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Assignments

How Governments Influence Markets
March 09 2011| Filed Under » Corporate Tax, Economic Recovery, Federal Reserve, Fiscal Policy, Government & Politics, Government Regulation, Government Spending, Macroeconomics, Monetary Policy, Recession, TARP, Tax Policy
In the 1920s, very few people would have identified the government as the major player in the markets. Today, very few people would doubt that statement. In this article, we will look at how the government affects the markets and influences business in ways that often have unexpected consequences.TUTORIAL: The Federal Reserve

Monetary Policy: The Printing Press
Of all the weapons in the government's arsenal, monetary policy is by far the most powerful. Unfortunately, it is also the most imprecise. True, the government can do some fine control with tax policy to move capital between investments by granting favorable tax status (municipal government bonds have benefited from this). On the whole, however, governments tend to go for large, sweeping changes by altering the monetary landscape.

Currency Inflation
Governments are the only entities that can legally create their respective currencies. When they can get away with it, governments always want to inflate the currency. Why? Because it provides a short-term economic boost as companies charge more for their products and it also reduces the value of the government bonds issued in the inflated currency and owned by investors. 

Inflated money feels good for awhile, especially for investors who see corporate profits and share prices shooting up, but the long-term impact is an erosion of value across the board. Savings are worth less, punishing savers and bond buyers. For debtors, this is good news because they now have to pay less value to retire their debts - again, hurting the people who bought bank bonds based off those debts. This makes borrowing more attractive, but interest rates soon shoot up to take away that attraction. (Learnfile_1.png
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 about the tools the Fed uses to influence interest rates and general economic conditions How The U.S. Government Formulates Monetary Policy.)

Fiscal Policy: Interest Rates
Interest rates are another popular weapon, even though they are often used to counteract inflation. This is because they can spur the economy separately from inflation. Dropping interest rates via the Federal Reserve - as opposed the raising them - encourages companies and individuals to borrow more and buy more. Unfortunately, this leads to asset bubbles where, unlike the gradual erosion of inflation, huge amounts of capital are destroyed, which brings us neatly to the next way the government can influence the market. (For more on how interest rates affect economics see How Interest Rates Affect The U.S. Market.) 

Bailouts
After the financial crisis from 2008-2010, it is no secret that the U.S. government is willing to bailout industries that have gotten themselves into problems. Truth be told, this fact was known even before the crisis. The savings and loan crisis of 1989 was eerily similar to the bank bailout of 2008, but the government even has a history of saving non-financial companies like Chrysler (1980), Penn Central Railroad (1970) and Lockheed (1971). Unlike the direct investment under Troubled Asset Relief Program (TARP), these bailouts came in the form of loan guarantees. 
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Bailouts can skew the market by changing the rules to allow poorly run companies to survive. Often, these bailouts can hurt shareholders of the rescued company and/or the company's lenders. In normal market conditions, these firms would go out of business and see their assets sold to more efficient firms in order to pay creditors and - if possible - shareholders. Fortunately, the government only uses its ability to protect the most systemically important industries like banks, insurers, airlines and carfile_5.png
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 manufacturers. (Learn more about the bailouts in Liquidity And Toxicity: Will TARP Fix The Financial System?)

Subsidies and Tariffs
Subsidies and tariffs are essentially the same thing from the perspective of the taxpayer. In the case of a subsidy, the government taxes the general public and gives the money to a chosen industry to make it more profitable. In the case of a tariff, the government applies taxes to foreign products to make them more expensive, allowing the domestic suppliers to charge more for their product. Both of these actions have a direct impact on the market.

Government support of an industry is a powerful incentive for banks and other financial institution to give those industries favorable terms. This preferential treatment from government and financing means that more capital and resources will be spent in that industry, even if the only comparative advantage it has is government support. This resource drain affects other, more globally competitive industries that now have to work harder to gain access to capital. This effect can be more pronounced when the government acts as the main client for certain industries, leading to the well-known examples of over-charging contractors and chronically delayed projects. (Everything you need to know - from the different types of tariffs to their effects on the local economy, check out The Basics Of Tariffs And Trade Barriers.)

Regulations and Corporate Tax
The business world rarely complains about bailouts and preferential treatment to certain industries, perhaps because they all harbor a secret hope of getting some. When it comes to regulations and tax, however, they howl - and not unjustly. What subsidies and tariffs can give to an industry in the form of a comparative advantage, regulation and tax can take away from many more. 

Lee Iacocca was the CEO of Chrysler during its original bailout. In his book, "Iacocca: An Autobiography," Iacocca points at the higher costs of ever-increasing safety regulations as one of the main reasons Chrysler needed the bailout. This trend can be seen in many industries. As the regulations increaser, smaller providers get squeezed out by the economies of scale the larger companies enjoy. The end result is highly-regulated industry with a few large companies that are necessarily intertwined with the government. 

High taxes on corporate profits have a different effect in that they discourage companies from coming into the country. Just as states with low taxes can lure away companies from their neighbors, countries that tax less will tend to attract any corporations that are mobile. Worse yet, the companies that can't move end up paying the higher tax and are at a competitive disadvantage in business as well as for attracting investor capital. 

The Bottom Line
Governments may be the most terrifying figures in the financial world. With a single regulation, subsidy or switch of the printing press, they can send shockwaves around the world and destroy companies and whole industries. For this reason, Fisher, Price and many other famous investors considered legislative risk as a huge factor when evaluating stocks. A great investment can turn out to be not that great when the government it operates under is taken into consideration. (Though the U.S. government can help its citizens by subsidizing risky loans, the costs always come back to the taxpayers The Government And Risk: A Love-Hate Relationship.)


Unit 8 Overview 
Government Influence on the Economy
The economy and politics are interconnected in that only a few political decisions have an economic impact. For instance, in promoting the general welfare, the government wants to ensure economic prosperity for its citizens. Taxes, fiscal outlays, financial regulations, and control of the money are just a few of the mechanisms government has at its disposal to impact the economy. We will discuss the political economy in further detail in this unit.
Economic decline may lead to political unrest, which shatters domestic tranquility. In some countries, economic chaos like hyperinflation and the lack of basic living necessities has incited riots, civil wars, military coups, and authoritarian regimes. Once a government loses legitimacy in an area like economic and financial management, political unrest or destabilization is likely to follow.


Outcomes
Economic issues that face governments
The tools government can use to manage the economy
Describe how economic or market systems influence political systems and decisions
Course Outcomes practiced in this unit: 
CLA PO101-4: Describe how economic forces can impact political systems.



What do I have to do in this unit?
Read Chapter 16 in the Political Science 
On the Reading page
	Participate in the discussion 
20 Points 
	Participate in Seminar 
25 Points 
	Take the Quiz 
60 Points 


This week's reading assignment:
Chapter 16 examines the interaction of government and the economy. It focuses on specific topics that impact the economy, like the U.S. federal budget, entitlements, and welfare. We will also look at what classical economists call the political economy: government, society, and the economy as a collective entity. We will see why modern economists and political scientists realize that it is almost impossible to keep the government from influencing the economy.
Key Terms: 
Business cycle – the tendency of an economy to alternative between periods of growth and recession over a period of years.
Gross Domestic Product - the market value of all final goods and services made within the borders of a country in a year.
Political economy –the influence of politics and the economy on each other; what the government can and should do about the economy.
Recession – period of economic decline or a contraction of the Gross Domestic Product.
Relative deprivation –feeling of some groups that they are missing out on economic growth and opportunity.

You Say You Want a Revolution … Well You Know
Thomas Jefferson is quoted as saying that a revolution every now and again is a good thing. Of course, he did not necessarily mean a violent revolution, but a revolution where people take command of the decision-making reins of the country. In the United States, revolution happens at the ballot box where one party or candidate is turned away for another more responsive party or candidate. But, in many countries, a violent political revolution is the only means of making the necessary changes once a government loses legitimacy and can no longer rule effectively.
Read Chapter 16 in Political Science with the following questions in mind:
	What is violence a symptom of?

	What types of violence are there?

	What are the stages of revolution?

	Can you identify any countries or parts of the world where political violence is more commonplace than in other places? • Why might these nations or regions of the world be more politically violent?

	What remedies would you suggest to quell this political violence?


Kaplan University PO101: Introduction to Political Science 
 Unit 8 Vocabulary 
 Bureaucracy – the career civil service that staffs government executive agencies 
 Bureaucratic politics – infighting among and within agencies to set policy 
 Cabinet – top executives who lead major ministries or departments 
 Imperial presidency – the accumulation of all powers, executive, legislative, and judicial in the hands of the executive branch of government 
 Law – that which must be obeyed under penalties 
 Natural law – that which comes from nature, understood by reasoning 
 Parliamentary system- those with an election of parliament only, which then in turns elects the prime minister 
 Positive law – that which is written by humans and accepted over time 
 Presidential system – those with a separate election of an executive president who exercises real executive power 
 Separation of powers – legislative, executive, and judicial branches checking and balancing each other 

In this seminar we will delve into the difficult issue of government influence in the economy.
	Critical Thinking Point: Bring in an example of either Keynesian theory or Hayek's theory of economics as policy for government influence in the economy. It can be current or from the past. You can look at either the US or another country. Be prepared to discuss how government influence in the economic system influences economic growth or stifles a free market system.



Unit Summary 
Unit eight looked at how we develop our understanding about the political world in the system we work in. We also looked at the voting and elections process and how political parties are a large factor in who we vote for and how we vote. Good job this unit!




