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1. NATURE

One of the assumptions which we have made is that the model Should
correctly specified. A model is said to be correctly specified if it includes al L,
the relevant variables and if its functional form is correct Ze. linear or curvilineg
If a model is not correctly specified it is called mis-specified model. lné’"‘.
otherwords, the relevant variables may be excluded and irrelevant vanabyesl'
may be included. Specification of model presupposes the knowledge o

economic theory.
Specification involves three things :
1. Determination of dependent and explanatory variables which will bgf
included in the model. - '

2. Determination of a priori theoretical expectations about the magmtude%
and sign of the parameters of the function.

3. Determination of the mathematical form of the model, e.g., linear, now

linear, simultaneous or single equation model. |

Reason for incorrect specification of economic models are :

(@) Limitation of our knowledge of the variables which are operative.

* (b) Non-availability of required data.

(¢) Imperfection of economic theory itself which forms the basis for if
specification of the model. '

2. TYPES OF THE SPECIFICATION ERROR

Specification error results from :

- () Omission of relevant variables from the function.
(u) Inclusion of 1rre1evant variables in the ﬁmctlon

(uﬂ Omlssxon of the equatxons from the model and »
(,W) Incorrect mathematncal form of the model :
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