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The National Debt and the Budget
That preparations for the national defense will be

greatly expedited is now a foregone conclusion. The
public is in no mood to tolerate temporizing or half
measures. Nevertheless, it would be dangerous to for-
get that, regardless of the effectiveness of our rearma-
ment effort, the cost of waging war, if that becomes
necessary, will be vastly greater than recent expendi-
tures of the Government have been. It follows that the
Government's credit, its maximum borrowing capacity,
must be available for the possible wartime emergency.

The importance of the Government's credit can
hardly be exaggerated. Many people assume that the
United States Treasury's resources are virtually
unlimited, and the spending theory applied by the
Administration in recent years has encouraged this
popular but false notion. However, even in Germany,
where the power of the State to direct the economic
activities of its citizens is unquestioned, the govern-
ment has found it necessary to handle its financial
affairs circumspectly. Every effort has been made by
Mr. Hitler's finance ministers to avoid both the appear-
ance and the actuality of serious inflation. It is plain
that the strongest and most ruthless dictator in the
world today recognizes the inability of any government
to prevent economic chaos when that government's
credit is endangered.

Furthermore, we must look beyond the wartime
emergency to the period of economic readjustments
that would inevitably follow. Although the Govern-
ment's credit perhaps could be stretched with impunity
during the war itself, a serious inflation might later
precipitate internal revolution (as it has often done in
the course of history) rather than orderly readjustment.
There would be little point in a war to save democracy
in this hemisphere if the aftermath of the wartime
financing were bankruptcy and the usual dictator-
receiver. Hitler's rise to power was facilitated by the
circumstances that attended such a development.
Therefore, we must avoid even an approach to the limits
that would mark the end of the Government's credit.

It is true that no one knows how large the debt of
the United States Government can be without endanger-
ing the Treasury's credit standing. However, we do

know that the present debt is generally considered
extremely large by responsible business men and invest-
ors. Perhaps it could be doubled, possibly even tripled,
without causing an uncontrollable inflation, if the
increase were spread over many years. But even such
vast sums will not cover the costs of a long war in
defense of this hemisphere, unless the utmost is obtained
for every dollar spent.

The amounts just mentioned, that is, from $50,000,-
000,000 to $100,000,000,000 in addition to the present
debt, are much greater than even the most optimistic
have heretofore suggested. (Mr. Roosevelt himself,
who is obviously not pessimistic regarding the Nation's
debt-carrying capacity, has suggested as a maximum
figure only half the amount that would result from a
$100,000,000,000 addition to our present debt.) Never-
theless, it is clear that expenditures of the magnitude
indicated will probably be necessary in a war to defend
this hemisphere against the armed force of Europe under
Hitler's direction. Army experts have already told
Congress that the maintenance of a 50,000-plane air
force alone would cost $7,000,000,000 annually.

We also know that, whatever the safe upper limit of
the Nation's debt-carrying capacity may be, the unused
margin can be increased by reducing the debt already in
existence. Inasmuch as it is vitally important that the
unused margin be as large as possible when and if war
comes, every effort must now be made to avoid wasting
the Government's credit. It may not be possible to
begin reducing the outstanding debt immediately, but
we must rearm without dissipating the unused margin
of credit, an asset essential to the conduct of war.

The considerations just discussed lead to one
unavoidable conclusion: Irresponsible spending must
stop. All civil agencies of the Government must econo-
mize; the construction of unnecessary post offices and
other public buildings should be discontinued; work
relief, except as it contributes directly to the national
defense, should be replaced by a less expensive form of
relief that will provide the same minimum needs for all
indigent persons instead of a privileged position for
those able to get on the Government pay roll. In short,
costly experiments, however noble in motive, should for
the time being be relegated to the background. There is
nothing more certain than the fact that a budget under
control and the maximum possible borrowing capacity
are both essential to our successful preparation for
hemisphere defense.
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THE FUNDAMENTALS

Industrial Production
The Institute's preliminary Index of Industrial

Production at 95.5 was two per cent higher than the
revised index of 93.8 for April. This was the first
advance in the index this year. Greater activity in the
important metal industries was primarily responsible
for the gain, and the upward trend will probably con-
tinue as domestic consumers seek supplies in advance of
heavy armament demand. This factor may more than
offset the possible curtailment of activity in other indus-
tries as a result of the war panic.

The steel-ingot production rate was higher in May
than it was in April, and it is now estimated that total
production for the month will exceed 4,500,000 tons. A
revised monthly series of steel-ingot production recently
published in the Survey of Current Business makes it
possible to obtain a more accurate appraisal of trends
in this basic industry since our entry into the World
War in 1917. This series shows that estimated steel-
ingot production in May 1940 was greater than output
during the peak-production month of the World War
in October 1918. Our steel-production capacity has
increased greatly during the past twenty years. The
industry produced the greatest monthly tonnage in its
history in November 1939 (6,118,000 tons), when opera-
tions were estimated at 93 per cent of theoretical
capacity. Apparently, this production can be substan-
tially exceeded if demand becomes more urgent. In
two of the months shown in the bar charts, steel pro-
duction was greater than it was in May 1940. In May
1929, it was 24 per cent greater and in May 1937, 21
per cent greater.

STEEL-INGOT PRODUCTION

I L.I
1929 1932 1937 1938 1939 1940

The steel-ingot production rate advanced from 70 to 74
per cent of theoretical capacity last week. The Iron Age
stated: "While steel users are not being stampeded, as
they were last fall, there has been substantially heavier
domestic buying, which with Allied purchases of close
to half a million tons and generally good orders from
other countries, Italy in particular, will bring total steel
sales in May to about double those of April."

1929 1932 1937 1938 1939 191,0
Per Cent of Capacity 96.0 22.0 92.5 30.5 48.0 74.0

Production of electric power during May 1940
exceeded output in May 1939 by approximately 11 per
cent and exceeded production in May 1929 by 39 per
cent. The industry possesses the most favorable long-
term trend of any shown in the bar charts.

ELECTRIC POWER OUTPUT

• Illl
1929 1932 1937 1938 1939 1940

Last week, there was a substantial increase in electric-
power production in industrial regions, and total output

for the country was 11.6 per cent greater than produc-
tion in the corresponding week of 1939.

1929
Billion Kilowatt Hours 1.71 1.44

1937
2.20

1938
1.97

1939
2.17

191&

2.42

The automobile industry produced almost as many
cars during May as it did during April. The industry's
activity was greater than it was in May 1938 or May
1939 but failed to measure up to the high production
rate of May 1937.

I
AUTOMOBILE PRODUCTION
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The automobile industry produced 99,030 cars and
trucks last week, slightly more than the preceding
week's output of 98,480 units. The report that Govern-
ment officials are studying productive capacity of the
industry with a view to placing orders for equipment
needed for the defense program suggests that this
demand may somewhat alter the seasonal trend, which
is sharply downward from May to August.

1929 1932 1937 1938 1939 191,0
Units (000 omitted) 136 44 142 47 80 99

Operations of cotton mills continued at a high
level during May, and production was approximately
the same as output in May 1929 and May 1937, when
the industry was also active.

I
COTTON PRODUCTION
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Last week, there was a slightly greater-than-seasonal
increase in cotton-mill activity, and the adjusted index
advanced to 129.0 from 128.5 (revised) in the preceding
week. The volume of incoming orders was adversely
affected by declines in raw-cotton prices.

1929 1932 1937 1938 1939 191fi
New York Times Index 119.5 69.0 140.9 84.2 120.9 129.0

As the bar charts show, lumber production during
May maintained its gain over output for May 1938 and
1939 but was less than that during the corresponding
month three years ago.

LUMBER PRODUCTION

I • 1 I •
1929 1932 1937 1938 1939 1940

Lumber production increased less than seasonally last
week and the adjusted index declined from 79.7 to 77.9.

1929 1932 1937 1938 1939 191,0
New York Times Index 132.3 42.1 93.8 58.7 73.0 77.9

The Harwood Index of Inflation
The preliminary index of inflation for May at 106.7

was virtually unchanged from the April index (revised
from 106.3 to 106.8). The index is shown in ratio form
on page 93. The Harwood Index of Inflation is an
important instrument for measuring the degree of infla-
tion that exists at any time. The ratio form shows the
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INDUSTRIAL PRODUCTION
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relationship between all purchasing media available for
use and that portion of the total that is not inflationary.

There were only minor changes in the important
items entering into the calculation of the index during
the first half of May. (The preliminary index is based
on reports for May 15.) Total investment-type assets
increased $90,000,000, savings-type liabilities and
hoarded currency increased $60,000,000, and there was
a decrease of $20,000,000 in Government bank balances.
As a result of these comparatively minor changes, there
was an increase of $50,000,000 in the absolute data for
the index of inflation. However, there was a greater
increase in total purchasing media available for use
because of additions to the Nation's monetary gold
stock. There was an increase of $180,000,000 in gold
held by the Treasury during the first half of April. For
this reason, the ratio form of the preliminary index for
May was slightly lower than the revised index for
April, in spite of the small increase in the absolute data
of the index.

HARWOOD INDEX OF INFLATION, RATIO FORM,
ABSOLUTE DATA, AND INDUSTRIAL PRODUCTION

The accompanying chart shows, in addition to the
index in ratio form, the absolute data and the Insti-
tute's industrial production index. Although purchasing
media available for use have been augmented moder-
ately during recent months, as the absolute-data curve
shows, the inflow of foreign gold has been so great that
the index in ratio form in May 1940 is at approximately
the same level that existed in September 1939.

The movement of the index during the next few
months will probably depend on the policies adopted
by the Treasury in connection with the larger Govern-
ment expenditures for national defense. Even if Con-
gress levies new taxes to pay for an emergency rearma-
ment program, these presumably will not be immedi-
ately collected. In the meantime, funds for financing
the program temporarily are available without resort to
additional borrowing. The Treasury's bank balances
with the Federal Reserve Banks and the commercial
banks are approximately $1,000,000,000 greater than

they were in May 1937, their lowest level in recent years.
If the Treasury chooses either to disburse these avail-
able funds or to borrow up to the statutory debt limit
(which of course may be raised during this session of
Congress), the result probably will be an increase in
the degree of inflation, at least until additional taxes
are assessed and collected.

Other Demand Factors

Merchants' efforts to persuade the public that
prices of consumer goods were heading upward failed
to counteract the cautious attitude engendered by news
from Europe last week. It now appears inevitable that
whatever shape our foreign policy assumes the Nation
will be placed on a semiwar basis. Demand will be un-
balanced when measured by normal standards, and
many difficult problems of adaptation face business
executives. These may be complicated by new Govern-
ment controls, impaired in their constructive efforts by
political considerations. Local reports of automobile
sales at retail for the second ten days of May indicate
that the shock of European developments did not cause
the slump that might have been expected.

Commodity Prices
There was a fractional advance in the combined

wholesale commodity price index compiled by the
United States Bureau of Labor Statistics last month.
The preliminary index was 112.3 for May, and the
revised index for April was 111.9. The preliminary index
was based on midmonth data and obviously does not
reflect the sharp declines in speculative commodity
prices that occurred later in the month. Last September
a 14 per cent advance in Moody's Spot Commodity
Price Index in one week was followed within a few weeks
by a six per cent rise in the combined wholesale price
index. Unless raw-material prices quickly regain their
losses, declines, although of smaller proportions, may
be expected in the index of 813 commodities.

Prices of raw materials and of finished goods were
moderately higher, but prices of semimanufactures
decreased, probably because manufacturers' inventories
were adequate for ordinary requirements. Price changes
last month in most of the separate classifications shown
in the table were fractional, but declines of more than
one point were recorded in the indexes of "farm prod-
ucts" and "building materials."

Last week, the sensitive wholesale commodity price
indexes suffered further losses. Moody's Spot Com-
modity Price Index was 161.3 on May 16 and 151.9 on
May 23. The Dow-Jones Index of Commodity Futures
closed at 56.81 on May 16 and at 51.35 on May 23.

American Institute for Economic Research is a non-
political, non-commercial organization engaged in impar-
tial economic research.

Statistical Summary; Production, Purchasing Power, and Prices
-1939 s. 1940

Index of Industrial Production. .
May June July Aug. Sept. Oct. Nov. Dec. Jan. Feb. Mar. Apr. May*

84.4 89.4 90.5 92.4 100.0 107.1 111.8 112.1 109.0 100.9 95.6 93.8 95.5
Index of Inflation (ratio form) .. 102.8 104.0 104.9 105.7 106.7 106.7 107.3 105.5 106.5 106.2 104.7 106.8 106.7
Commodity Price Index 109.2 108.3 108.2 107.5 113.5 113.8 113.6 113.5 113.8 112.8 112.3 111.9 1121$
Commodity Price Index 64.6

(In terms of former gold dollar)
•Preliminary Estimate.

64.1 64.0 63.6 67.2 67.3 67.2 67.2 67.3 66.7 66.4 66.2 66.5
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