Government and Investment; or

Why I won’t play Monopoly City again.
What do Keynesians and Supply Side economists have in common?  They both like investment – the building of machines, tools and factories.  Keynesians like investment because it’s new spending that helps the economy now.  Supply-siders like investment because it increases the long run productive capacity of the economy.  The two big questions are:

What determines long run levels of investment? (This blog)
What, if anything, can governments do to encourage investment today (Next blog)?
Because most investment in capital is expense (relative to current cash flow) capitalists have an economic incentive to make informed investment decisions.  To suggest that capitalists act irrationally based upon animal spirits neglects reality.  Good capitalists make money and have more capital to invest later.  Ill informed capitalists lose their capital and have no further capital to invest.  Time is on the side of informed investment decisions.

Because most capital is durable (it depreciates slowly over time, or even appreciates) investment decisions are based on a long time horizon.  What then causes capitalists to invest large sums of money that get locked up for long periods of time?
A rational capitalist invests if the expected marginal benefit of investment over time is greater than the expected marginal cost of investment over time.
On the marginal benefit side we have expected revenues to be generated from the capital.  Policies that promote free trade (expanding the potential market area for the capital) and long run economic growth (making the potential customers wealthier) increase the marginal revenue product of capital.  
By increasing the national debt (which slows long term economic growth) and refusing to vote on trade deals for Columbia and South Korea, Congress is actively depressing the profitability of capital in the US and therefore reducing capital accumulation.
On the marginal cost side we have the cost of borrowing (interest rates) and the costs of capital ownership (cost of complementary inputs, maintenance, and taxes).

Capital doesn’t run itself; it has complementary inputs, most notably energy.  Policies, such as cap and trade that increase the cost of energy, increase the cost of capital ownership.  Capital also needs labor to run and maintain it.  Policies that increase the cost of labor such as higher minimum wages, higher employee health care costs, increased unionization, decreased immigration, and more generous unemployment insurance benefits reduce investment.

Corporate income tax rates, capital gains tax rates, estate taxes, government regulations, and capital depreciation rates affect the cost of capital ownership as do interest rates.  
Because capital has a long life span, future expectations matter.  To the extent that businesses are certain about future tax rates, energy costs, labor costs, trade policies, etc. the less risk they have to engage in to make an investment.  If a government is constantly changing the rules of the game, they bring uncertainty to investment and therefore less capital accumulation.

Current federal policies are decreasing fiscal responsibility, raising taxes on capital, restricting immigration and trade, increasing the cost of energy and labor, increasing regulations, disrespecting property rights, and most of all, increasing uncertainty.  That’s not a recipe for capital accumulation – which brings me to Monopoly City.

My son got the game Monopoly City for Christmas, so I played it.  In order to increase my profit as a player of the game, I invested in capital (industries and condos).  Then my brother landed on Chance and drew a card that allowed him to steal any piece of my property with all of its capital improvements.  I didn’t know the card existed, now that I do, I won’t engage in much investment if I play the game again.  Still, the more likely outcome is that I won’t play the game again.  Who wants to play a game where theft of property is rewarded and investment in the future is penalized?  Not capitalists, which is exactly my point.
