Omitted Variables Problem
True Model:
Yi=08g+ 81X+ +0,X0 + B, 1 Xpy1e + 0+ B Xk + &
Misspecified Model:
Yi=00+ 01X+ + 0, X0 + 1wy
where uy = 8, Xy + - - + B Xkt + &

Consider the regressions of the excluded variables on all of the included

variables (in deviation form):

Tri1t = Cr41,1.23,.0T18 + Cry1213,..0%2t + -+ Crp1p1,2,.r—1Trt T Vrg1t

Tt = CK123,.rT1t T CKx213,. . +To + "+ Cxr12,. r—1Trt + VK

where for example, ¢, 41,123, is the regression coefficient on x;; from the regression

of Ty 1 on Tyg , Tog, e, Tpp
It can be shown that

E(B)) = b1+ BriuCri1123,..0 + BryaCrioios, »+ -+ BrCri2s, r

EB,) = B+ BriwCriiriz,..r—1+ BrioCroriz,. rm1+ -+ BrCrr1,23. r—1



Bias Expressions:

E(p,)— B, = Bra1tCri1,1:23,.0 + BrioCri21.23,. 0+ -+ 5KCK,1~2,3,...,7;
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EB,) =B, = BrirCritriz,..r—1+ BrioCrioriz,.rm1+ -+ BrCrri23,.
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