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e The deepest economic crisis since the Great
Depression

e For the new government: crisis is also an
opportunity for change (&%)

e Itisimperative to increase spending over the
short run, regardless how we pay for it
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Government spending and tax

e Martin Feldstein (adviser to the campaign of
John McCain): “The only way to prevent a
deepening recession will be a temporary
program of increased government spending”

e How to finance the spending?
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Times e Most federal revenue now comes from the
income tax, ..., we are effectively
taxing savings

Y =C+ S+ tax

tax = 7Y, 7istaxrate.

Hence
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Y = C+ S.
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BRE:
e Replacing the progressive income tax with a
progressive tax on consumption tax

e Example: A family that earns $60,000, saves
$10,000, has a standard deduction $30,000
(Z8#1%8), would have taxable consumption of
$20,000
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Consumption tax

Y=C+ S5+ tax
tax =7(Y —S—D), D isdeduction.

Hence

y=—" cys—
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D.

e Cis more expensive than S,
BOER: CD, S B0 (X BES).

e As T is higher (progressive tax), C will be lower
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e Encourages saving

e High-income consumers might consume less
and save more (substitution effect)

o Comment: it is not clear that why this is “one
of the most effective ways” to raise tax
revenue
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e Taxes on carbon
Taxes on carbon have positive side effects:
resulting in reductions in pollution and
congestion

e Save More Tomorrow: workers can allocate a
portion of future salary increases to
retirement savings accounts [skip this part]



