1.  (30 points) Assume a small open economy chooses to cut the tax rate on labor income (τ). Assume the following conditions:
a. Tax rate on capital income = 0, so T = (w∙N)∙τ.
b. T is unchanged, or the rate change is Tax revenue neutral.
Explain and illustrate the effects of this situation with our model of output, labor market equilibrium, goods market equilibrium and asset market equilibrium and indicate the results (increase, decrease, remain unchanged) on:
	Y – real GDP
w – real wage
N – employment
Sd – desired national savings
	Id – desired investment
Cd – desired consumption
rw – world real interest rate
CA – current account balance
P – Price Level
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Note: if the result is ambiguous, you must make an argument for one result and show that in the use of your model. Your answers must be consistent with your results shown in the model explanation and illustration.

2. We expect labor supply to be very inelastic due to opposing income and substitution effects. As a result:
a. (5 points) Why might the assumption that this tax rate change is Tax revenue neutral be problematic? Would you expect Tax revenue actually to increase or decrease? Why?
b. (5 points) Based on your analysis in the model, how is the change in income (hint, yes total income does change) distributed across household that depend on labor income vs. household that depend on capital income? (i.e. - whose income is affected more and how (increase or decrease)?)

