
Q1. Underreporting of income (50%)

Tax evasion is considered to be a serious problem. One part of the hidden
economy is underreporting by the self-employed. In the following you are asked
to identify underreporting by the self-employed by addressing a new dataset on
ownership of cars. The dataset is a micro dataset for households, where you
have information about income, household type (self-employed, wage earner),
number of household members, number of children, etc. Most importantly, there
is also information about the car ownership of the household, such as the type
of car and value of the car.

1. You have parameter estimates of β and δ from the following estimated
equation.

ln ch = β0 + Z
′

hγ + β ln yh + δqh + ξh, (1)

where ch is the value of the car owned by household h, yh is income for
household h, qh is an indicator variable which takes the value 1 if there is
a self-employed person in the household (0 if not), Z

′

h is a set of household
control variables, β0 is a constant, ξh is the error term, and {γ, β, δ} are
parameters. Explain how the parameter estimates of β and δ can be
turned into an estimate of income underreporting for the self-employed.

2. Discuss reasons to why the self-employed may on average own more expen-
sive cars and to which extent this would lead to biased results for income
underreporting by the self-employed.

3. How do you think the measurement of income underreporting of the self-
employed is influenced by the self-employed using cars owned by the firm?

4. It turns out that the data also includes a panel dimension. This means that
you may estimate income underreporting before and after a tax reform. If
we have a tax reform that reduces the marginal tax rate, explain how you
can use these data to say something about how income underreporting is
influenced by the marginal tax rate.

5. The period after the tax reform is characterized by a macroeconomic up-
swing. How may that bias the measurement of income underreporting and
how the underreporting respond to the change in the marginal tax rate?

Q2. Tax salience and incidence (50%)

Chetty et al (2009) study salience and taxation and how lack of tax aware-
ness affects tax incidence. (The reference is, Chetty, Raj, Adam Looney, and
Kory Kroft. "Salience and taxation: Theory and evidence." American economic
review 99.4 (2009): 1145-77.)

1. What is tax incidence?
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2. Use a standard – i.e., assuming consumers are fully aware of taxes – partial
equilibrium model with a unit tax τ to illustrate the key results of tax
incidence.

3. Suppose a fraction θ > 0 of consumers is unaware of the tax, how will this
affect the incidence of τ (how does it affect the answer in 2.2)?

4. Explain the experiment Chetty et al (2009) use to test if marginal con-
sumers are unaware of the sales tax.

5. Chetty et al (2009) use a triple difference estimator, explain the advan-
tage with this estimator compared to a standard difference-in-differences
estimator.

6. In addition to the experiment you have discussed above, Chetty et al
(2009) use time and location (state) variation in the sales and excise tax on
beer and variation in the consumption of beer to test if (some) consumers
are unaware of the sales tax. Explain the logic behind this approach.

7. Discuss possible endogeneity problems with this approach.
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