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ABSTRACT

This study re-visits the stabilization of income tax policies proposed by
Guo and Harrison (2001, Review of Economic Dynamics). | show that given an
empirically relevant extent of sector-specific externality, both progressive and
regressive tax schedules can stabilize the economy against sunspot fluctuations,
if the government’s tax revenues are used to purchase goods as public services,
rather than to return them to households as lump-sum transfers. A progressive
tax schedule is more robust than a regressive tax schedule in terms of suppressing
the belief-driven fluctuations. I also find that income taxes are more likely to
suppress the sunspot fluctuations, if the government uses its revenues to purchase
an investment good, instead of a consumption good. These results sharply differ
from Guo and Harrison’s (2001) propositions. Thus, our study complements
Guo and Harrison’s (2001) analysis and provides new policy implications to
the literature.
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