A stylized version of household behaviour in the MITTS model
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For each class of income unit (e.g. couple, 1 child, age of head 50), MITTS explains behaviour via utility maximization subject to a budget constraint.  For the jth member of a particular class, utility is given by a quadratic function of the form:
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j = 1, 2, …, N                   (1)
where 
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 is hours worked by the first adult in the income unit;      
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 is hours worked by his/her partner in the same income unit;
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 are parameters which reflect characteristics of the class of income unit with which we are concerned; and
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 is a disturbance term with mean zero.  For the purpose of this note we will assume that 
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 is distributed normally with variance (i.  We understand that MITTS researchers assume that 
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 has an extreme distribution, but we do not as yet understand what this means and why it is important.  
Via the 
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s, each of the N income units in a particular class has its own distinct utility function. 

The budget constraint for the jth household in the particular class of interest can be written as 
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where 
t is a vector of tax and benefit rates (or more generally the rules of the tax-transfer system).  

Constraint (2) recognizes that more hours generate more income.  It also builds in details of the tax-transfer system.  For example it recognizes that more hours mean more taxes and may also mean reduced benefits.  Notice that the functional form of B does not depend on j.  It is assumed that all members of a particular income class have the same potential for turning hours into income.  
Estimation


The possible values for the pair (h1j, h2j) are restricted a priori to a limited number [e.g. the 16 pairs 
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].  We denote the permitted pairs by k = 1, 2, …, K.  If we knew the values of (i and 
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, i = 1 to 9, then we could check through the permitted pairs and work out which pair maximizes j’s utility.  


From data we make observations [
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] of the proportion of households in the income class of interest that choose each of the pairs.  Then we estimate (i and (i , i = 1 to 9, by choosing values for 
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where 
[image: image55.wmf])

9

...,

,

1

i

,

ˆ

,

ˆ

;

k

(

P

i

i

comp

=

s

a

 is the proportion of income units that would choose pair k if 
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Simulation 
Once we have values for 
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 we create a synthetic population.  We make N draws from the distribution N(0,(i) to create N values for (iq, q = 1, …, N and i = 1, …, 9.  Next we create N households with the qth household having utility parameters given by 
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.  Now we are ready for simulation.  
First we set t at its observed value.  For each member of our synthetic population, we compute optimal hours.  We check that the proportion of households choosing the kth hours pair is satisfactorily close to Pobs(k).  Once we are past this check we are ready for simulation.  We change t and compute the effects on the proportions of households choosing the various permitted hours pairs.  This gives us the labour-supply response to changes in the tax-transfer system.  
What could MONASH add to MITTS and what could MITTS add to MONASH?

In its current form it is assumed in MITTS that increases in labour supply immediately translate into increases in employment.  It is also assumed that employment can change without any impact on wages or the government’s budgetary position.  Finally MITTS has no occupations.  

MONASH could give MITTS dynamics, involuntary unemployment, wage reactions, budget reactions and occupations.  

MITTS could give MONASH the details of the tax-transfer system and empirically justifiable labour-supply responses to changes in the income trade-off between employment and non-employment.  


















(  These notes were prepared on the basis of a meeting with Hielke Buddelmeyer held in November 2005.
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