Politics and the Economy

Overview 

Thinkers and politicians throughout the ages have discussed economic issues, but they usually subordinated a strong economy to other goals, such as a centralized government or the acquisition of more territory. Adam Smith’s publication of The Wealth of Nations in 1776 brought economics into the modern era. Smith and later scholars focused on how the economy works best and most efficiently, but they did not consider what moral goals the economy should serve. Smith argued that the most efficient economy was a free-market economy, with little government interference. When Britain and other nations began to put Smith’s theories into practice, their economies expanded rapidly and vast wealth was created. Even though economics has changed greatly since his time, it is fair to say that we live in Adam Smith’s world. 

Today all governments must work to implement sound economic policy. But there are no easy answers to economic issues. Often, different parts of society want different things, and what helps one part hurts another. And sometimes dealing with one problem causes another. In a democracy, politicians who fail to fix the economy—or even those who appear to be doing nothing to solve economic problems—face very angry voters. So politicians need to pay attention to economics. 

Politics and money frequently intersect, and political scientists call that intersection political economy. The two realms interact and affect each other in complex ways, making it difficult to tell where one begins or ends. The state is expected to play a role in shaping the economy, so naturally the state affects and alters the economy. But the economy also affects the state: A state that cannot make the economy grow, or distribute it in a manner seen to be fair, could be in a great deal of trouble. And a booming economy can save even inept or corrupt leaders. 

Rational Choice 

As different academic fields, political science and economics utilize different research methods and techniques of analysis. The study of political economy brings together these diverse methods and techniques. One of the most prominent examples of this interdisciplinary blending is rational choice theory. Scholars use rational choice, a model derived from economics, to understand people and behavior. According to this view, humans act to maximize their outcomes—that is, to get the most benefit and profit from their actions. To this end, people make decisions rationally based on whatever information they can get. To put it crudely, people act in a selfish manner, using reason to get what they want. 

Minimaxing 

The rational choice approach is also sometimes called the minimax approach, a term that comes from the military. People act to minimize their maximum losses and to max-imize their minimum gains.

Rational choice defines reason in a very specific way: Humans use reason to get what they want. But this is not the only way of defining the term, and this definition of reason applies only to a narrow range of study and behavior. Economists and political scientists do not assume that people always act this way. Rational choice only looks at certain types of human behavior and decision-making, but this model has become very influential in political science. The rational choice approach has been adopted to explain a great variety of behaviors—from how members of Congress act in their home districts to how individuals decide to join (or not join) interest groups.

Types of Economies 

An economy is a system whereby goods are produced and exchanged. Without a viable economy, a state will collapse. There are three main types of economies: free market, command, and mixed. The chart below compares free-market and command economies; mixed economies are a combination of the two. 

 

	FREE-MARKET VERSUS COMMAND ECONOMIES

	Free-Market Economies 
	Command Economies 

	Usually occur in democratic states
	Usually occur in communist or authoritarian states

	Individuals and businesses make their own economic decisions.
	The state’s central government makes all of the country’s economic decisions.


Free-Market Economies 
In free-market economies, which are essentially capitalist economies, businesses and individuals have the freedom to pursue their own economic interests, buying and selling goods on a competitive market, which naturally determines a fair price for goods and services. 

Command Economies 
A command economy is also known as a centrally planned economy because the central, or national, government plans the economy. Generally, communist states have command economies, although China has been moving recently toward a capitalist economy. In a communist society, the central government controls the entire economy, allocating resources and dictating prices for goods and services. Some noncommunist authoritarian states also have command economies. In times of war, most states—even democratic, free-market states—take an active role in economic planning but not necessarily to the extent of communist states. 

Example: During World War II, the United States largely took control of the American economy, forcing businesses to build tanks, planes, and ammunition instead of normal consumer goods. Supplies were also rationed. For example, to buy more toothpaste, people were obliged to return the empty tube because metal was in short supply.

Inefficiencies of Command Economies 
Command economies are often very inefficient because these economies try to ignore the laws of supply and demand. In most cases, a black market arises to fill the demands overlooked by the central plan. Economic growth overall is often slower than in states with free markets. Some command economies claim to act to promote economic equality, but often the elites in the government live far better than others. 

The Triumph of Capitalism 
Although command economies were once considered viable alternatives to free-market capitalist economies, poor economic performance in countries with planned economies proved that capitalism was much more efficient. The former Soviet Union’s centrally planned economy performed so poorly, for example, that the government literally collapsed in 1990–1991. North Korea’s command economy also failed completely more than a decade ago, causing rampant starvation, which has been alleviated only by international food donations. Chinese leaders, in contrast, recognized more than twenty years ago that the centrally planned economy could not meet their nation’s needs, which is why they have privatized agricultural production and many other industries. China has since legalized the ownership of private property and courted massive amounts in foreign investments, despite the fact that the state remains severely authoritarian. 

Mixed Economies 
A mixed economy combines elements of free-market and command economies. Even among free-market states, the government usually takes some action to direct the economy. These moves are made for a variety of reasons; for example, some are designed to protect certain industries or help consumers. In economic language, this means that most states have mixed economies. 

Example: Agricultural subsidies, which exist in many countries (including the United States), are a common way governments intervene in the economy. In some cases, these policies are designed to keep food prices low without bankrupting farmers. In other cases, they work to protect domestic agriculture. Even the price of milk is strongly influenced by government policy in the United States. 

Economic Problems 

Every government struggles with unemployment, inflation, and recession/depression, and each government must enact policies to combat these problems. In the United States, both unemployment and inflation have been fairly low (5 percent or lower) for much of the past two decades. But even low unemployment and inflation affect and undermine economic growth. The following chart summarizes the economic problems faced by states. 

 

	STATES’ ECONOMIC PROBLEMS

	Unemployment 
	Inflation 
	Recession/Depression 

	Not everyone who wants to work has a job.
	The price of goods increases.
	Economic failure or collapse occurs in many sectors of the economy.


Unemployment 
Unemployment occurs when there simply are not enough jobs for everyone who wishes to have one. Every economy has some unemployment because people leave jobs (by choice or against their will) and are usually unemployed for a time before they find new employment. Others are unemployed for longer periods. 

Example: Analysts measure unemployment as a percentage of the work force who cannot find jobs. What counts as high or low unemployment is, to some extent, relative. In the United States, analysts consider a rate of unemployment above 5–6 percent to be high, even though many western European countries frequently have unemployment rates above 10 percent.

Measuring Unemployment 

Analysts have difficulty measuring unemployment because polling every eligible person to find out whether he or she has a job is impossible. Therefore, analysts rely on other methods to measure unemployment. In the United States, the official jobless (or unemployment) rate is based on the number of people claiming unemployment benefits. But not all jobless people file for unemployment benefits, and people whose benefits have expired are not counted, so even this method has potential flaws.

Underemployment 
Underemployment, a condition related to unemployment, occurs when a person does not work full time or does not use all of his or her skills (as when a person with a PhD in biology waits tables in a restaurant). The underemployment rate sometimes indicates more about the state of the economy than unemployment because many people want full-time work but cannot find it and thus might take whatever part-time jobs they can. Some analysts see underemployment as being better than unemployment because the underemployed are not as prone to poverty as the unemployed. In reality, underemployed people usually do not qualify for unemployment benefits, so the underemployed may be worse off than those without jobs. 

Why Be Unemployed? 

The rational choice approach helps political scientists understand why some people will stay unemployed rather than take part-time work. This decision seems irrational because any job is better than no job. But in many cases, it makes financial sense to stay unemployed: The unemployment benefits might be higher than the wages from a part-time job. Similarly, those without jobs often qualify for programs, such as free or cheaper health care, that are unavailable to the underemployed. Sometimes it makes sense for people to choose to stay unemployed.

Dangers of Unemployment 
Unemployment is a problem because it means that some people in society are not making any money, which puts them in grave danger of tremendous poverty or worse. When unemployment rises to high levels, those without jobs may become hostile to the government, blaming it and their leaders for their situation. At such times, political shakiness or insecurity can result. 

In extreme cases, governments have fallen due to their high rates of unemployment. 

Example: During the Great Depression, unemployment was extremely high around the world—approaching 30 percent in some places. The large number of jobless people created tremendous instability in many countries, including Germany. There the high unemployment, along with hyperinflation, contributed to the rise of Nazism. The middle class was financially wiped out, and many citizens began to blame the new democratic government and saw the Nazi Party as a positive regime change. 

Unemployment rates vary from place to place within a country. In the early years of the twenty-first century, for example, unemployment in Washington State was higher than in most other places in the United States because the Seattle-area economy is heavily dependent on high-tech industries, which underwent a serious slump around this time. Likewise, the closing of a factory can devastate the local economy even if the rest of the nation’s economy is strong. 

Inflation 
Inflation occurs when the prices of goods and services begin to rise. Analysts measure inflation as a percentage increase in price over the course of a year. So, if inflation is 10 percent, an item that costs $1 will cost $1.10 a year later. The official inflation rate is an average of price increases for all goods and services, so it may not apply exactly to any one given good. 

Inflation also means that the currency becomes worth less. In the above example, one dollar is now worth less than it once was. Economists refer to this decrease as a decline in buying power, which is the amount of goods and services money can buy. In other words, if a person’s salary stays the same but inflation occurs, her buying power will go down. This person will be poorer because she can no longer afford the things she used to buy as the price of those goods increases. 

Example: According to the Bureau of Labor Statistics, $1 from 1989 had the buying power of $1.73 in 2009. In other words, if a hamburger cost you $1 in 1989, you’d have to pay $1.73 for it today. This difference of $0.73 many not seem significant until you start purchasing more expensive items. A car that cost you $10,000 in 1989 would cost you more than $17,000 today, and a $100,000 home in 1989 would now cost you more than $170,000. 

Excess Demand 
In general, the basic law of supply and demand causes inflation. When the demand for something exceeds supply (what economists call excess demand), the price goes up. Excess demand and high inflation have a variety of causes: 

· A bad harvest 

· Shortages due to war 

· A natural disaster 

· Increased consumer desire (that is, more people wanting a particular good) 

· Increased consumer spending power 

Other factors contribute to inflation too, such as when a company intentionally underproduces an item to drive up prices or when a government steps in to increase or decrease inflation. We cover the economic policies of governments later in the chapter, particularly in the sections on fiscal policy. 

Dangers of Inflation 
High inflation (defined as more than 5 percent in North America and Europe) can do the following: 

· Create economic turbulence 

· Exaggerate a person’s financial success or failure so that he becomes rich or poor very quickly 

· Increase the number of people who are at risk for poverty (if things cost more, then more people may be considered poor) 

· Cause political instability (historically, many authoritarian regimes have risen to power during periods of extremely high inflation) 

Inflation Around the Globe 

In the industrialized world, inflation has remained low since 1990. But severe inflation—called hyperinflation—does happen sometimes. In 1994, for example, inflation in Brazil was more than 3,000 percent. In the 1930s in some European countries, inflation was similarly high, and stories were told about people hauling money in a wheelbarrow to the store in order to pay for a single loaf of bread.

Balancing Unemployment and Inflation 
All governments must balance the effects of unemployment with those of inflation. In most cases, reducing unemployment usually requires spending more money, which causes prices to increase. Similarly, reducing inflation often means re-ducing the amount of money spent, which usually increases unemployment. Balancing these goals is a difficult but necessary governmental task. 

Recession and Depression 
All governments want to avoid an economic recession, which is a period of decline in the economy. Recessions often are accompanied by high unemployment and, sometimes, high inflation. Even worse is a depression, an economic downturn that dips deeper and lasts longer than a recession. 

Example: When the stock market crashed on October 24, 1929, the world fell into the Great Depression, one of the most severe economic downturns of the industrial era. Unemployment skyrocketed, reaching about 33 percent in the United States. Many people suffered from dire poverty, and some starved. The depression did not fully end in the United States until the nation entered World War II at the end of 1941. 

Economic Growth 

Perhaps the most obvious economic goal for a nation-state is economic growth, or an increase in the total value of the country’s economy. Nation-states strive for economic growth to increase the standard of living for their citizens and to gain more power in the world market. When growth is slow or when the economy actually shrinks in size, leaders often face strong criticism and greater opposition. 

The 1992 Presidential Election 
The economy took center stage in the 1992 presidential election. Incumbent George H. W. Bush enjoyed tremendous popularity after the successful Persian Gulf War, but his popularity plummeted as people began to worry about the economy. Bush’s Democratic opponent, Bill Clinton, focused heavily on the economy in his campaign stumping. In fact, a sign prominently displayed in Clinton’s campaign headquarters read, “It’s the Economy, Stupid.” The American perception of a bad economy was one factor that doomed Bush’s chance for reelection.

Gross Domestic Product 
Gross domestic product (GDP) is the measure of the total amount of all economic transactions within a state. An increase in GDP leads to economic growth. Because economic growth means that the country as a whole is richer, it makes sense that a government will seek to increase the nation’s GDP. 

GDP is frequently measured per capita, as the amount of GDP for each person. To calculate per capita GDP, divide the total GDP by the number of people in the country. Countries have widely different population sizes, so comparing their GDPs is not all that helpful. Economists and political scientists do, however, compare per capita GDP to get an idea of the relative wealth or poverty among different countries. 

Per capita GDP varies widely around the world. The following table shows some examples of global GDP. As the table illustrates, in industrialized countries, per capita GDP can be more than $30,000 a year, but in very poor countries, per capita GDP is sometimes less than $1,000. 

 

	GDPs Around the World in 2009

	Nation 
	GDP per Capita (approximate) 

	United States
	$46,400

	United Kingdom
	$35,400

	Germany
	$34,200

	Israel
	$28,400

	Mexico
	$13,200

	Iran
	$12,900

	China
	$6,500

	El Salvador
	$6,000

	Vietnam
	$2,900

	Nigeria
	$2,400

	Malawi
	$900


Income Distribution 
Another sign of economic growth relates to income distribution, or how the wealth of a country is divided up. In most societies, in the present as well as in the past, just a few people possess great wealth, whereas most people are poor. Many modern democracies work to distribute wealth more equally through a variety of means, including welfare. But even in some democracies, including the United States, the richest people have far more money than the poorest. 

Equity 
Equity occurs when an economic transaction is fair to all those involved. Although not the same as equal income distribution, equity is an important part of a fair economy. 

Most governments have laws and policies designed to ensure equity. Without such policies, many people would not engage in economic activity. 

Measuring Income Distribution 
Measuring income distribution is difficult. Simply measuring the average (mean) income can be misleading because extremes on either end skew the results. Nevertheless, analysts measure the median income to get a more accurate assessment of how the typical citizen fares because exactly one-half of people are below the median and one-half are above. Another way to measure income distribution is to examine wealth in quintiles (groups of 20 percent). For example, analysts might compare the amount of money owned by the richest 20 percent of the population with the amount of money owned by the poorest 20 percent. 

Economic Inequality 
Scholars hotly debate how much economic inequality is desirable. Some argue that a competitive economic market by necessity brings inequality, and thus some inequality among people is normal and natural. Giving hard workers and creative entrepreneurs more money than other people gives everyone the incentive to keep starting businesses and generating additional forms of wealth. But many scholars claim that economic inequality is dangerous because it divides society into classes that view one another with suspicion and hostility. The United States tends to allow for more inequality than other industrialized democracies. 

Fiscal Policy 

A government affects the economy in many ways, including through fiscal policy, the way the government taxes its population and spends its resources, and through monetary policy and regulation, which is covered later. All governments require money to operate, so they raise money through taxation. Often governments augment the income generated through taxation by borrowing money. Most governments tax and spend using myriad methods, including spending, borrowing, and running deficits, all of which strongly affect the economy. 

 

	THREE STRATEGIES USED BY GOVERNMENTS TO IMPROVE THE ECONOMY

	Fiscal Policy 
	Monetary Policy 
	Regulation 

	Governments create tax policies and budgets that allow them to allocate resources the most efficiently.
	Governments control the amount of money circulating in the economy to control inflation, borrowing, and spending in order to stabilize the economy.
	Governments establish economic rules to protect consumers, balance labor and capital, and foster an atmosphere of fair trade.


Taxes 
Taxes are seldom neutral. Most tax systems produce winners and losers because governments frequently use their tax policies to encourage—or discourage—certain types of behavior. If a government wants to reward investment, for example, it might cut taxes on capital gains (income earned from selling investments). Alternatively, if a government wishes to discourage drinking alcohol, it might tax liquor at a high rate. 

In addition to various taxes on goods and services, most governments rely on one, some, or all of three types of income taxes: progressive, regressive, and flat. Progressive and regressive taxes directly affect income distribution. Regardless of which tax system is used, governments shape people’s behavior through the taxes they levy on citizens. 

Example: The U.S. government has used tax policy to achieve housing goals. For the past fifty years, the federal government has allowed homeowners to deduct mortgage interest from income when determining taxes. This deduction encourages people to buy houses because owning a home can help them save substantially on their tax bill. Because most people who buy houses have a moderate or greater income, the effect of this tax policy is to create a subsidy for housing for the middle and upper classes. In fact, the total cost to the federal government of the home mortgage interest deduction is roughly two and half times what the federal government spends on housing for the poor.

Progressive Taxes 
Progressive taxes favor the poor. The rich must pay a higher percentage of their income than the poor in a progressive taxation system. For example, U.S. federal income taxes charge lower income groups about 10 percent of their income, whereas richer people must pay substantially more (more than 20 percent in some cases). People who favor these taxes argue that because the rich can afford to pay more, they should pay more. Progressive taxes attempt to create economic equality. Such policies are sometimes called redistributive because they shift money from one group to another. 

Regressive Taxes 
Regressive taxes cost the poor a larger portion of their income than they do the rich. Social security taxes are an example of regressive taxes because everyone who earns a paycheck must pay based on their earnings. Wage earners are taxed at a set rate but only on the first $90,000 (approximately). So someone who earns $90,000 pays the same dollar amount as someone who makes $30,000, but the person who earns $30,000 shells out a far bigger percentage of his or her income than the person who earns $90,000. Like progressive taxes, regressive taxes are redistributive, but regressive taxes shift money toward the rich rather than toward the poor. 

Flat Taxes 
Flat taxes charge everyone the same rate, regardless of income. In practice, there are not many flat taxes in the United States. Even some of the flat tax proposals put forward are not truly flat. 

Example: Although the United States may not have many flat taxes, other countries do. In fact, during the last ten years, many countries in Eastern Europe (including Russia, Ukraine, Romania, and Georgia) have adopted flat taxes ranging between roughly 10 and 30 percent of income. The governments of these countries instituted the flat tax with the hope that a simpler tax system with fewer loopholes and opportunities for tax shelters would actually increase the amount of taxes they collected from wealthier individuals and corporations.

Other Taxes 
Income taxes are certainly not the only kinds of taxes levied by governments. The taxes used by governments include the following: 

· Sales tax (also known as excise tax): A tax paid on purchases; the buyer pays a percentage of the price of the item as tax 

· Luxury tax: A tax levied on the purchase of extremely expensive luxury items 

· Property tax: A tax levied on property owners, usually a percentage of the value of the property 

User Fees 
Governments can also raise money through user fees, the money charged to citizens for doing certain things. Examples include fees for using public parks, fees for obtaining licenses (such as a driver’s or hunting license), or charging tolls for using certain roads. User fees are a popular way to raise revenue because they are not technically taxes, and they only affect those who use the particular government service. 

Tax Credits 
Governments use tax credits to alleviate the income tax burden for some activities. A tax credit is deducted from the amount of taxes a person owes. A good example is the Earned Income Tax Credit program in the United States. The EITC gives lower-income workers back some of the money they paid in payroll taxes. Tax credits are also known as tax expenditures. 
Loopholes 
A loophole is a specific provision within a tax law that allows individuals or corporations to reduce the amount they owe in taxes. Politicians put loopholes in tax law in order to reward certain types of behavior (investing in alternate fuel sources, for example). In the United States, the number of loopholes has expanded greatly since the last major tax reform of 1986. 

Loopholes and tax credits mean that a person usually does not pay the given tax; he or she usually pays less. The effective tax rate is the percentage of income that one actually pays in taxes. 

Example: In the United States, few people pay the basic rate on their income tax. Every taxpayer is allowed a deduction (standard or itemized), and most are allowed to deduct certain exemptions from their taxable income. Other deductions and credits can reduce the tax burden further. In some extreme cases, people making millions of dollars pay very little in tax because of tax loopholes, deductions, and shelters (a catch-all term for anything that reduces the amount of taxable income). 

Government Spending and Borrowing 
Government spending and borrowing affect the economy. Most governments spend a great deal of money in their annual budgets. How that money is spent affects people in different ways. Some expenditures create jobs, thereby lessening unemployment. Other expenditures subsidize certain industries, as when a government buys a fleet of cars to aid the automotive industry. Governments also spend money on infrastructure (such as building roads) and defense (such as counterterrorism and the military). Other expenditures, such as worker training, can boost the economy too. 

Balanced Budgets and Surpluses 
When a government spends the same amount of money it takes in, the government has balanced the budget. A surplus arises when a government receives more money than it spends. 

The Balanced Budget Amendment 
Some fiscal conservatives have attempted to amend the U.S. Constitution to require a balanced federal budget. Many state constitutions mandate a balanced budget, but the federal constitution does not. Attempts to pass a balanced budget amendment have not progressed very far, even though some politicians very much want one.

Deficits and Debt 
When a government spends more than it takes in, it runs a deficit. Taxes raise only a limited amount of money, so if governments wish to spend more than they have made, they must borrow the difference. The total of all deficits owed by a government is the national debt (also called the public debt), which must be repaid eventually. Generally, governments tolerate and accept some debt, but too much debt carried for too long causes serious problems. 

Example: As of February 2010, the United States had a national debt of over $12 trillion. 

Governments most often borrow money by issuing government bonds. When a person buys a bond, the government promises to pay back the purchase price plus interest to the owner. In the United States, bonds are sometimes called T Bonds or T Bills because they are issued by the Treasury Department. 

A Crisis of Debt 
In 1980s, there was an international debt crisis. A number of developing countries had borrowed heavily in the 1970s because of low interest rates. When rates went up in the 1980s, those countries could no longer borrow money and were forced to start paying back what they owed. The huge debts created massive problems—in some cases, a very large chunk of tax revenue went to pay interest on the debt, which led to more borrowing and more debt. 

Government Spending and Inflation 
Large-scale government spending can increase inflation. If the government buys a lot of goods, it causes an increase in demand for those goods, which causes prices to rise. Sometimes governments are willing to tolerate some rise in inflation to stimulate the economy, but over time, excessive spending and high inflation can create problems. 

Government Borrowing and Interest Rates 
Government borrowing sometimes creates problems because it drives up interest rates. Interest, or the price of borrowing money, goes up when there is an increase in demand for borrowing, which is why heavy government borrowing often drives up interest rates. High interest rates, in turn, hurt the ability of citizens and businesses to borrow money. This chain reaction slows the economy. 

$ocial $ecurity 

As the baby boomers begin to retire in the United States, social security payments will skyrocket, and the social security fund will be depleted. Most analysts agree that by the time today’s college graduates will be getting ready to retire, if not sooner, there will be no money left. In the early twenty-first century, President George W. Bush proposed privatizing social security, so that every person would be responsible for setting aside money to cover his or her retirement rather than having the government do it via paycheck deductions. The proposal lacked the necessary support in Congress, so Bush’s social security plan never took off. No solution has yet been reached.

Keynesian Economics 
In the early years of the twentieth century, economist John Maynard Keynes argued that governments should step in to actively help the economy. According to Keynesian economics, government spending during a recession shortens the length of the recession and keeps the recession from becoming severe. Often this process entailed deficit spending, or intentionally spending more money than the government has. 

Demand-Side Versus Supply-Side Economics 
Keynesian economics is categorized as demand-side economics. It stimulates consumer demand by putting more money into consumers’ hands in order to improve the economy. In contrast, supply-side economics tries to improve the economy by providing big tax cuts to businesses and wealthy individuals (the supply side). These cuts encourage investment, which then creates jobs, so the effect will be felt throughout the economy. Supply-side economics is sometimes called trickle-down economics. Although demand-side economics has worked very successfully in much of the world since World War II, some economists and policymakers favor supply-side economics. Also, a number of recent American presidents, most notably Ronald Reagan, have relied on supply-side economics to pull the economy out of recessions. 

Monetary Policy 

In addition to fiscal policy, a government affects the economy through its monetary policy, which controls the amount of money, or currency, in the economy. Money is like any other commodity: When there is more of it, the price of money—that is, interest rates—goes down; when there is less money in the economy, its price goes up. Controlling the amount of money in the economy allows the government to directly influence the economy. 

Central Banks 
Most governments have a central bank that controls monetary policy. In the United States, the central bank is called the Federal Reserve Bank (also known simply as the Fed). The powers that central banks have vary from state to state. 

Example: The European Central Bank (ECB) was formed as part of the creation of the European Union. It consists of the main bank plus the central banks of the twenty-five member states of the EU. The bank attempts to control inflation throughout the EU through monetary policy, specifically by monitoring the euro.

The Federal Reserve Bank 
The Federal Reserve System was created as part of Franklin Roosevelt’s New Deal to reform the American banking system after the Great Depression. The Federal Reserve System consists of twelve branches of the Federal Reserve Bank that are located throughout the country. The system is governed by the Federal Reserve Board, a group of people appointed by the president of the United States and the Senate to determine the national banking policies, including setting interest rates. The Fed is responsible for a number of functions, including: 

· Adjusting the supply of money and credit to help the economy 

· Ensuring that banks do not overextend themselves 

· Facilitating the exchange of cash, checks, and credit 

· Setting interest rates 

Central Bank Independence 
Central banks have varying degrees of independence from the other branches of government. Many scholars think that the central bank should be completely independent from the rest of the government. They reason that the central bank can only make sound economic decisions through independence. Political pressure from the government could hurt the bank’s ability to make good policy by demanding short-term fixes that will hurt in the long run. Others argue that the central bank should be under the control of elected officials because the bank, like the rest of the government, needs to respond to the will of the people. 

Example: The selection of members of the Federal Reserve Board in the United States is one way of trying to resolve the dilemma of how independent the Fed should be. The president nominates and the Senate approves members of the board. However, once someone has been confirmed, he or she serves for a set period and cannot be fired. This job security encourages Federal Reserve Board members to make sound economic policy choices without regard to short-term politics. 

The Man, the Myth . . . 
An economist named Alan Greenspan served as the chairman of the Federal Reserve Board for almost twenty years, from 1987 to 2006. Greenspan’s ability to directly influence the interest rates put him more firmly in control of the American economy than any other individual, which is why political analysts and pundits alike often proclaimed him the most powerful man in the world. 

Indirect Control 
Although monetary policy affects the economy, it does not directly control the economy. Instead, monetary policy encourages certain kinds of behavior. The actions of central banks often lower unemployment and reduce inflation. Lowered interest rates, for example, encourage people to borrow. More borrowing often leads to business investment, which, in turn, creates jobs. But low interest rates do not guarantee that people will borrow. Higher interest rates, in contrast, discourage people from borrowing, which lowers the amount of money being spent and thus reduces inflation. In the long term, monetary policy can be very effective, but in the short term, it may do little. And ultimately, monetary policy cannot force people to borrow money or spend it in ways that help the economy. 

Regulatory Policy 

In addition to fiscal and monetary policies, a government affects the economy through regulatory policy, which aims to limit what can be done in the marketplace. Most governments have some regulations covering a variety of areas, including: 

· Banking, insurance, and other financial businesses 

· Safety 

· Environmental impact 

· Minimum wages 

Example: In the United States, several government agencies and independent organizations regulate the market. The Federal Reserve Bank, for example, has some power over regulatory policy because the Fed tells banks how much actual cash must be kept in each bank (this is called the reserve rate). The Occupational Health and Safety Administration regulates workplace conditions to prevent injury. And the Environmental Protection Agency imposes limits on toxic emissions.

Overregulation and Deregulation 
Sometimes the government does not do a good job of regulating. An excess of regulation leads to overregulation. Over- regulation can hurt businesses and creates inefficiencies. Governments usually overregulate out of a desire to increase equity or promote social justice. 

A lack of regulation leads to deregulation, or a push to repeal or reduce regulations. Deregulation usually occurs in the name of boosting economic efficiency. Although it can increase competition, deregulation can sometimes lead to chaos and hurt consumers. 

Example: The commercial airline industry in the United States was deregulated in the 1970s and 1980s. In general, this deregulation resulted in lower prices and more choices for consumers. But many airlines now perpetually hover on the brink of bankruptcy.

Codetermination 
Codetermination is a policy used in some states with strong social democratic parties. Derived in Germany after World War II, codetermination forces large corporations to have substantial representation from the workers on the board of directors. Because workers have direct input into corporate policy, the relationship between workers and management often improves. There have been few labor strikes in Germany as a result. 

