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1. Answer any four questions
2. All questions carry equoaf marks
3.Start each answer on a fresh page

4.Show all workings, where applicable
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QUESTION 1

{(a) Differentiate between a random walk and a stationary time series. [6 marks]
{b) Explain the importance of the error term in a model. {7 marks]
{c} Explain how Ramsey RESET test is used to test for specification errors in regression analysis.
12 marks]

[Total 25 marks]
QUESTION 2
{a) Explain what is meant by identification problem. [5 marks)
(b} Given the model

Co=R+8Y + i, 0<pg <l
Y=C++I(=5,))

Where C is consumption; Y is income; / is investment and S is savings

{1 Identify the exogenous and endogenous variables. [4 marks]
(i} Prove that the reduced form equations are¥, =TI, +I1, I, +w,and C, =1L, +IL Z +w,

respectively. [10 marks]
{iii) If in the preceding mode}, investment expenditure is increased by $1 and marginal propensity

to consume (MPC) is assumed to be 0.8 calculate [ ], and interpret the results.

[6 marks]}
[Total 25 marks]

QUESTION 3

Given the following demand and supply model;

O =a,+aF, +od, + e o, <0,0, > 0. 1
Q=0+BE+LBL  + e, £>0,8 >0.... 2

where Equation 1 is the demand function
Equation 2 is the supply function
Q is quantity
lisincome
Pis price

Miserrorterm
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