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1. Introduction
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2. Tax and Welfare Policy 
in the U.K.
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3. Data and Reduced Form 
Analysis
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4. Model 
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• n is the equivalence scale

• c is total family consumption

• l is female labor supply and assumes three possible values: not 

working (O), working parttime (P), and working full-time (F).

• We assume that utility is intertemporally separable, and that 

instantaneous utility depends on consumption per adult equivalent, 

female labor supply, family background, family circumstances, and 

preferences for work. 

• Her instantaneous utility is nonseparable between consumption and 

leisure. 

• At age t, it is given by
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• U is specified as follows:
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• Expectation E is taken over all future random events conditional on the 

available information 𝑋𝑡
• β is the discount factor

• 𝑉𝑡 is the optimum value of discounted present and future utility

• ҧ𝑡 is 10 years after retirement and the family lives off its savings during 

the retirement period
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• r is the risk-free interest rate

• (𝑤, ෥𝑤)are the hourly wage rates of wife and husband

• ℎ, തℎ are the working hours of wife and husband (respectively 0, 18, 

and 38 hours corresponding to O, P, and F for women, and 0 and 40 

corresponding to O and F for men)

• 𝑎𝑠 represents the borrowing limit
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• The female wage process including the distribution of all shocks is 

education-specific (indexed by s).

• It is given by

• ln𝑤𝑡
𝑚 is the observed hourly wage rate

• ξ is i.i.d. normal measurement error

• ln𝑤𝑡 is the wage rate on which individual decisions are based

• 𝑒𝑡 is experience
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• We assume men in couples either work fulltime  or are (ሚ𝑙 = 𝐹) out 

of work (ሚ𝑙 = 𝑂) . 

• Their hourly wage and employment are exogenous and are given by

• ln ෥𝑤𝑡
𝑚 is measured log wage

• ෥𝑤𝑡 is the log wage that matters for decisions

• ෨ξ is taken to be an i.i.d. normal measurement error
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• The probability that a new child arrives depends on the age and 

education of the woman, whether she has other children and the age of 

the youngest child, and whether she is married (described by m). 

• It is given by
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• 𝑦𝑝 is the liquidity shock to parental income (after removing all observed 

information on permanent family characteristics when the woman is 16 years old)

• (𝑓1, 𝑓2) are the continuous parental background factors, which capture permanent 

family heterogeneity and are discretized as described before to enter the rest of 

the model

• ഥ𝝎𝑠 is the unobserved utility cost of education s, assumed to be normally 

distributed with variance 𝝈𝑠
2

• 𝑊𝑠 is the discounted expected value of lifetime utility if the woman chooses 

education level s
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It is given by
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Optimization i therefore subject to the budget constraint
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5. Estimation 
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The estimates ෡Θ are defined by
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6. Parameter Estimates
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7. Model Fit and Implications 
for Behavior 
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8. The Long-run Effects of Tax 
and Benefit Reforms
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9. Conclusions 


