[bookmark: _GoBack]EE325 Guideline to answers quiz 6
Gujarati, D.N. (2009) Basic Econometrics. 5th ed. Singapore, McGraw-Hill.
Chapter 10, Question 10.29 (part a-c) (10 points)
(a) and (c) Examining the correlation coefficients between the possible explanatory variables, one observes a very high correlation between the new car CPI and the general CPI (0.997) and between PDI and the new car CPI (0.991). Others are relatively high, but they should remain in the model for theoretical reasons. PDI is also closely related to the employment level, the correlation between the two being 0.972 Therefore, one could drop general CPI and PDI and estimate the following model
(b) If we include all the X variables, this model suffers from collinearity, as suspected.

