Investment Now, Or, How to make a long story short

Capital is a long term phenomenon while investment is a short term one.  A decision to invest today, and by invest I mean building capital – physical or human, has ramifications for years to come.  My previous blog focused on determinants of capital accumulation over time.  This blog focuses on the determinants of capital accumulation in time.
There are two possible strategies for increasing capital accumulation now.  The first is to provide incentives that make investment today more profitable than investment tomorrow.  The second is to increase the rate of return to investment both now and later.

The first strategy doesn’t increase capital accumulation over time, but merely alters when in time investment occurs.  For instance, if the Federal Reserve increases the money supply to lower interest rates, they lower the cost of borrowing with the intent of spurring current investment.  Inflation neutral monetary policy dictates that today’s loosening of monetary policy necessitates a future tightening.  In this way the Fed signals that today’s investment will cost less, and tomorrow’s investment will cost more, so tomorrow’s investment should be moved forward to today.  Likewise, investment tax credits which apply to now, but not later, provide an incentive to move investment forward.  

To the extent that this strategy is effective, you get more investment today accompanied by less investment tomorrow – call it the cash for clunkers effect where you can spike car sales for a given month, only to have future months’ car sales decline.  Excessive use of monetary easing or investment tax credits can and do cause artificial investment bubbles that can and do burst.
To come out of the 2001 recession the Federal Reserve eased monetary policy, which caused businesses to bring investment forward.  Because monetary policy was so loose for so long, a large amount of investment was brought forward.  In fact, too much was brought forward leaving excess capacity in everything from industrial plants, to condos, to office space.  This excess capacity caused investment to come to a virtual halt in the US helping to trigger our current economic recession.

To be surprised that investment caused by monetary easing came at the expense of future investment one has to wear economic blinders.  What’s even funnier (no in a ha ha sense but in an ironic sense) is that many current policy makers say the following, “Oh investment has fallen, we better lower interest rates to spur investment”.  In other words, they want to compound their investment bubble mistakes rather than let the economy catch up to the excess investment that already exists.

The second strategy to increase investment today is to meaningfully and permanently change taxes and regulations that affect the rate of return on capital.  Capitalists will respond to permanent reductions in capital taxes (see the Irish miracle, the Pittsburgh comeback, or the Canadian surprise) and looser capital regulations (see India and China’s growth).  If the tax or regulatory changes are seen by the capitalists as being temporary, they won’t take a chance with long term capital.

The benefit of the second strategy is that you aren’t providing current investment at the expense of future investment, but rather adding to both current and future investment.

Politicians like short stories because their time horizon is short.  For political reasons they more often than not pursue strategy number one.  The short stories I remember are the ones that end badly (The Tell Tale Heart, Flowers for Algernon, of Mice and Men, etc.).  
In order for the long run story of US economic growth to end well, we need short stories with happy endings, and for this we need to pursue strategy number two.
To make a long story short (in theory if not in practice), if a government wants to increase investment it needs to embrace fiscal responsibility, provide low capital tax rates, support free trade, and reduce the cost of energy and labor and do it in such a way that the investment community is confident that the rules of the game won’t shift with political winds.

