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ABSTRACT 
 

 We examine the impact of tax policy uncertainty on the irreversible investment 
decisions of a monopolistically competitive firm. We consider the impact of tax 
policy in terms of the investment tax credit (ITC) as well as the stochastic tax wedge 
which determines the after-tax costs of investing. We show that (i) temporary tax 
incentives have a greater stimulative impact on investment; (ii) greater policy 
volatility results in greater variability of investment; (iii) a stochastically larger future 
tax policy lowers current investment; and (iv) greater variability of tax policy around 
a constant mean leads to lower investment. We examine changes in the average 
levels of investment and its variability over short- and long-run horizons. We 
consider a general 3-state process, a log-normal process, and a Poisson process. We 
carry out an extensive sensitivity analysis that allows us to examine the impact of 
changes in real interest rates, and changes in the elasticity of demand facing firms. 
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ABOUT THE CDMA 
 
 The Centre for Dynamic Macroeconomic Analysis was established by a direct 

grant from the University of St Andrews in 2003. The Centre funds PhD students and 
a programme of research centred on macroeconomic theory and policy. Specifically, 
the Centre is interested in the broad area of dynamic macroeconomics but has a 
particular interest in a number of specific areas such as: characterising the key stylised 
facts of the business cycle; constructing theoretical models that can match these actual 
business cycles; using these models to understand the normative and positive aspects 
of the macroeconomic policymakers' stabilisation problem; the problem of financial 
constraints and their impact on short and long run economic outcomes. The Centre is 
also interested in developing numerical tools for analysing quantitative general 
equilibrium macroeconomic models (such as developing efficient algorithms for 
handling large sparse matrices). Its affiliated members are Faculty members at St 
Andrews and elsewhere with interests in the broad area of dynamic macroeconomics. 
Its international Advisory Board comprises a group of leading macroeconomists and, 
ex officio, the University's Principal. 

 

 

Affiliated Members of the School 

Prof Jagjit S. Chadha (Director)  
Dr David Cobham  
Dr Laurence Lasselle  
Dr Peter Macmillan  
Prof Charles Nolan  
Dr Gary Shea  
Prof Alan Sutherland  
Dr Christoph Thoenissen  
 

Senior Research Fellow 

Prof Andrew Hughes Hallett, Professor of 
Economics, Vanderbilt University.  

 

Research Affiliates 

Prof Keith Blackburn, Manchester University.  
Dr Luisa Corrado, Università degli Studi di Roma.  
Prof Huw Dixon, York University 
Dr Sugata Ghosh, Cardiff University Business 

School.  
Dr Aditya Goenka, Essex University.  
Dr Campbell Leith, Glasgow University.  
Dr Richard Mash, New College, Oxford.  
Prof Patrick Minford, Cardiff Business School.  
Dr Gulcin Ozkan, York University.  
Prof Joe Pearlman, London Metropolitan 

University.  
Prof Neil Rankin, Warwick University.  
Prof Lucio Sarno, Warwick University.  
Prof Eric Schaling, Rand Afrikaans University.  
Dr Frank Smets, European Central Bank.  

Dr Robert Sollis, Durham University.  
Dr Peter Tinsley, George Washington University 

and Federal Reserve Board.  
Dr Mark Weder, Humboldt Universität zu Berlin.  
 

Research Associates 

Mr Nikola Bokan  
Mr Vladislav Damjanovic  
Mr Michal Horvath  
Ms Elisa Newby  
Mr Qi Sun  
Mr Alex Trew  
 
Advisory Board 

Prof Sumru Altug, Koç University.  
Prof V V Chari, Minnesota University.  
Prof Jagjit S. Chadha, St Andrews University.  
Prof John Driffill, Birkbeck College London.  
Dr Sean Holly, Director of the Department of 

Applied Economics, Cambridge University.  
Prof Seppo Honkapohja, Cambridge University.  
Dr Brian Lang, Principal of St Andrews University.  
Prof Anton Muscatelli, Glasgow University.  
Prof Charles Nolan, St Andrews University.  
Prof Peter Sinclair, Birmingham University and 

Bank of England.  
Prof Stephen J Turnovsky, Washington University.  
Mr Martin Weale, CBE, Director of the National 

Institute of Economic and Social Research.  
Prof Michael Wickens, York University.  
Prof Simon Wren-Lewis, Exeter University.  

 



 

 
RECENT WORKING PAPERS FROM THE  
CENTRE FOR DYNAMIC MACROECONOMIC ANALYSIS 
 
 
Number Title Author(s) 

 
CDMA04/01 Interest Rate Bounds and 

Fiscal Policy 
Jagjit S. Chadha (St Andrews) and 
Charles Nolan (St Andrews) 

   
CDMA04/02 The Impact of Imperfect 

Credibility in a Transition to 
Price Stability 

Anamaria Nicolae (Durham) and 
Charles Nolan (St Andrews) 

   
CDMA04/03 Monetary Policy Rules, Asset 

Prices and Exchange Rates 
Jagjit S. Chadha (St Andrews), Lucio 
Sarno (Warwick and CEPR) and 
Giorgio Valente (Warwick) 

   
CDMA04/04 Tax Policy and Irreversible 

Investment 
Sumru Altug (Koç, CEPR and 
Economic Research Forum), Fanny S. 
Demers (Carleton and McGill) and 
Michel Demers (Carleton and McGill) 

   
 
 
 
 
 
The new book, available now! 
 
 

Dynamic Macroeconomic Analysis: 
Theory and Policy in General Equilibrium 
Edited by Sumru Altug, Jagjit S. Chadha, Charles Nolan 
 
Cambridge University Press 
ISBN:0521534038 
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University of St Andrews, Fife KY16 9AL 
Scotland, UK 
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