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1. Answer Question ONE and any other THREE questions
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This paper consists of 3 printed pages. Please turn over.
QUESTION 1

a) Explain the assumptions of the Classical Linear Regression Model. 












(10mks)
b) Macharia Auto Consultants, a dealer in second hand cars, put an advertisement for used- car selling prices, with age X measured in years and selling price Y measured in thousands of Kshs, for a leading brand of cars.

	X
	1
	2
	3
	4
	5
	6
	7
	8
	9
	10

	Y
	49.5
	42.5
	40.0
	34.0
	30.0
	24.0
	22.5
	15.0
	12.0
	10.0


i).Estimate a regression equation relating X and Y and interpret your results.









(9mks)
ii) Forecast the value of Y when X is 25.2



(3mks)
iii). Construct a 95% confidence interval for the slope of the regression line.











(3mks)
QUESTION 2

a) Distinguish between the disturbance term and the residual.   
(3mks)                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                                        b) Give three reasons why an error term would be included in an econometric        Model.









(6mks)
c) Distinguish between Deterministic and Stochastic Models.
(6mks)                                                                     
QUESTION 3

a) Explain the desirable properties of an econometric model.
 (10mks)
b) Using the following data extracted from XYZ company records, which relates to the ranking of preferences for 12 different brands of spices for two households:
	Brand
	A
	B
	C
	D
	E
	F
	G
	H
	I
	J
	K
	L

	HW1
	9
	10
	4
	1
	8
	11
	3
	2
	5
	7
	12
	6

	HW2
	7
	8
	3
	1
	10
	12
	2
	6
	5
	4
	11
	9


Required: Compute the rank correlation coefficient
.

(5mks)
QUESTION 4

a) Securities X and Y are expected to provide the following returns under 3 different states of nature. Compute the correlation coefficient between the expected returns from X and Y.





   (5mks)
	State of Nature
	Expected Returns

	
	X
	Y

	Recession
	0.06
	0.06

	Normal
	0.15
	0.08

	Boom
	0.22
	0.11


b) Distinguish clearly between Correlation and Regression analysis. (6mks)
c) Write brief notes on the following topics as applied in Econometrics;
i). GAUSS-MARKOV Theorem; 






   (2mks)
ii) Model Specification.







 (2Mks)
QUESTION 5

(a) With appropriate examples, discuss three main goals of econometrics (9mks)
 (b) Why is model specification considered as the most important stage of any econometrics research, yet the weakest point of most econometrics application? 








(6mks)
Some assorted formulas
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