
Computer Exercise 4. Specification Testing 
 
This exercise is one of the required pieces of work for the course. It will 
make up 2.5% of the total marks for this course. 
 
Hand it in to the Economics Office by midday on Wednesday Nov. 22nd

 
Read in the data set cex4.dta from the course web site. The data set is taken 
from the 2004/05 Expenditure & Food Survey which contains information on 
household expenditure and income patterns. The subset of data you have 
been given consists of the following variables for 2804 households 
 
 
sex   gender of head of household (1 =male, 2=female) 
age       age of head of household in years (max. 79) 
expeq    total household expenditure  
edage         age left full-time education  
london     = 1 if lives in London, 0 otherwise 
employed  = 1 if head in work, 0 otherwise 
foodsh  the share of food in total household expenditure  

(the food budget share) 
  
The aim of this exercise is to estimate an “Engel curve” which relates budget 
shares to the log of total household expenditure. 
 
                                           wi = ai + bi*log(x)+u     

Downward sloping Engel curves result when the good in question is 
expenditure inelastic: as total expenditure rises, the expenditure share of the 
good falls, (bi <0). Any good with a negative elasticity is classed as an 
economic necessity – a given increase in income results in a less than 
proportionate increase in expenditure on that good. Upward-sloping Engel 
curves define luxury goods, (bi >0). A given rise in income leads to a more 
than proportionate rise in expenditure on that good so the budget share of the 
good rises. 
 
 
1. Regress the food budget share on the log of household expenditure. 

Interpret the estimated coefficient of this variable. 
 

(10 marks) 
 
2. What is the mean a) age b) household expenditure c) food budget share in 

the sample?  
What proportion of the sample is a) female b) lives in London c) is 
employed ? 
 

Do the data seem sensible? If not remove any suspect observations. Give 
reasons for any removals. 

(10 marks) 



3. Once you are sure that the data are sensible, again repeat the estimate of 
question 1. Comment on your results now compared with those in question 
1. 

(10 marks) 
 

4. Next regress the food budget share on the log of household expenditure 
and on age, Interpret the estimated coefficient on age and comment on the 
reasons for the difference in your estimates on household expenditure from 
question 3. What happens to the standard error on expenditure? What can 
you infer about the correlation between the age and expenditure variables? 
Why? 

(20 marks) 
 

5. Now add age left education, and the female, london and employed dummy 
variables to the regression model. Test the hypothesis that all the right hand 
side variables in the last regression are jointly significantly different from zero, 
(ie that the regression model is a significant fit) 

(10 marks) 
 
6. Does your model pass the Ramsey RESET test of the null hypothesis that 
there are no (higher order) omitted variables in your model? 
 
Note do this manually ie adding a number of higher order powers of the 
predicted variable to the model. 
 

 (20 marks) 
 
7. Test the hypotheses  
i) that the edage, female and London variables have no explanatory power in 
the model 
 
ii) that the coefficients on age and education are equal 
 
iii) that the true effect of log expenditure is -10 
 

(10 marks) 
 
8. What is the estimated effect of living in London on the budget share? Can 
you think of a reason why the London variable has the estimated sign (and 
significant effect) in the regression?  

(10 marks) 
 
 

End 


