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In this computer tutorial, we directly source the current data vintage from the FRED webpage.
This dataset contains 127 monthly U.S. macroeconomic variables. We will use 15 variables (ten
industrial production series and five price series) for the empirical illustration of dynamic factor
methods in the lecture. These variables are in level form, and I transformed them to stationarity
using log differences.

(a) The html file contains the codes, run it and examine the output it produces, along with
the following guidance;

(b) If you are ambitious, you may wish to experiment with including all variables featured in
FRED-MD using the suggested transformation codes by McCracken & Ng (2015) here;

(c) Estimate the dynamic factor model with p = q = m = 1 (i.e. one lag in every equation
and one factor) plot estimates of the factor, compute the log likelihood;

(d) Repeat but with p = 0 (i.e. where the factor equation has no lags);

(e) Repeat but with p = q = 0 (i.e. where the factor equation has no lags);

(f) Estimate dynamic factor models with m = 1, but with various choices for p and q. Use
information criteria to choose the optimal number lags in the equations.
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