
Question 1 (50%)

Studies report that in geographical areas with high ethnic diversity (high share of
immigrants) citizens are less willing to cooperate and contribute to public goods.
Assume you have data from Norwegian municipalities that contain information,
at municipality level, on the fraction that are unemployed, fraction on disabil-
ity, average income, average age, gender etc. The data also contain information
on the share of immigrants in each municipality, denoted immg_share. In ad-
dition the data contain a variable, also measured at the municipality level, of
how willing ethnic Norwegians are to pay taxes to redistribute income, denoted
redist_pref.

1. Suppose first that you have data for one single year, 2018.

(a) Write down a regression model that can be used to estimate the
relationship between immig_share and redist_pref.

(b) What do you have to assume in order to claim that you have identified
the causal effect of immigration on the willingness to pay taxes to
redistribute income?

(c) Do you think this assumption is realistic in our data, discuss why or
why not?

2. Suppose next that you have a panel data with 20 years of records – from
1998 to 2018 - on immg_share and redist_pref.

(a) How would you use these data to estimate the causal relationship
between immg_share and redist_pref ?

(b) What is the identification assumption with these data? Why is this
identification assumption weaker than the one you had to invoke
above?

(c) Is there anything you can do to check the realism of your identification
assumption?

Question 2 (50%)

Berg and Thoresen (2020) use micro panel data to estimate the elasticity of
taxable income (ETI) for the self-employed, β. Their approach can be seen as
estimating the following equation:
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where zit is income in year for individual i, αt is a time-specific effect, (1− τit)
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a. Berg and Thoresen use instrumental variable estimation to estimate Equa-
tion (1). A potential problem given this technique (see question b) is a phenom-
ena which goes under the name “mean reversion”. Why is “mean reversion” a 
problem in the identification of β (given the instrumental variable technique) and 
explain how the authors seek to control for this in Equation (2). Are there other 
techniques to account for mean reversion than the one in Equation (2)?
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b. The authors mention “adjustment frictions”. Explain why this plays a
role in the interpretation of β.

c. The authors claim that β is biased because of organizational shifts. How
does organizational shifts influence β according to the study?

d. If (hypothetically) a positive β only reflects changes in tax evasion, and
nothing else, describe the costs of an increase in the marginal tax rate from a
perspective of welfare loss of taxation. How will you describe the welfare loss if
β reflects adjustments in working hours only.
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