had expanded to five lawyers plus several special parliamentary
agents who were put to work during the Bank Act revision hear-
ings, buttonholing M.P.s who looked like they would waver
during the Committee debates and gathering up members to join
the Committee discussions and vote down unwelcome clauses.
When the division bells rang, the bankers’ lobby had its own
whip on hand to fill the back benches with members who seldom
attended sittings. And as a final “check and balance” of the leg-
islative process, the solicitor of the Bankers’ Association sat on
the Senate floor inside the rail and interrupted and interfered
with the discussion at the invitation of the government Senate
leader, Alberta’s Senator Lougheed. The good relations with-the
government shown by the then solicitor of the Canadian
Bankers’ Association were undoubtedly aided by the fact that his
brother sat in the House of Commons as the member for North
Oxford.

At that time a few mildly progressive clauses were introduced
in the House, clauses calling for a compulsory annual share-
holders’ audit, the outlawing of bank managers’ receipt of gifts
of stock from companies they lent funds to, the requirement of
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sterilization of notes before reissue, and the maintenance of
transfer and registry offices in every province where the bank did
business. All but the gift clause were struck out by the Senate,
the gift clause having an obvious utility in limiting the power of
discretion of individual branch managers. The lobby was equally
active in committees and in the corridors. In committee, progres-
sive clauses were voted down by members brought in specifically
for that purpose.* The Minister of the Interior later remarked
that it took a great deal of courage to stand up (o the lobby.
Whoever else had that courage, it is certain he did not; this same
minister was later accused of accepting bribes from the Bank of
Commerce. Whatever else one may say about the banking
cartel’s methods, they were certainly thorough.

Power within the banking clique was very unevenly distrib-
uted. The extent of the centralization of power, not only vis-a-vis
the outside community but also inside the banking group itself,
was ably summarized in 1901 by Sir Edmund Walker, the Presi-
dent of the Bank of Commerce. Speaking to the Bankers’ Associ-
ation annual meeting in his capacity as President of its Executive
Council, he described the power structure as follows:

If one visits a meeting of the American Bankers™ Association,
nothing strikes one so much as the fact that it is practically a
reat convention: hundreds and sometimes thousands of

ankers attend. . . . On the other hand . . . the interest of
banking in Canada, of our 36 banks with five or six hundred
branches is represented by 40 or 50 men, and practically by
the I5 or 16 members of the Executive Council. . . . The con-
sensus of opinion of the bankers of Canada upon any public
question can be arrived at without difficulty. We have the
great advantage of knowing without coming together, from
the fact that we are acquainted with each other, and have
often met to discuss subjects, what is the thought upon a
public question. For that reason we exercise in this country a
force that seems to be out of all proportion to our numbers.
The opinion of the banking world of Canada becomes con-
centraled in the Executive Council, and therefore the con-
sensus is easily arrived at. We cannot judge of the importance
of our annual meeting by the number present. In fact the
importance is clearly in inverse ratio to the numbers.®

[Emphasis added].

Needless to say. some of the banks failed Lo show the same
degree of enthusiasm as Sir Edmund over the concentration of
financial and political power he described. As early as 1899, the
Bank of Nova Scotia had withdrawn from the Association* as a
result of its efforts to enforce the existing spheres of influence



78 The History of Canadian Business

agreements and keep the Bank of Nova Scotia out of the western
provinces.* Although the Nova Scotia was back in the fold b

1902, its relation with the other big banks remained very slraine%
for some time* In 1913. H. C. McLeod, the former General
Manager of the Nova Scotia — who had been deposed in 1910
as a prelude to the restoration of peace in the financial heirarchy
of Canada — denounced the Association as an instrument in the
hands of one man.® While he did not specify whom he had in
mind, it is certain he was referring to either Sir Edmund Walker
of the Commerce or Sir Edward Clouston of the Bank of Mont-
real. That year, too, the President of La Banque Provinciale des-
cribed the Association as “a tool in the hands of three or four
men who today control the whole of the finance of the
country.”® How they chose to exercise that control had to have
an enormous impact on the patterns of economic development of
the country.

Banks and the Commercial Sector

The credit system of Canada was inextricably interrelated with
the movement of commodities, both internationally and inter-
nally. As early as 1824, William Lyon Mackenzie described the
relationship as follows:

Our foreign commerce, confined and shackled as it is, and has
been. is entirely in the hands of the British manufacturers. . . .
Our farmers are indebted to our country merchants. our
country merchants are deeply bound down in the same
manner and by the same cause to the Montreal wholesale
dealers. Few of these Montreal commission merchants are
men of capital; they are merely the factors or agents of British
houses, and thus a chain of debt, dependence, and degrada-
tion is begun and k?' U‘E' the lines of which are fast bound
around the souls and bodies of our yeomanry, and that with
few exceptions from the richest to the poorest, while the tether
stake is fast in British factories.”

As Mackenzie aptly described, during the period of British
industrial hegemony in Canada the movement of commodities
and the movement of “capital” were inseparable. British firms
extended long credits to the Montreal importers who acted as
their agents, who, in turn, extended credit to a myriad of country
retailers, who, in turn, gave credit to their customers. And the
Montreal importers were often the same group who exported sta-
ples. The role of the banks was, as George Hague of the Bank of
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Toronto described it, “handmaiden and tributary to . . . com-
merce.”® They provided short-run accommodation by dis-
counting notes for the wholesale houses or urban retail mer-
chants and facilitated the flow of raw material exports to the
U.S. and Britain.*

Under this system, imports from Britain exceeded those from
the United States by a sizeable margin until 1875. In 1875, the
position reversed and the U.S. took the lead, which it never
again lost.® Such a shift in the Canadian trade pattern presup-
posed some breaking of the rigid link between commodity and
capital flows in the form of long credit. As the Canadian
banking system matured, it increasingly assumed the role of
financing commodity movements, either alone or in alliance with
English commercial banks.® Britain became of ever greater
importance in providing financial capital rather than mercantile
credit.

[nternally, the system of “long credits” and the Canadian
banking system’s obsession with mercantile loans and discounts
served to divert capital away from industry into commerce, with
the result that between Confederation and World War I Canada
had a merchant sector that was clogged with small traders
hanging on precariously to the credit extensions of the banks and
wholesale houses. In the age before the chain store, the country
merchant or small urban merchant fulfilled the function of dis-
tributing agent for the wholesale houses. Nominally indepen-
dent, he was in fact tied by credit lines and contracts to dealing
exclusively with one big wholesale firm, and his existence
depended on it being too costly or inconvenient for the whole-
salers 1o move directly into distribution through branches in
small towns and villages. The wholesale dealers’ trade associa-
tions regulated prices, and the chief form of non-price competi-
tion took the guise of proliferating the number of agents; and
among these agents competition involved chiefly credit exten-
sions to the customers. Credit was more common than cash deal-
ings among the retailers in all but the largest urban centres. As
late as 1870, cash was seldom seen at all in commodity transac-
tions in Nova Scotia and New Brunswick.*

As the Canadian banks moved from loans based on personal
notes to those on real bills, their importance as the linch-pin of
the system grew. In addition to discounting bills for the whole-
sale dealers, the accounts of produce dealers and town merchants
took on increasing importance over time.* The banks were well
aware of the consequences of the overextension of mercantile
credit — that, in the words of Thomas Fysche of the Merchants’
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Bank, it “creates a vast army of impecunious traders who
intensely compete until the margin of profit nearly reaches the
breaking point.”” But it was essential that the system be main-
tained, for without it the banking system would have had no
raison d'étre in the period before the great expansion of 1896:
most of its best customers would have vanished.®

The *“real bills” doctrine, to which the banks ostensibly
adhered, supposedly guarded against any imbalance between the
volume of credit and the supply of goods. But the reality was
more as described by a Montreal financial journal:

simply degenerating the science and gractice of banking into a
system of pawnbroking, a system by which any man may
import goods on credit, put them in a bonded warehouse,
pledge them to a bank for as much as he can raise on them,
and cross the border with the proceeds.

There were many cases of borrowing twice or even more on the
same goods, and of substituting cheaper or valueless goods for
those listed on the receipts.” Campaigns launched by the busi-
ness press to curtail the amount of credit extension fell on deaf
ears, for it was an integral part of the competitive system, and
however destructive in the aggregate, no single trader or bank
could curb the process without losing ground to his competitors.

The problem went back at least to the early post-Confedera-
tion period with its enormous overextension of drygoods stores
and grocers. In 1869, Chatham, Ontario, Brantford, and St.
Catharines each had more stores than Detroit. A little village like
Goderich managed to have 37 stores, Woodstock 37, Stratford
21, St. Marys 20 During the depression of the 1870’s, great
hordes of commercial travellers were sent out by wholesale
dealers to force their goods on retailers on generous credit terms,
or even to bypass the retailers and “sell” direct to customers.®

The chaos was aided and abetted by the state of insolvency
legislation, legally a federal responsibility. Before the federal act
of 1869 which applied only to “traders” and not to incorporated
companies, legislation by the various provinces was disparate.
New Brunswick had no insolvency legislation at all, and credi-
tors had no recourse except for the long and expensive process of
civil suit. The Nova Scotia act was very limited, and passed
mainly to ameliorate the extent of imprisonment for debt. The
act of Canada on which the federal legislation was based dated
only from 1864.%

The federal act of 1869 provided that discharge could be
obtained after 33%% of the claims were settled. While this was
subsequently raised to 50% in 18752 the essential problem
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remained unsolved. By favouring the debtor, the Act tended to
expand the vast army of merchants and increase the rate of
“failure.”® If a man could pay nearly the whole of the debt it
was better to claim insolvency and settle for fifty per cent, and
hence each group of traders who “failed” was succeeded by a
new group, often composed of many of the same merchants who
had “failed” the last time around. And if a merchant had failed
so often that no houses would extend him further credit, it was a
relatively easy matter to put his wife in as nominal head of the
firm and start the cycle again.” Prior to the Act, merchants gen-
erally settled for the full 100%. After it, paying the legal min-
imum or less in cases of difficulty became standard practice. In
1879 one assigned merchant’s estate sold for 5% cents on the
dollar; one item nominally worth $108 was auctioned off for 40
cents. A Fredericton debtor in 1876 offered one cent on the
dollar, and this was accepted.* And legal costs tended to absorb
a substantial part of the collectible portion of the estates.*

The Boards of Trade, the business press, and especially the
banks sought repeal or drastic reform, while the traders pressed
for the Act to remain.” Given the centralization of financial
power in Canada, there was little scope for inflationary credit
policies on a provincial and local level, as was typical of Amer-
ican patterns of the period. Hence the struggle of farmers and
local merchants against the urban financial oligarchy took,
among others, the form of a fight over the terms of insolvency.
In 1880, an M.P. called for repeal of the Act on the grounds that
*“the people of this country are tired of the . . . regime of Official
Assignees under which they have suffered for some years past.”®
It is clear that “the people” in his view showed a remarkable
similarity to the personnel of the banks and wholesale houses,
and little beyond. As for the assignees, business was so good that
in Montreal in 1877 they moved to form an organization to regu-
late their trade.” The supply of assignees was fed by the over-
crowding of the legal profession due to the structural imbalance
of the Canadian educational system.” These lawyers, who had to
be supported as an additional charge on the cost of distributing
commodities, were denounced by one of their victims as typified

by

a miserable creature . . . impressed with the idea that he was
born to be a professional man . . . whose best energies were
spent in gaining the title which he afterwards degrades, and
whose natural abilities, if rightly directed and applied, would
have made him a burning an(r shining light as a feeder of
hogs, rather than as a counsellor of men.”
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Repeal of the law in 1880” was followed almost immediately by
an escalating campaign for restoration.” Among those advo-
cating restoration were British wholesale houses who lost large
sums by being unable to claim even the 50% they were entitled
to under the old Act™ On the other hand, Canadian banks
fought hard to prevent any new legislation, for their ability to
make claims on the spot permitted them to seize 100% of a failed
trader’s goods. In 1894 a new insolvency bill was introduced into
the House of Commons, the first since the repeal, and the new
bill sought to re-establish the 50% rule. It was opposed success-
fully by the bank cartel and defeated.” Not until after the war
was a new law enacted.

Several results followed from the vagaries of the credit system
during times of financial and commercial crisis. During the
1870°s depression, a great wave of failures directly attributable to
overextension of the credit system occurred. Farm problems led
to a drift to the cities at the same time mercantile houses who
had overimported were eager to sponsor large numbers of petty
merchants of little capital and less experience to try to get rid of
the goods; and the farmers were eager to co-operate. A Select
Committee reported that “large numbers of persons have thus
been withdrawn from productive industry to the detriment of the
public and with no advantage to themselves.”™ The result was
cut-throat competition among the many small traders. During
the depression, many charges of dumping by American and
British firms were heard and the Canadian adverse balance of
mercantile debt rose to $75 million with debt charges reaching
four million a year. In all probability, however, the problem lay
not with the price policies of the exporters but with the credit
system, and its effect on landed prices of imports.

Failures escalated until the ratio of liabilities of Canadian
failed firms to that of American reached 30% in 1879. But even
the advent of depression and failure did not stem the rush. The
Montreal Board of Trade reported in 1876 that,

notwithstanding three years of depression in which failures in
Canada have been in greater proportion to the number
engaged than in any other country, there is today a greater
number of persons engaged in business in proportion to the
trade done than in any other country where statistics are
available.

If the same rate of failure continued, “in ten years every second
businessman in Canada may succumb.™”

In this commercial chaos, the failures of merchants numbered
over three times those of manufacturers — reflecting the huge
number of petty traders and their vulnerability to the periodic
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TABLE III (2)
Commercial Failures, 1872-1879

Number of %Canadian/
Year Failures Liabilities %U. 5. Liabilities
1872 n.a. $ 6,464,525 n.a.
1873 994 12,334,192 54
1874 996 7,696,765 5.0
1875 1,968 28,843,967 14.3
1876 1.728 25,517,991 13.4
1877 1,889 25,466,139 13.4
1878 1,615 23,152,262 10.2
1879 2,002 39,344,579 30.0

Sources: Montreal Board of Trade, Annual Report, 1876, p. 88;
MT, Feb. 7, 1879, pp. 978 - 80; Jan. 30, 1880, p. 890;
Brad., various issues; S YBC, various years.

collapse of the credit web:* though where manufacturers got
involved in overdependence on short-term credit to carry on
their line of production, they too could collapse in droves.” And
to try to salvage their prior investments, the chartered banks fed
the maelstrom® by reawakening and rebuilding collapsed com-
mercial houses, permitting them to struggle on until yet another
failure intervened."

The bizarre operation of the Canadian credit system was not
exclusively an urban phenomenon. Not only did farmers over-
burden themselves with credit based on the pledge of future
crops, but often diverted that credit into mortgage lending to
other farmers,” rather than investing in their own future produc-
tion. The country merchants, backed by the big urban retail
houses, in turn supported by the wholesale firms who relied on
Canadian banks and British export houses for credit, extended
short-term low-interest credit to the farmers who in turn lent at
long term high interest to other farmers on the security of their
land. The result, under normal circumstances, would have been
to speed up the differentiation of the farmer class into rich ren-
tier “gentleman” farmers and a poorer class of indebted small
holders and tenant farmers. But given the regularity of periodic
credit collapses, it is more likely that the chain of debt led more
to the growth of urban absentee landholders than rural.

Even after the depression, problems remained for farmers
because of the lack of ready cash which often forced them to sell
their crops well in advance of harvesting. Speculators used to
roam the rural areas of Ontario in the lean years of the late
1880’s offering to buy grain at some fixed price in the future.
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The contract was signed, and by cutting off the top and bottom
and having it notarized and enforced by one of the great num-
bers of lawyers eager for employment, the contract for the specu-
lator to pay the faamer became a promissory note made out to
the speculator by the farmer. These notes were then bought by
professional dealers who were usually the masterminds of the
fraud.® The rate of discount would be from 12 to 20%. and
proceedings against the farmers who refused to pay up were
common. As one witness said of the role of lawyers in the affair
with respect to one of his notes, “After it was sold, I thought
there might be some trouble about it, seeing that it had got into a
lawyer’s hands and that they take more out of the farmers than
the swindlers do.”*

Even well after the great depression of the 1870’s had passed,
the absurdities of the credit system did not abate. It remained
clogged with small traders who failed in waves with each succes-
sive crisis.® By the early 1880’s the problem had reached Win-
nipeg, and with the collapse of the land boom there in 1883 a
major wave of failures followed.® Nearly all of the chartered
banks’ customers there, whatever their nominal occupation, were
involved in real estate speculation. In one town alone, every
single trader failed in the aftermath, and the Merchants’ Bank of
Canada lost 75% of its discounts there.” Yet in 1888 Manitoba
and the Northwest reported one trader for every 50 people, while
Ontario had but one per 400, and at that was badly overstocked
with traders.®

Failure waves recurred in 1891 and 1896-7. Between 1891 and
1895 the number of traders rose 6.7% while the number of fail-
ures rose 3.8%, making a net increase of 2.9%. In the U.S. in the
same period the number of traders rose 3.5%, while failures
increased 4.5%, making a net reduction of 1.0%. The crisis of
1907 produced a host of failures in Canada that did not begin to
abate until the end of 1909.® By January 1908, 1,228 general
stores alone had failed in the West due to over-entry and to the
credit squeeze applied by the banks and implement dealers after
the crisis.”

The diversion of resources into short-term credit backed by
bank accommodation went hand-in-hand with chronic depriva-
tion of long-term finance to industry. At the same time that the
commercial credit system was running amok in Canada, the rate
of all business failure due to “lack of capital,” including manu-
facturing failures, ranged between 65 and 75% growing steadily,
while during the same period the American rate was less than
half of this. The figures given apply to percentage of total num-
bers, but precisely the same pattern results with percentage of
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TABLE III (3)
Canadian Failures, 1891-1895

1891 1892 1893 1594 1895
Total in business 75,589 75,860 76,856 78,783 80,666
Total failures 1,846 1,682 1,781 1,864 1.916
Percentage
failures 244% 222% 232% 237% 237%

Source: Brad., various issues.

total liabilities. The American failure rate due to lack of capital
fell over the period, while the Canadian rate rose. Though the
Canadian failure rate due to capital “shortage™ tended to fall off
by 1904-5 when the boom was well underway, it still remained
substantially above the American level.

TABLE 111 (4)
Failures Due to ‘““Lack of Capital™

1890 1891 1892 1893 1894 1895

% Canada 55.8 66.6 65.1 69.4 68.5 1k3
% U.S. 379 392 32.5 33.2 34.2 33.5

1896 1897 1898 1899 1900 1901
% Canada 672 703 69.1 74.4 74.4 70.6
% U.S. 31.1 31.4 34.1 36.1 36.2 334

1902 1903 1904 1905 1906 1907
% Canada 67.0 69.6 62.2 55.2 50.6 52.5
% U.S. 328 325 322 334 35.9 37.1

1908 1909 1910 1911 1912 1913
% Canada 43.2 42.0 46.8 49.3 50.3 41.3
% U.S. 34.2 34.5 339 314 29.7 29.6

Sources: Brad., CYB, SYBC, various issues.

Savings Deposit Business

Savings banks in British North America evolved to function as a
depository for working-class savings, as a means to “develop
thrift among the people.”™ Both private and government savings
banks emerged, and for most of their history, until the late
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1880’s, they were not competitive with the chartered banks, but
rather complemented them. The private savings banks often had
interlocking directorships with their companion chartered banks
and shared their facilities. Thus, the Hamilton and Gore District
Savings Bank was linked to the Gore Bank and did its savings
business for it. The savings were invested in Ontario bank stocks,
in City of Toronto notes and debentures, in mortgages, and other
safe securities.” Hence, in neither the source of funds (working-
class savings deposits rather than merchants’ and small business
demand deposits and bank notes) nor in the use of funds (stable
investments rather than current mercantile loans and discounts)
did the two institutions compete. While functionally distinct,
their directorship was virtually identical.

Similarly, the Montreal District Savings Bank was founded in
1819 two years after the Bank of Montreal and shared directors
and facilities with that institution. In 1856 the savings bank was
absorbed by the Bank of Montreal and thereafier it functioned
as a separate savings department.” Not until 1891, with the
growing competition among banks for deposits, was the savings
department integrated into the Bank’s normal operations.*

In Manitoba, on the other hand, there was no private savings
bank. However, a federal government savings bank was cstab-
lished in 1879 and it filled the gap, functioning as little more
than an arm of the Merchants’ Bank of Canada. This chartered
bank, as a Tory institution, held all the government accounts in
Winnipeg, and supplied the government savings bank with over
one million dollars in Merchanis’ notes a year for circulation.*

Precisely when savings deposits became of prime importance
to the banks varied from bank to bank. As late as 1889, a Hal-
ifax banker attested before a Royal Commission as to the unim-
portance of general savings deposits in his business:

Q. Do you receive deposits from the working classes?

A. No. 1 don’t care to do that sort of business . . . . They put
their money in the savings banks where they can secrete
it and escape taxation.*

For all banks, except for the Bank of Montreal. by 1890 the
savings deposit business was the central concern. For the Bank
of Montreal the slight lag behind other banks was due to its con-
tinued major role in public finance and its still extant dreams of
becoming a super-bank on the Bank of England maodel.
Nonetheless in 1891 its savings department was integrated into
its general operations.

In 1871, savings deposits and notes were aboul equal in the
banks’ liability structure, while demand deposits were by far the
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most important liability they had. Thereafter savings deposits
grew relative to notes, until by 1914 they were six-and-one-half
times the level of notes, their greatest acceleration occurring
about 1898 to 1900. Savings deposits began to exceed demand
deposits in 1883, and the gap grew.

TABLE III (5)
Chartered Bank Liabilities — Selected Items

% total liabilities

Deposits
Capital Notes Demand Savings
1875 40.7 14.2 20.7 15.9
1880 33.0 15.1 233 20.5
1885 27.0 14.3 23.0 22.0
1890 23.0 13.4 20.6 30.8
1895 19.1 10.0 20.8 36.8
1900 13.6 10.3 22.2 38.2
1905 10.6 8.7 19.2 44.2
1910 8.2 7.2 23.0 44.6
1913 1.5 7.1 24.7 40.7

While the precise timing of the shift to savings deposits is dif-
ficult to pin down, the forces behind the movement are clear,
Beginning with the crash of 1873, over two decades of secular
deflation set in on an international scale. As world prices fell, the
Canadian price level moved downward with it, a decline uninter-
ruped until 1895-1896, The fall in prices diminished the scope
for chartered bank note issues. And as the note issue stagnated
the chartered banks lost ground to other financial intermediaries
in terms of their over-all importance to the flow of funds in
Canada. From 1873 to 1885, the share of chartered banks in the
total financial intermediation process in Canada shrank steadily
as a result of the decline in their sources of funds engendered by
the stagnation of their note issue power. The result was to pre-
cipitate a scramble for an alternative source of loanable funds —
as well as desperate but generally futile measures to maintain
note circulation. And the obvious alternative source of funds was
the hitherto badly neglected savings deposit business.

In 1873 when the deflation began, chartered banks dominated
the Canadian financial structure to the extent of controlling
nearly 72% of total intermediary assets. During the 1870’s their
share declined precipitously as the note issue fell drastically.
There was a brief recovery from 1879 to 1883, but thereafler,
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while the note issue did not decline absolutely, it remained virtu-
ally stagnant. By 1885, chartered banks controlled only 55% of
total intermediary assets, while government savings banks and
mortgage loan companies who earnestly cultivated the savings
deposit business had grown very markedly.

TABLE III (6)
Relative Shares of Total Intermediary Assets

% total assels

Chartered Government Mortgage Loan

Banks Savings Banks Companies
1873 71.6 32 10.7
1875 69.6 2.8 13.6
1880 55.4 54 246
1885 51.8 93 24.1
1890 49.5 7.9 24.5
1895 48.0 7.6 223
1900 52.6 6.7 16.2
1905 51.5 5.1 10.9
1910 59.6 3.2 10.6
1913 57.4 24
Source: E. P. Neufeld, The Financial System of Canada,

Statistical Appendix.

By 1885, however, the efforts of the chartered banks to break
into the savings deposit business in a concerted way began to
produce significant results. The new sources of loanable funds
stabilized their position and arrested the decline in their impor-
tance. At the same time, the spectacular growth of the govern-
ment savings banks was reversed. Then after 1895-1896, when
the price level began to trend up again, a rising capacity to issue
notes coupled with their control of the savings deposit business
served as the foundation for renewed chartered bank expansion,
and their domination of the financial structure, while never
attaining the level of the early 1870s, nonetheless grew appreci-
ably.

Savings deposits were clearly the key to the salvation of the
banks during the deflationary years. And the desire to control
the business brought the chartered banks face to face with the
government, and with the need to curtail interest rate competi-
tion to prevent costly price wars. Both exigencies dictated the
need for organization, and hence it was directly out of the
struggle for savings deposits that an illegal interest-rate fixing
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cartel emerged, which subsequently adopted the name “Cana-
dian Bankers’ Association.”

Chartered bank collusion on the savings deposit rate was ini-
tially conducted on a provincial basis, until the monetary inte-
gration of Canada was effected by means of the spread of central
Canadian banks east and west, and of Halifax banks to the west.
In 1876, Halifax banks cut their deposit rate from five to four
per cent,” followed some months later by Montreal banks. At the
same time, Montreal private bankers and brokers were offering
up to seven per cent on savings.™ But the Montreal private banks
catered to the wealthy depositors rather than to working-class
savers. While the Merchants’ Bank of Canada in 1878 engaged in
a campaign to attract depositors, raising its savings rate to five
per cent,” other banks did not follow suit. In fact, less than a
year later the Eastern Townships Bank lowered its savings rate to
four per cent.' The Merchants’ zeal to attract depositors may
have been, for peculiar reasons of its own, perhaps not com-
pletely unrelated to its speculation in gold in New York,"" which
nearly precipitated its failure.

Further rate reductions in Quebec and the Maritimes initiated
by the big banks and followed by the little ones occurred in the
late 1870’s, " until three per cent was the norm by 1880. For the
Quebec banks the rate cuts were easier than for those of Ontario,
where mortgage loan companies and private banks competed for
the savings business with the chartered banks.' By 1885, the
Merchants’ Bank had followed the lead of the other Quebec
banks, stabilizing its rate at three per cent.'"™ But the banks expe-
rienced difficulty in maintaining the rate despite their informal
cartel arrangement. By 1890, three-and-one-half per cent was the
norm. and some banks continued to break the combine when
convenient. When caught secretly offering four per cent, the
banks blamed it on the overzealousness of underclerks and local
managers.'”

The formation of a formal bankers’ association in 1890 was
the signal for energetic moves towards full interest rate normal-
ization. The first objective was a complete agreement on the rate
on new deposits only, leaving the banks free to continue to pay
the established rate on old deposits. By 1897, the Executive
Council reported optimistically on its efforts to establish a uni-
form rate of three per cent:

It is to be regretted that your Council cannot yet report a
complete agreement in all the provinces to reduce the max-
imum rate of interest on deposits to three per cent, yet the
progress made warrants the belief that the incoming Council
will be able to establish a uniform arrangement, and that it
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will relate not only to new deposits with which limit the
present Council had to content themselves, but to old monies
as well.'"™

At the same time efforts were made to stabilize the savings
deposit rates offered by the chartered banks, a major attack was
mounted on the competition from the government savings banks,
commencing in 1885. The rate of interest paid by chartered
banks had fallen by one or two percentage points over the
previous few years, building society rates were down to four per
cent, while the government continued to pay four per cent on its
savings deposits, a rate which the banks claimed exceeded the
rate at which money could be raised on the open market.'"”

This charge, that the savings rate exceeded the open market
borrowing rate together with the claim that it forced up the char-
tered bank rate and hence increased the economy’s credit costs,
was used time after time."™ It was not a particularly sensible
argument. The nominal rate of interest on government loans, the
rate used for the comparison, was generally much lower than the
real rate, since most loans during this period were sold at a sub-
stantial discount. And until the mid-1890’s the government sav-
ings deposits were not comparable to those of the chartered
banks cither by class of depositor or use of the funds. Since the
government savings deposits went into long-term investments,
the rate of interest logically should have been higher than that of
chartered bank deposits, which were used for commercial loans
and discounts. The chartered banks tried to counter this argu-
ment by the claim that if they got the extra deposits they would
buy more government bonds. In fact, once they got them, their
holdings of government securities fell.

Replying to the banks in 1885, the Minister of Finance denied
that the rate was excessive, and in fact that year the nominal
yield in government bonds was 4.10% on average. By 1885,
however, the CPR was largely complete to the Pacific coast, and
its raids on the public purse tended to abate. As a result, there
was less pressure for the maintenance of government savings
banks to help provide funds to give away to railway promoters
and their friends. Interest rate reductions in the government
bank could be expected to follow, and in 1890 the rate fell to
3.5%. The chartered banks collectively raised their rates to four
per cent as the government lowered its rate, with the desired
result — a large shift of deposits from the government to the
chartered banks. In addition, the policy was initiated of shifting
some of the government savings banks into the less convenient
post-office banking system.'®
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The banks were still unsatisfied. In 1896, before the Canadian
Bankers' Association, Thomas Fysche reiterated the old charge
with new numbers: that the government’s three-and-one-half per
cent rate was pegging the chartered bank rate at too high a level
and therefore raising minimum borrowing costs. Only a few sen-
tences before, Fysche had been busily denouncing the long credit
system for making credit too cheap in the economy!""* But, unde-
terred by this patent sophistry, the government obligingly
lowered its rate to three per cent.

In 1898, the chartered banks attempted a collective reduction
of interest rates to 2.5% on deposits, and tried successfully to
induce the government to do the same. The Minister of Finance,
W. 8. Fielding, attempted to justify the decrease on the grounds
that there was no longer a need for special savings outlets for
working-class income earners. The opposition protested that the
result of a further reduction would be to drive small savers into
the hands of “unstable” private banks."" Although the rate
offered on deposits did not fall further, government savings out-
lets did undergo a steady decline in importance as the chartered
banks launched their assault on the savings deposit business. '
Government savings deposits were thus lost as a means of
financing the construction of infrastructure at precisely the point
when new raids on the public purse by railway magnates were in
the offing, and as the government’s legitimate infra-structural
spending responsibilities were on the rise in response to a great
influx of immigrants, rapid industrial growth, and the opening of
the West.

TABLE 11 (7)

Government Savings Deposits

(§ million)
Year Savings Banks Post Office Banks
1870 34 1.6
1875 7.2 3.9
1880 11.1 3.9
1885 320 15.1
1890 19.0 22.0
1895 17.6 26.8
1900 15.6 375
1905 16.5 454
1910 14.6 428
1913 14.1 41.9

Sources: SYB, CYB, various years.
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Although in absolute terms some growth in the total of sav-
ings in government banks occurred, it was very small; relative to
population the decline in government savings outlets was drastic
after 1885. And savings banks proper experienced an absolute
decline. It is no accident that the federal government turned
increasingly to public issues in London to raise funds at the same
time that its access to savings deposits fell off relative to the
chartered banks.

The impact of the decline of the availability of government
savings facilities was not felt evenly either by geographic area or
by class of depositors. Farmers and artisans were by far the
leading users of the savings banks,'* and it was their business
that the chartered banks, including those of Halifax, now con-
descended to tap. The greatest number of savings banks too had
been in the Maritimes. In per-capita terms Ontario was the
greatest user of the post office savings bank facilities — the
system of post office savings banks established in 1867 was not
extended to the Maritimes until 1885 — but when both of the
government institutions are aggregated, the Maritimes show the
greatest per-capita usage.

TABLE III (8)
Government Savings Deposits Per Capita

Province 1895 1900
Ont. 8.75 10.55
Que. 2.89 3.71
N.S. 18.87 17.78
N.B. 24.09 27.35
Man. 4.70 5.41
B.C. 9.02 12.03
P.EL 20.27 19.25
Northwest 0.92 1.79

Sources: SYD, 1895, 1900.

As part of the terms of Confederation, the federal government
had assumed control of provincial savings banks. In 1886, of 50
such banks in Canada 45 were in the Maritimes."® By 1890,
when despite the clear need for such institutions the total had
been reduced to 41 in deference to the chartered banks, 37 of
these were in the Maritimes. By 1900, 21 of 23 banks were there.
The funds taken from the Maritimes were used to further central
Canadian development objectives."® By 1886, some fifteen mil-
lion had been taken out of the Maritimes and invested in pro-
jects like the Canadian Pacific Railway. Not only were these
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western and central Canadian commercial projects harmful to
the competitive position of Atlantic industry, but the direct effect
of the drain seriously damaged the position of the Maritime local
chartered banks, which in turn had adverse repercussions on
Maritime industrial development. The high rates of interest paid
on government savings deposits drained the “lifeblood™ of the
Maritime banks,"” rendering them more vulnerable to central
commercial bank takeover. And once the central Canadian
banks had themselves moved into the area, the government sav-
ings banks were phased out. The flow of funds out of the Mari-
times was then intermediated by the central Canadian commer-
cial banks.

Yet if the flow of savings deposits out was harmful to Mari-
time industrial development, it did little or nothing to enhance
the industrial prospects of the areas of Canada which received
the funds. Canadian banks were well aware of the radical dis-
tinction between demand and savings deposits in terms of the
balance in their liability structures. Edmund Walker, in 1893,
made the distinction clear:

.. - In Canada, with its banks with forty and fifty branches,
we see the deposils of the saving community applied directl
to the country's new enterprises in a manner near perfect [sic{.
.. . Well managed Canadian banks do not give interest on
active current accounts. But all Canadian banks issue interest
bearing receipts, and . . . almost all have Savings Depart-
ments. These deposits, great and small, are in the nature of
investments by the depositors, and are not like the temporary
balance of a merchant. They are entitled to interest."®

In the United States, savings bank deposits went largely into
state, municipal, and carefully selected railroad bonds, into
public buildings, and similar investments. In Canada, the gov-
ernment savings bank receipts had done likewise. But the struc-
ture changed as the chartered banks displaced the government
savings banks. The Canadian banks, while recognizing the
nature of the change in their liabilities, in fact channelled the
proceeds off into current loans and discounts, exactly as they did
with demand deposits."* Edmund Walker testified before a Com-
mons committee in 1913 to this effect:

Q. Does your Savings Bank Department in any way differ
essentially from the savings banks as such?

A. Oh yes, we take the savings money and use it in commer-
cial banking.'™

There was little movement into long-term assets following the
lengthening of the terms of their liabilities. The banks’ security
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holdings did rise a little, as a percentage of total assets, up to
1900, but thereafter they declined during the great western
expansion—indicating a very substantial shift of bank resources
into moving crops and other staples. Very little long-term
finance to railroads or to governments was made available
through the banks at a time when American banks were holding
about 40% of their assets in the form of long-term bonds of gov-
ernments and corporations.” The twisting of savings deposits
into current discounts aggravated the problem of long-term
finance already implicit in the fact that the note issue had no sec-
urity backing. When long-term investments did occur, a large
amount went into foreign investments. The problem was espe-
cially acute because of the active and aggressive campaign of the
chartered banks for these deposits, which permitted them, with
the federal government’s co-operation, to seize the overwhelming
share. By the end of 1905, there were some $620 million in sav-
ings deposits in Canada distributed among the various banks
and loan companies, of which the chartered banks held $512
million.™

TABLE 111 (9)
Chartered Bank Assets — Selected Items

% total assets

Securities Loans
Municipal ~ Domimion &  Raifroad ~ Total Current Call and Short
Provincial el Conadn ~ Abroad ~ Canada  Abroad
1873 - 0.9 -— 0.9 74.8
1875 - 0.7 - 0.7 73.3
1880 0.8 0.6 =3 1.4 626
1385 13 0.4 — 1.7 68.9
1890 23 1.0 — 3.0 723 4.5%
1895 30 0.8 29 6.7 62.9 54
1900 23 23 5.1 97 571 39 6.7 5.5
1905 25 1.1 3.2 8.8 559 33 5.6 6.7
1910 1.8 0.9 47 74 538 33 5.1 oe
1913 1.5 0.7 43 65 569 29 46 6.5

The mortgage loan companies had been subjected to a
squeeze on their savings business parallelling that on the govern-
ment banks, especially with the business revival of the late
1890’s. The bankers had long protested the right of mortgage
loan companies to accept deposits: with the organization of the
Bankers’ Association they were finally in a position to do some-
thing concrete about it. In 1897, the bankers’ Quebec lobby suc-
cessfully forced the withdrawal of a clause in a provincial mort-
gage loan company charter that would have permitted it to
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receive deposits as a basis for making loans. The same success
crowned similar efforts in Ottawa that year directed against a
federal loan company charter. The Bankers’ Association renewed
its call for the blocking of all mortgage loan companies from the
deposit business and for forcing them to rely on debenture issues
to borrow money. While a blanket prohibition was not achieved,
the Bankers' Association continued to register successes in
forcing the dropping of savings deposit clauses in new incorpora-
tions.'" The funds thereby diverted from mortgage lending went
into orthodox commercial banking at precisely the time when the
opening of the West created new demands for mortgage funds.
Just as with government finance, the result was an increased reli-
ance on British capital acquired through debenture issues to
finance mortgage lending in Canada.

Chartered Bank Expansion,
Competition, and Mergers

There were several ways in which the banking system and its
individual components could grow. Each bank could expand its
assets and the number of branches. Total assets of the banking
system, in fact, grew fifteen-fold over the period 1870 to 1914.
But growth was not continuous in relative terms. As a percentage
of all financial intermediary assets, the banks’ position fell from
1873 for some time, then rose with the recovery and expansion.

Many new charters too were granted, but at the same time
mergers and failures took their toll of the existing banks. Prior to
1900 mergers were relatively difficult, but thereafter regulations
were relaxed and mergers of institutions that would otherwise
have failed became common. The granting of new charters came
in waves corresponding to peak periods of railway building. Of
the 81 new charters granted from 1867 to 1914, 26 came in the
1871-73 period. 1! in the period 1881-84; and 26 in the 1901-05
period, for a total of 53 in these 11 years. Many of these banks
never became operational, and with the mergers and failures, the
number of banks operating, while rising by five from 1867 to
1900, fell by fifteen from 1900 to 1914,

Simply examining the number of banks and their branches
and mergers does not give a full picture of the amount of bank
facilities nor the competitive structure, for it was common for
chartered banks in new communities to operate, initially, via a
private banker. Moreover, there were some cases of surreptitious
control of one chartered bank over another, and of sphere of
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TABLE 111 (10)
Banks Operating, 1867 - 1914

: New New Banks
Failures* Mergers Charters Operating  Net Change

1867-1900 20 3 48 28 + 5
1901-1914 7 19 33 11 -15

Source: E. P. Neufeld, Financial System, pp. 78-79.

*includes both the Royal Canadian and the City Bank.

influence agreements. But in general, especially after the Cana-
dian Bankers® Association was formalized in 1890, interest rate
competition was minimized. Competition thereafter took the
wasteful form of proliferation of branches to secure both savings
deposits and new clients for loans. It was standard big business
behaviour, excess capacity coexisting with a restricted number of
units operating behind barriers to the entry of new firms, and
refraining from price competition.

This overexpansion of bank capital at the same time it was
concentrated in relatively few units in Canada became evident as
early as 1876, when the Bank of London and the Bank of North
America were both chartered, at the same time as the City and
the Royal Canadian merged from weakness and the St
Lawrence reduced its capital.'"® The Bank of North America
never got off the ground. By the 1890’s, leading bankers like
Thomas Fysche and Edmund Walker were calling for a curtail-
ment of the expansion of banks, citing “over-competition,”'*
which was reducing profit margins. It was in expansion of the
banks’ “plant,” not in prices, that competition revealed itself.
Price competition would have trimmed costs to a minimum and
reduced interest rates to borrowers. Competition by expansion of
facilities meant maintaining interest rates and increasing over-
head costs. At that time, business was not expanding rapidly
enough to accommodate the existing number of banks. Thomas
Fysche regarded “competition” as obsolete under the circum-
stances. He declared:

It was chiefly necessary in order to make up for the lack of
proper organization. When the latter is achieved we may
regard the rapid disappearance of competition with compara-
tive equanimity.'*

But despite the growth of “proper organization™ in the form of
the Bankers’ Association’s ability to restrict new entrants or the
merger powers after 1900, the diversion of resources into
banking did not abate. It simply changed from the creation of
new banks to the internal expansion of old.
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Some new banks were chartered, but comparatively few. And
there were great difficulties in getting them operational. The
Monarch Bank, chartered in 1895, tried in vain until 1907 to find
enough funds to operate, and then wound up."”” Even earlier, the
Traders Bank had difficulty getting a charter. It was a Toronto-
based bank that had to disguise itself as a Bowmanville, Ontario,
operation by working through a group in that town who fronted
for its promoters, notable among them a notorious broker, H. S.
Strathy, who had already been a prime figure in wrecking two
earlier banks. The surreptitious approach was rendered necessary
by vested banking interests in Toronto who would have opposed
and blocked a new Toronto bank. And in 1892 the little
Farmers Bank of Rustico, P.E.L, a bank with a perfect record of
operation, was denied a charter renewal and forced to wind up.

Prior to the great western expansion, most of the growth of
banks was accounted for by those of Ontario and their branches
within Ontario. Ontario bank assets doubled between 1881 and
1890."” The movement west by central Canadian banks actually
occurred in two distinct waves. The first began in 1873, when Sir
Hugh Allan’s Merchants’ Bank of Canada established a branch
in Winnipeg in conjunction with his CPR and western ambi-
tions. This was followed by twelve other central Canadian banks
and one western one by 1896." By that date, the second move-
ment west was beginning. Banks, like railroads, in the Canadian
West moved into areas in advance of the main body of settle-
ment. The little Eastern Townships Bank, which did not estab-
lish its first branch outside Sherbrooke until it opened in nearby
St. Hyacinthe in 1895, had a branch three years later in Grand
Forks. B.C." After 1900 the movement became a flood.
Branches and sub-agencies of central and eastern banks west of
Ontario grew from 108 in 1900 to 2,962 in 1913."* The Eastern
Townships alone had 64 branches and 39 subagencies. Virtually
all of the expansion was accounted for by a few established
banks: the Bank of British North America, the Merchants’, the
Union of Halifax, the Sterling, and the Standard being the
pioneers. The Bank of Commerce and the Montreal were slow in
moving west.'" After the boom ended, overextended facilities
had to be cut back, the pioneer banks were weakened, and sub-
sequently they were absorbed by the others who had been more
cautious in their expansion.

Individual banks expanded as well, by controlling other
banks, by precipitating failure through the withdrawal of sup-
port, or by absorption. In the East, the Bank of Montreal
attempted to secure control of the Maritime Bank in 880 by
purchasing 1,070 shares and having its agent try to select and
appoint an amenable set of officers. The little local bank fought
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back with a court injunction barring the Bank of Montreal from
voting. It claimed that by holding Maritime shares the bank
became involved in stock jobbing, and this constituted a breach
of trust with the stockholders. It was not a particularly logical
argument, and of course the real issue was something else quite
distinct. By controlling the choice of directorate, the Montreal
and other central Canadian banks could use the local banks as
their agents, and the little Maritime banks saw their style of busi-
ness and their interests as fundamentally oppesed to those of the
big central commercial banks."™

The main wave of central bank expansion into the East came,
like the move west, after 1900. But the western expansion was at
the expense only of private banks, which were already agents of
the central Canadian banks (with the exception of the chartered
Northern Bank of Winnipeg, which was taken over by the
Crown Bank and moved to Toronto in 1908); the eastern expan-
sion. on the other hand, displaced the existing banks. It was a
two-fold process of monetary centralization. At the same time
that the central commercial banks were expanding into the Mari-
times, the Halifax commercial banks did likewise. Then the Hal-
ifax banks, which in their behaviour patterns were not at all typ-
ical of the Maritinies, but indistinguishable from the central
Canadian ones, shifted their headquarters to Montreal."

The Bank of Nova Scotia absorbed the Union Bank of Prince
Edward Island as early as 1882. The Bank of New Brunswick
took over the Summerside Bank in 1901. In turn, the Bank of
New Brunswick was taken over by the Bank of Nova Scotia in
1913, which had in the meantime shifted its headquarters to
Montreal. Through the agency of Max Aitken (Lord Beaver-
brook), the Union Bank of Halifax took over the Commercial
Bank of Windsor in 1902," and this in turn was absorbed by the
Merchants’ Bank of Halifax (the Royal Bank) in 1910. The
Royal shifted to Montreal, where it established a modus vivendi
with the Bank of Montreal. The Royal's interests were mainly
Maritime and Caribbean, while those of the Montreal were
largely central Canadian."” During 1911 there were rumours in
Montreal of a possible merger between the two under the presi-
dency of Sir Herbert Holt. But while this was never effected, the
close relationship persisted.'™

Before the Royal moved to Montreal, the Montreal had made
its own moves into the Maritimes. In 1903 it had acquired the
Exchange Bank of Yarmouth, followed by the People’s Bank of
Halifax in 1905 — a move which netted it 26 branches, 15 in the
Maritimes. The People’s Bank of New Brunswick was added in
1907. The Bank of Commerce was also active in the Maritimes,
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taking over the Halifax Banking Company in 1903 and the Mer-
chants’ Bank of P.E.IL. in 1906. These two central banks, who
were most ambitious in the Maritimes, were the two who were
initially the slowest to enter the West. But the policy of estab-
lishing a prior base in the Maritimes paid handsome dividends
once they began their westward march, absorbing the banks that
had moved west first.

There were bank expansions via branches in the various cen-
tres of central Canada as well, especially rural Ontario. And the
central provinces also saw many mergers. But while thirteen
mergers occurred involving central Canadian banks and only ten
involving Maritime ones, the Maritime ones were much more
important in relative terms: together with failures and with the
shift of the Royal and the Nova Scotia to Montreal, by 1913
Maritime banking simply ceased to exist.

There were many instances, too, of chartered banks moving
into communities after banking space was opened up by the
failure of a rival. The Merchants’ Bank of Halifax (the Royal)
capitalized on the failure of the Bank of Acadia in 1872 and the
Bank of Liverpool in 1879. The Bank of Montreal got 26 new
branches by taking over the assets of the defunct Ontario Bank
in 1906, and moved into St. Hyacinthe and St. Jean after the
failure of their local banks in 1908. The Bank of New Brunswick
moved into St. Stephen after the local bank failed in 1910. Many
mergers in fact represented purchases of banks with losses to the
stockholders of the absorbed institution, the alternative to the
sale at a bargain rate being outright failure.

The merger movement in banks after 1900 attracted attention
and no small amount of consternation from the industrial
community who were apprehensive about the reduction in bank
competition."” The merger movement in banks did not at all cor-
relate with the industrial merger movement in Canada. The two
obeyed different rules and were prompted by different circum-
stances. The bank mergers were the outcome of the forces at
work in the “wheat boom™ and the interregional flow of funds
that resulted from it.

The Flow of Funds

The power of the big commercial banks was enhanced by their
interrelations with other major financial institutions. Unlike the
U.S., where the banks tended to be heterogeneous, in Canada
there was a great deal of functional specialization among inter-
mediaries who were interlocked via shared directorships. The
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fiduciary function, for instance, was in Canada performed
entirely by trust companies and not at all by banks."" However,
close relations were established between banks and trust com-
panies, the Bank of Montreal with Royal Trust, the Commerce
with National Trust, the Royal with Montreal Trust. Royal
Trust, for example was founded in 1892 and of sixteen original
directors, nine were members of the Bank of Montreal board;
and the firm shared the Bank of Montreal building after 1895.*
The Montreal Trust was very much a Bank of Montreal creation
as well, Donald Smith, E. S. Clouston, and several other eminent
Montreal commercial and financial figures being involved in its
genesis.'"” National Trust was controlled by George Cox, who in
1892 was president of the Bank of Commerce, and several other
directors were shared, including Joseph Flavelle, the president of
the trust company. The Eastern Trust Company was established
in Halifax in 1893 by T. E. Kenny of the Merchants’ Bank of
Halifax, T. Fysche of the Nova Scotia and later the Merchants’
of Canada, private banker J. C. Mackintosh of Halifax, and J. F.
Stairs of the Union Bank of Halifax.'*

Dominion Trust, established in 1910, functioned for several
years in close association with the Bank of Vancouver, so closely
in fact that the crash of Dominion Trust n 1914 pulled down the
chartered bank with it. The ensuing investigation of the trust
company’s affairs revealed that its general manager had person-
ally helped himself to $100,000 of the company’s cash, that four
to five million in trust funds were indiscriminately mixed with
the company’s own funds and large amounts diverted into
investments in highly speculative stocks and bonds in flagrant
violation of trust company legislation, and that the company had
illegally (under existing legislation) accepted demand deposits
against which no cash reserves were held.'*

All of these trust company promotions around the turn of the
century reflected a fundamenta