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Abstract

This paper studies the state-dependent effects of shocks to tax rates. We begin with a stylized

model in which clean analytical expressions are available. The model predicts that a tax rate

cut is most stimulative for output in periods in which output is relatively high. The model is

also used to discuss some conceptual issues related to the construction of tax multipliers. We

then consider a medium-scale DSGE model with tax rates on labor and capital income and on

consumption. The model is solved via a third order perturbation. Consonant with the intuition

from the analytical model, tax multipliers for all three types of tax rates vary significantly across

states, and are most stimulative for output in states in which output is high. To evaluate the

normative desirability of tax cuts as a tool to combat recessions, we also study the properties

of the tax cut welfare multiplier, which measures the change in aggregate welfare conditional

on a tax rate change. In contrast to output multipliers, welfare multipliers are found to be

countercyclical. A number of extensions and modifications are considered and our conclusions

are generally robust.
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