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: i b iec or empirical model,
1 would like to suggest that in the future, when you are presented with 4 new piece of theory pi
you ask these questions;

- se does it have . ic dacisions it help with?
(i) What purpose does it have? What cconomic decisions does it ‘ o i heores
(i) Is there any evidence being presented that allows me to evaluate its quality compared to alternat

or models?

1 think attention to such questions will strengthen economic research and discussion.

As we progress through this book, we will come ac
various economic phenomena. For exam
production function, which is basically
In the literature, two of

ross several competing hypotheses trying to explain
ple, students of economics are familiar with the concept of the

a relationship between output and inputs (say, capital and labcfr)_

bb-Douglas and the constant elasticity of subszinafon
utput and inputs, we will have to find out which of the two production
functions, if any, fits the data we]].

The eight-step classical econometric methodology discussed above is neutral in the sense that it can be
used to test any of these rival hypotheses

Is it possible to develop a methodology that is comprehensive enough to include competing hypotheses?
This is an involved and controversial to

pic. We will discuss it in Chapter 13, after we have acquired the
necessary econometric theory.

.4 Types of Econometrics

ltegory, one can approach the subject in the
ition. In this book the emphasis is on assical approach. For the Bayesian

f the chapter.
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' i ¥
TheoTetical Applied
f R
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Figure 1.5 Categories of econometrics,

€conomics and business, such
portfolio theory, etc,

supply functions,
This book is concerned | i

uses, and their limitations, T
business. But this is not a
field of economic applica

: metrics in the sense that it delves deeply i
tion. That job is best Je
10 some of these books

ft to books written specifically for this
are provided at the end of this book. y purpose. References



10 Basic Econometrics

d Statistical Prerequisites

1.5 Mathematical an
¢ author assumes that the reader is familiar with

Although this book is written at an elementary level, th .
 statisti tati ' but nontechnic :
basic concepts of statistical estimation and hypothesis testing. However, a broad al overview of

the basic statistical concepts used in this book is provided in Appendlx-A for the'beneﬁt of those who wp,
to refresh their knowledge. Insofar as mathematics is concerned, a nodding acquaintance with the notions of
differential calculus is desirable, although not essential. Although most graduate level books' In econometricy
make heavy use of matrix algebra, I want 10 make it clear that it is not neefied to study this book. It is
strong belief that the fundamental ideas of econometrics can be conveyed without the use of matrix algeby,
How;vcr. for the benefit of the mathematically inclined student, Appendix C gives th.e summary of bag,
regression theory in matrix notation. For these students, Appendix B provides a succinct summary of the

main results from matrix algebra.

1.6 The Role of the Computer

e bread-and-butter tool of econometrics, these days is unthinkable without the
Believe me, I grew up in the generation of the slide rule!)

Fortunately, several excellent regression packages are commercially available, both for the mainframe and

the microcomputer, and the list is growing by the day. Regression software packages, such as ET, LIMDEP,
SHAZAM, MICRO TSP, MINITAB, EVIEWS, SAS, SPSS, STATA, Microfit, PcGive, and BMD have

most of the econometric techniques and tests discussed in this book.
In this book, from time to time, the reader will be asked to conduct Monte Carlo experiments using one
" exercises that will enable the reader to

or more of the statistical packages. Monte Carlo experiments are “fun
appreciate the properties of several statistical methods discussed in this book. The details of the Monte Carlo

experiments will be discussed at appropriate places.

Regression analysis, th
computer and some access to statistical software. (

1.7 Suggestions for Further Reading

The topic of econometric methodology is vast and controversial. For those interested in this topic, I suggest
the following books:

Heil .de Marchi and Christopher Gilbert, eds., History and Methodology of Econometrics, Oxford
University Press, New York, 1989. This collection of readings discusses some early work on econometric
methodology and has an extended discussion of the British approach to econometrics relating to time series
data, that is, data collected over a period of time.

W.-o‘|cwch W..Charen-lza and' Derek F. Deadman, New Directions in Econometric Practice: General to
Specific Modelling, Cointegration and Vector Autogression, 2d ed., Edward Elgar Publishing Ltd., Hants,
Englafu_i. 1997. The authors of this book critique the traditional approach to econometrics and give a detailed
exposition of new approaches to econometric methodology.

. Aldn:nl(gi Darnell and J. L)fnne Evans, The Limits of Econometrics, Edward Elgar Publishing Ltd., Hants,
ngland, 99. The- book provides a fsomcwhat balanced discussion of the various methodological approaches
to ccononsletncs. with renewed allegiance to traditional econometric methodology . i

Mary S. Morgan, The History of Econometric Ideas, Cambri i -

! il b ridge Universit The
al'xthor Prowdes an excellent }'ustgncaI perspective on the theory and practice of :CE;ZSS, N.ew Y?r: lg':f)éeplh
discussion of the early contributions of Haavelmo (1990 Nobel Laureate i n'letncs, withen ™
the same spirit, David F. Hendry and Mary S. Morgan, The F reate in Economics) to econometrics: In

. oundation of Econometric Analysis, Cambridg®
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