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Assignment 2 Simultaneous Equations Model 

 
    

 
Endogenous variables in this system include ​S​t​, ​D​t​, and ​P​Dt  

Exogenous variables in this system include ​P​X2t​, ​P​X3t​, ​P​X4t​, and ​GDP​t  
 

From Data Assignment 2.dta: 
1. State reduce form model of these system models. 
2. Estimate reduce form model using OLS and prediction of the endogenous variables. 
3. Estimate structural form using predicted endogenous variables as independent 
variables in the structural form model. 
4. Estimate the structural models of these system equations using OLS, 2SLS, 3SLS, and 
I3SLS. Concerning on the asymptotic property, which model is the most appropriated 
model? Why? 
5. What do β21 and β22 mean? 
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2. Estimate reduce form model using OLS and prediction of the endogenous variables. 
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3. Estimate structural form using predicted endogenous variables as independent 
variables in the structural form model. 
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4. Estimate the structural models of these system equations using OLS, 2SLS, 3SLS, and 
I3SLS. Concerning on the asymptotic property, which model is the most appropriated 
model? Why? 
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Concerning the asymptotic property, 2SLS is the most appropriate model because OLS 
cannot be used due to the endogeneity problem in the model (OLS would give us bias, 
inconsistent and inefficiency) and the 3SLS and I3SLS is not preferred to use since we do not 
know that there are the specification error in the model or not which might lead us to the 
inconsistent. 

In 2SLS, using reduced form and instrumental variables (IV), the endogeneity problem is 
solved and it gives consistency and efficiency. 
 
5. What do β21 and β22 mean? 

 
β21 represents the price elasticity of demand. If domestic prices change by 1%, how 

many percent change in quantity of domestic demand. 
β22 represents the income elasticity of demand. If GDP which represents the income 

increases by 1%, how many percent change in quantity of domestic demand. 


