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Abstract

We study a large-dimensional Dynamic Factor Model where: (i) the vector of factors F;
is I(1) and driven by a number of shocks that is smaller than the dimension of Fy; and,
(ii) the idiosyncratic components are either I(1) or I(0). Under (i), the factors F; are
cointegrated and can be modeled as a Vector Error Correction Model (VECM). Under (i)
and (ii), we provide consistent estimators, as both the cross-sectional size n and the time
dimension T go to infinity, for the factors, the loadings, the shocks, the coefficients of the
VECM and therefore the Impulse-Response Functions (IRF) of the observed variables to
the shocks. Furthermore: possible deterministic linear trends are fully accounted for, and
the case of an unrestricted VAR in the levels Fy, instead of a VECM, is also studied. The
finite-sample properties the proposed estimators are explored by means of a MonteCarlo
exercise. Finally, we revisit two distinct and widely studied empirical applications. By
correctly modeling the long-run dynamics of the factors, our results partly overturn those
obtained by recent literature. Specifically, we find that: (i) oil price shocks have just a
temporary effect on US real activity; and, (ii) in response to a positive news shock, the
economy first experiences a significant boom, and then a milder recession.
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1 Introduction

Since the early 2000s large-dimensional Dynamic Factor Models (DFM) have become increas-
ingly popular in the econometric and macroeconomic literature, and they are nowadays com-
monly used by policy institutions. They have been extensively used in policy analysis based on
impulse-response functions (IRF) (Giannone et al., 2005; Forni et al., 2009; Eickmeier, 2009;
Forni and Gambetti, 2010; Barigozzi et al., 2014; Forni et al., 2014; Juvenal and Petrella,
2015; Luciani, 2015; Dahlhaus, 2017), in forecasting (Stock and Watson, 2002; Forni et al.,
2005; Giannone et al., 2008; Luciani, 2014; Forni et al., 2018), and in the construction of both
business cycle indicators and inflation indexes (Cristadoro et al., 2005; Altissimo et al., 2010).

Starting with a large dataset of macroeconomic variables, DFMs are based on the idea
that all the variables in the dataset are driven by a small number of common shocks, their
residual dynamics being explained by idiosyncratic components. The common shocks, which
are pervasive, i.e., they affect all the variables in the dataset, are interpreted as the macroe-
conomic shocks. The idiosyncratic components, which are specific to one or a few variables,
are interpreted as (a) local or sectoral shocks, or (b) measurement errors; hence they are of
little interest in macroeconomic analysis.

Formally, each variable in the n-dimensional dataset x;, ¢ = 1,...,n, is decomposed into
the sum of two unobservable components: the common component x;:, and the idiosyncratic
component &; (Forni et al., 2000; Forni and Lippi, 2001; Stock and Watson, 2002; Bai, 2003).

Moreover, the common components are linear combinations of an r-dimensional vector of

common factors Fy = (Fyp -+ Fp)',
Tyt = Xat + it (1)
Xit = Nt Fie + XioFop + - + A Fre = AjFy, (2)

where >\i = ()\il cee )\ir)/~
Most of the variables contained in macroeconomic datasets are non-stationary; hence, the
factors, and, possibly, also the idiosyncratic components, are non-stationary. When the factors

are non-stationary, it holds that

AF,; = C(L)u,, (3)

where C(L) is an r x g square-summable matrix in the lag operator, and us = (w1 -+ ug)’
is a g-dimensional orthonormal white-noise vector of common shocks.

The goal of this paper is to estimate the IRFs of the common components x;;, and therefore
of the variables x;;, to the common shocks u; in the non-stationary DFM defined by (1)—(3),
i.e., to estimate )\;% Specifically, we consider the general case in which: (i) the factors are
I(1), singular, and cointegrated, (ii) the idiosyncratic components are either (1) or 1(0), and

(iii) the presence of deterministic linear trends is explicitly taken into account. As we discuss



in Section 2, all these are relevant features in macroeconomic datasets.

The common practice in the applied DFM literature consists in taking first differences of
the non-stationary variables x;;, thus obtaining a stationary dataset Ax;; with stationary fac-
tors AF;, and then applying principal components to Ax;¢, which yields consistent estimates
of AF; and the loadings A;. An estimate of C(L) and wu; is then obtained by estimating a
VAR for AFy, see e.g., Forni et al. (2009). Finally, all the identification techniques, based
on macroeconomic theory, that are used in Structural VAR analysis (SVAR) can be applied
also in the DFM setting with no modification to obtain structural shocks and IRFs—see for
example Forni et al. (2009), Bai and Wang (2015), and Stock and Watson (2016).

However, it is well known that if the factors are cointegrated, then a VAR for AF; is
not an admissible representation. Rather, we should write a Vector Error Correction Model
(VECM) for Fy, i.e., a VAR for F; with r—c unit roots, where c is the cointegration rank of F;.
Therefore, in order to obtain consistent estimates of the IRFs we need to consider estimation
of a DFM with I(1) cointegrated factors.

The crucial question then is: are the factors likely to be cointegrated? The answer is “yes,”
and there are two main reasons why this is the case. Firstly, as predicted by macroeconomic
theory, some of the macroeconomic shocks u; permanently affect the economy (e.g., techno-
logical shocks), while some others (such as monetary policy shocks or oil price shocks) have
only transitory effects. In other words, in (3) the matrix C(1) is likely to have reduced rank,
which is equivalent to saying that the common factors are cointegrated.

Secondly, Barigozzi et al. (2020) show that if F, is a singular stochastic vector—i.e., r,
the dimension of Fy, is greater than ¢, the dimension of us—then the common factors are
cointegrated with cointegration rank ¢ = r — ¢+ d, where 0 < d < g, so that the cointegration
rank is at least » — ¢. Moreover, under the assumption that the entries of C(L) are rational
functions of L, F; has the VECM representation:

G(L)AFt + Ol,BIFt_l =h+ Kut, (4)

where a and 3 are both r x ¢ and full rank, K is r x ¢, and G(L) is a finite-degree matrix
polynomial. Therefore, it is legitimate to ask: are the factors likely to be singular? Once
again, the answer is “yes.” Indeed, as pointed out in several papers, e.g., Bai and Ng (2007),
Forni et al. (2009), and Stock and Watson (2016), equation (2) is just a convenient static rep-
resentation derived from a “deeper” set of dynamic equations linking the common components
Xst to the common shocks u;. Moreover, singularity of F; is strongly supported by empirical
evidence, see, e.g., Giannone et al. (2005), Amengual and Watson (2007), Forni and Gambetti
(2010), Luciani (2015) for US macroeconomic databases, Barigozzi et al. (2014) for the euro
area.

So far, the literature has proved consistency (and derived the rate of convergence) for an

estimator of the IRFs for DFMs when either the variables are stationary or can be transformed



to stationarity by differencing, i.e., when the factors are not cointegrated (Forni et al., 2009).
However, the literature has not studied estimation of IRFs when the factors are cointegrated,
which, as argued above, is a relevant empirical case in macroeconomics. Our paper fills this

gap by proposing two estimators.

A. Having estimated the loadings A; and the factors Fy, the first estimator is obtained by
fitting a VECM as in (4) on the estimated factors. We show that, as n,T" — oo our estimator
of the IRFs is consistent and converges with a rate that not only depends on n and T', but
also on the number of idiosyncratic components that are (1), and on the number of variables

for which a deterministic trend is present.

B. As an alternative to the estimator of the IRFs based on the VECM, we prove consistency
of the IRFs obtained by means of an unrestricted VAR in the levels for the estimated factors.
Like in the standard VAR analysis, this approach is consistent at each given lag but it does
not provide consistent estimates of the long-run features of the IRFs, see also Phillips (1998).
This result is corroborated by a numerical exercise in which the VECM and the unrestricted
VAR performances are close at short horizons, whereas at long horizons, the VECM performs
better.

Both our estimator of the loadings, which is based on principal component analysis on
differenced data, and our estimator of the factors are closely related to those proposed by Bai
and Ng (2004). However, our estimator of the factors, although asymptotically equivalent to
the one proposed by Bai and Ng (2004), has important finite sample differences owing to a
different estimation of the trend slope. A numerical comparison shows that our estimator of
the factors tends to perform better than the one proposed by Bai and Ng (2004) for estimation
of IRFs.!

Our results can be applied, with minor modifications, also to a Factor Augmented VAR
(FAVAR) (Bernanke et al., 2005; Bai and Ng, 2006) with I(1) variables. Indeed, FAVARs are
equivalent to a restricted version of DFMs (Stock and Watson, 2016).

The potential advantages of our proposed approach are illustrated by means of two em-
pirical applications. In the first application, we study the effects of oil price shocks on the
US economy. We compare the IRFs estimated with a non-stationary DFM, as proposed in
this paper, with those obtained by Stock and Watson (2016) with a stationary DFM, and
we show that once we account for cointegration in the common factors, the estimate of the
long-run effects of an oil price shock changes dramatically. Indeed, while Stock and Watson
(2016) estimate that oil price shocks have persistent effects on the US economy, we find that
the effects of an oil price shock vanish after five to eight years, a finding consistent with the
idea that only technological shocks are capable of having a permanent effect on the real side

of the economy.

!Note that since we allow for the idiosyncratic components to be I(1), the approach of estimating the
factors by principal components in levels, as in Bai (2004), is not valid.



In the second empirical application, we study the effects of news shocks on the US economy.
To do so, we compare the IRFs estimated with a non-stationary FAVAR, where the factors are
either extracted as proposed in this paper, or as proposed by Forni et al. (2014), i.e., under
the assumption that all the idiosyncratic components are I(0). The IRFs obtained with our
approach partly overturn the results in Forni et al. (2014) in that we find that in response
to a positive news shock, hours worked respond positively, and the economy experiences a
significant boom, and then a milder recession.

Lastly, let us mention that our non-stationary DFM has recently been used by Alessi and
Kerssenfischer (2019) to study the response of asset prices to monetary policy shocks. When
estimated using a standard SVAR, the response is very slow and not statistically significant.
However, by using our non-stationary DFM, Alessi and Kerssenfischer (2019) find strong and
quick asset price reactions, both on euro area and US data.

The paper is organized as follows. In Section 2 we present the model and its assump-
tions. Section 3 establishes consistency and rates for our estimators of the IRFs. In Section
4 we propose an information criterion to determine the number of permanent shocks ¢ — d,
which allows us to infer the cointegration rank of the factors. In Section 5, by means of a
MonteCarlo simulation exercise, we study the finite sample properties of our estimators. Fi-
nally, in Section 6 we apply our methodology to a US quarterly macroeconomic dataset and
in two separate exercises we study the impact of oil price and of news shocks. In Section 7
we conclude. The proofs of our main results are in Appendix A. A complementary appendix
contains the proofs of all lemmas, details on identification of the IRFs, a comparison with
FAVARs, and additional numerical results.

2 The non-stationary Dynamic Factor model

2.1 I(1) vectors and cointegration

Throughout the paper, we will adopt the following definitions for I(0), I(1), and cointegrated
stochastic vectors. They are standard and hold both for non-singular vectors, as in all text-
books (see, e.g., Johansen, 1995, Ch. 3), and for singular vectors.
(I) Consider an r x ¢ matrix A(L) = Ag+ AiL+ -, with the assumption that the series
>0 A ;27 converges for all complex number z such that |z| < 1+ § for some § > 0.
This condition is fulfilled when the entries of A(L) are rational functions of L with no
poles inside or on the unit circle (the VARMA case). Given the r-dimensional stationary
stochastic vector
z = A(L)vy,

where v; is a ¢-dimensional white noise, ¢ < r, we say that z, is 1(0) if A(1) # 0.
(IT) The r dimensional stochastic vector z; is I(1) if Az, is 1(0).
(ITT) The r-dimensional I(1) vector z; is cointegrated of order ¢, 0 < ¢ < r, if (1) there exist



linearly independent r-dimensional vectors B, k = 1, ..., ¢, such that 3}z, is stationary,
(2) if v’z is stationary then - is a linear combination of the vectors G.

Some important properties for our model follow from these definitions.

Remark 1

(a) Some of the coordinates of an I(1) vector can be stationary.

(b) If one of the coordinates of the I(1) vector z; is stationary, then z; is cointegrated.

(c) The cointegration rank of z; is equal to r minus the rank of A(1).

(d) It easy to see that z; is cointegrated with cointegration rank c if and only if z, can
be linearly transformed into a vector whose first ¢ coordinates are stationary and the
remaining r — ¢ are I(1). For, let z; be cointegrated of order ¢ with cointegration vectors
Br,k=1,...,c. Let B=(B1 -+ Bc) and B = (3 ), where 8, is an r X (r — ¢) matrix
whose columns are linearly independent and orthogonal to the columns of 3. Then, the
first ¢ coordinates of z; = B’z are stationary while the remaining r — ¢ are I(1).

(e) Note that if z; is I(1) and r > ¢, then obviously z; is cointegrated with cointegration rank

at least r — ¢, that is, c= (r —q) + d with 0 < d < q.

2.2 Assumptions on common and idiosyncratic components

Define x; = (21 -+ @nt)'s ¢ = (Xae -+ xot)'s & = (&0 -+ &u)'s A= (A1 -+ Ap)". Then,
the non-stationary DFM that we consider in this paper and given in equations (1) and (3)

become:

x¢ =Xt +& = AF; + &, (5)
AFt = C(L)ut (6)

Firstly, we suppose that F; has two equivalent representations: an ARIMA and a VECM.

Specifically, we assume the following.

Assumption 1 (Common shocks and common factors)
(a) wy = (w1t -+ ug)' is a strong orthonormal q-dimensional vector white noise, i.e., Eu;] =
04, E[usuy] =1, and u; and u,_y are independent for any k # 0, moreover E[u?t] < M,

for some positive real My independent of j.

(b) The r-dimensional stochastic vector ¥y is I(1) and has the ARIMA representation
S(L)AFt = Q(L)ut, (7)

where: (i) S(L) is an r X 1 finite-degree matriz polynomial with det(S(z)) # 0 for
|z| < 1; (i) S(0) = 1,; (ui) Q(L) is a finite-degree r X q matriz polynomial, Q(1) # 0;
(iv) tk(Q(0)) = q. Note that, defining d = ¢ —rk(Q(1)), so that 0 < d < q, the cointegra-
tion rank of Fy is ¢ = r —rk(Q(1)) = (r — q) + d, see Remark 1, (c).



(¢) The vector Fy has the VECM representation
G(L)AFt + Oé,@/Ft,1 =h + Kut, (8)

where: (A) a and B are full rank r x ¢ matrices; (B) K = Q(0); (C) h is a constant
vector; (D) G(L) is a finite-degree matriz polynomial with G(0) = I,.
(d) TH(E[AF:AF}])) = r and E[AF?] > E[AFJ%] >0, foranyi,j=1,...,7 withi < j.

(e) The number of common shocks and factors q and r are finite integers independent of n.

Condition (a) is stronger than the usual assumption made in a stationary setting, in which
u, is just required to be white noise, and it is equivalent to Assumption B in Bai and Ng (2004).
Condition (b) implies that C(L) = S(L)"'Q(L) in (6), and therefore that the vector F; has
rational spectral density. Regarding (c), by combining the Granger Representation Theorem
(Engle and Granger, 1987) with recent results on singular stochastic vectors, see Anderson
and Deistler (2008), Barigozzi et al. (2020) prove that a VECM representation like (8), with
a finite degree G(L), holds generically, i.e., except for a negligible subset in the parameter
space, under the assumptions that F; is singular with rational spectral density. This is the

motivation for assuming here the existence of representation (8).

Remark 2 As a consequence of Assumption 1 (b), in (6) we have rk(C(1)) = g — d; hence
we can write C(1) = v¥n’, where v is r x ¢ —d and 1 is ¢ X ¢ — d and both have full-rank.
Therefore, by defining 17, as the g x d matrix whose columns are independent and orthogonal
to the columns of 1, we can always transform w; as v, = (vi, vh) = (n m.)u:, where
vt has dimension ¢ — d while vo; has dimension d, such that the ¢ — d shocks in vq; have
a permanent effect on F;, whereas the d shocks in vo; have a transitory effect. Thus the
number of permanent shocks is 7 minus the cointegration rank (since ¢ —d = r — ¢), as in the
non-singular case, while the number of transitory shocks d is the complement to ¢, not r, as

though r — ¢ transitory shocks had a zero coefficient.
We then make the following assumptions on the factor loadings.

Assumption 2 (Loadings) (a) Asn — oo, n 71 A’A — L; (b) || X < C, for some positive
real C' independent of i.

Condition (a) implies that the r factors are not redundant, i.e., no representation with a
number of factors smaller than r is possible. In particular, note that Assumptions 1 (d) and 2
(a) are common identifying assumptions imposed in stationary factor models, see, e.g., Stock
and Watson (2002).2 The following remark shows that this choice has no implication for IRF

estimation.

2Equivalently, we could assume E[AF;AF;] = I, and n 'A’A — V, as n — oo, with V positive definite
and with distinct eigenvalues, see, e.g., Fan et al. (2013).



Remark 3 In model (5) the factors F; are not identified. For, given the non singular r x r
matrix H,

x; = [AH] [H'Fy| + & = A*F; + €. (9)

Using F} implies changes in the matrices in (6), (7), and (8) and the loadings that are easy

to compute:

A*=AH, S*(L)=H7'S(L)H, Q*(L)=H"'Q(L), C*(L)=H"C(L),
G*(L)=H!'G(L)H, o*=H'a, g*=HE, K'=H 'K

Note that A*C*(L) = AC(L), so that the raw IRFs of the ’s with respect to u;, corresponding
to the factors F} and to the factors F; are equal. As a consequence, identification of the IRFs
based on any economic criterion is independent of the particular factors used, i.e., of the
identifying assumptions imposed on F; and A. In this respect, although Assumptions 1 (d)
and 2 (a) might seem restrictive, they are innocuous and are particularly convenient in proving
consistency of the estimated factors up to a sign. The theory developed in the next section
can be adapted to allow for other identifying constraints.

Furthermore, because the factors F; are identified up to a linear transformation and in
view of Remark 1 (d), the question of whether some of the factors are stationary while the
remaining ones are /(1) is perfectly equivalent to the question of whether and “how much” the
factors are cointegrated, see Bai (2004). In other words, the case of I(0) factors is implicitly
considered under condition (c), whereas we do not consider in this paper the case of I(2)

variables.
Regarding the idiosyncratic components we assume the following.

Assumption 3 (Idiosyncratic components) For any i € N,
(1 = pil)&it = di(L)ei, (10)

where
(a) e = (€1t -+ ent) is a strong n-dimensional vector white noise, i.e., E[e;] = 0y, E[eie}] =
G, and e; and e,y are independent for any k # 0, moreover E[|e;|"" |e¢|"?] < Ma, for

some positive real Mo independent of i and j and any k1 + kg = 4;

(b) T§ is positive definite and such that max;j—1,_n > ..y |Elcicji]| < Ms, for some positive
real M3 independent of n;

(c) di(L) = 72 o dik, with > 72 k|dix| < My, for some positive real My independent of i;

(d) |pi| <1, so that I(1) idiosyncratic components are allowed;

(e) uj and €5 are independent for any j =1,...,q, 1 €N, and t,s € Z.

Condition (a) is similar to Assumption C(i) in Bai and Ng (2004) but is less stringent since
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we here require only order finite moments as compared to finite order moments. Con-
dition (b) allows for contemporaneous cross-sectional dependence of the idiosyncratic shocks,
;. In particular, we require a mild form of sparsity as proposed by Fan et al. (2013) and often
found empirically, see, e.g., Boivin and Ng (2006), Bai and Ng (2008), and Luciani (2014) in
a stationary setting. As a consequence, the components of A&; are also allowed to be both
cross-sectionally and serially correlated.

Condition (c) in Assumption 3 implies square summability of the matrix polynomials in
(10) so that & is non-stationary if and only if p; = 1. Assuming that |p;| < 1, that is, all
idiosyncratic components are stationary, implies that any p-dimensional vector (z;, ¢ - - - azip,t)’ ,
with p > ¢ — d + 1, would be cointegrated—for example, if ¢ = 3 and d = 0 then all
4-dimensional sub-vectors of x; are cointegrated (3-dimensional if d = 1). Moreover, when
applying the test proposed in Bai and Ng (2004) on the US macroeconomic time series analyzed
in Section 6, and typically analyzed in the empirical DFM literature, we found that the unit
root hypothesis is not rejected for nearly half of the estimated idiosyncratic components.
Finally, condition (e) is in agreement with the economic interpretation of the model, in which
common and idiosyncratic shocks are two independent sources of variation.

It can be shown that Assumptions 1 through 3 imply that the r largest eigenvalues of the
covariance matrix of Ax; diverge linearly in n, while the remaining n — r stay bounded (see
Lemma D2 in the complementary appendix for a proof). This result allows us to estimate the
number of factors r, while analogous results on the eigenvalues of the spectral density matrix
of Axy, allow the estimation of ¢ and the cointegration rank c of the factors Fy, see Section 4
for details.

We conclude with the following assumption, which has the consequence that x, = 0,

&, = 0, and x; = 0,, a requirement commonly made in unit root analysis.
Assumption 4 For alli € N andt <0, u; = 04, and e;s = 0.

In practice, when dealing with macroeconomic time series, deterministic linear trends
can also be present; hence we typically do not observe x;, but the n-dimensional vector
vt = (Y1t - - ynt)’, such that

Yit = a; + bit + @i, (11)

where a;,b; € R, and x;; satisfies Assumptions 1 through 3.

For series belonging to the real side of the economy, e.g., GDP, b; is likely to be strongly
significant; however, for nominal series, e.g., inflation, b; is likely to be not significantly dif-
ferent from zero. Indeed, when considering the US macroeconomic time series analyzed in
Section 6, we reject the null-hypothesis b; = 0 for only about half of the series (see Appendix
A4 for details on the adopted testing procedure). Consequently, we introduce the following
assumption that poses an asymptotic limit to the number of series with a deterministic linear
trend.



Assumption 5 Let ny be the number of variables among yit, - . -, Ynt for which b; # 0, then,
ny = O(n") for some n € [0,1).

3 Estimation

The object of interest of this paper is the true IRF of x;, for ¢ = 1,...n, to the shock w;, for
j=1,...,q, which we denote as (see also (5) and (6))

o) = | 25|, (12)
where A/ is the i-th row of A, c¢;(L) is the j-th column of C(L), and the notation used is
convenient and makes sense, provided that we do not forget that such IRF is not square
summable. Note that in view of (11) the IRF in (12) has to be interpreted as a deviation from
the deterministic linear trend.

We follow a procedure similar to Forni et al. (2009) in the stationary setting: (i) we estimate
the loadings, the common factors, their VECM dynamics and the raw (non-identified) IRFs,
(ii) we identify the structural common shocks and IRFs by imposing a set of restrictions based
on economic logic. We now describe in detail these steps and study the asymptotic behavior
of all our estimators for both n and 7" tending to infinity.

Note that, in practice, the number of common factors r, of common shocks ¢, and of the
cointegration relations ¢ = r—g-+d is unknown, and in Section 4, we show that these quantities
can be consistently estimated with probability tending to one, as n,T7 — oo. Therefore,
throughout this section, we can assume that r, ¢, and ¢ are known.

Hereafter, we denote estimated quantities with a hat, like in ./A\, without explicit notation
for their dependence on both n and T'. We also denote the spectral norm of a matrix B by
IB|| = (uBB)Y/2, where BB is the largest eigenvalue of B'B.

3.1 Loadings and common factors
Assume to observe the n-dimensional vector y; = (yi; - - ynt)' satisfying (11) over the period
t=1,...,T, then the model for Ay;; = yit — ys—1 wWith t = 2,...,T, reads

Ay = by + Axyy = by + A;AFt + A& (13)

We first present and discuss our approach to estimation of loadings and common factors,
and in Lemma 1 below, we prove their asymptotic properties. Then, in Remark 5 below, we
compare our estimators with those in Bai and Ng (2004).

The loadings estimator is computed by principal component analysis on the differenced

data. Let f‘g be the n x n sample covariance matrix of Ay; = (Ayys---Ant) and let W be

10



the n x r matrix with the right normalized eigenvectors of f‘g, corresponding to the first r

eigenvalues, on the columns. Our estimator of the loadings matrix A is given by
A=+vnW. (14)

In order to estimate the common factors, we explicitly introduce an estimator of the slope
coefficients b;. Consider the set Z; of values of i such that b; # 0, then for any i € 7, we

de-trend y;; by least squares regression on a constant and a linear trend, giving the estimator

5 S (t— T (g — )

i T
Yo (= )2

: (15)

where g; is the sample mean of y;;. If instead i € Z7, we set BZ = 0. In practice 7; is unknown
and in Appendix A.4 we introduce a test for the null-hypothesis that b; = 0 foralli =1,...,n.
In particular, we show that as n,T" — oo the probability of type I and type II errors of our
testing procedure tends to zero, hence hereafter, we can assume that Z; is known.

By defining Z;; = yir — git, our estimator of the common factors is given by projecting

Xt = (1 -+ - Tpe) onto the estimated loadings:
1 1 ¢
F; = EAlﬁt = ﬁ Zl AiTit. (16)
P

Consistency of this procedure is proved in the following Lemma.

Lemma 1 Let Assumptions 1 through 4 hold. Then, there exists an r X r diagonal matrix J
with entries =1, depending on n and T, such that, as n,T — oo, (i) for all i, ||;\’Z - A =
Op(max(n=1/2,T=Y2)). If also Assumption 5 holds, then: (i) for all i € Ty, \/b\l —b| =
0, (T~/?); (iii) given t, T-12|F, — JF,| = O, (max(n=/2,7=1/2 n~=(=n))),

Notice that, since for different values of n and T' we get different estimators of the loadings
3\2- and the factors ﬁt, then in general also the matrix J depends on n and 7. However, in
light of Remark 3 above and as shown in the proofs of Propositions 1 and 2 below, such
indeterminacy poses no problem for consistency of estimated IRFs.

The result on the loadings estimator which is obtained from the differenced data, is derived
in a way that is similar to the approach used by Stock and Watson (2002), Forni et al. (2009),
and Fan et al. (2013). The result on the factors estimator is new and the next remark provides

an intuition for it.

Remark 4 An immediate consequence of Lemma 1 is that if all series have a deterministic

linear trend, i.e., 7 = 1, then f‘t is not a consistent estimator of the common factors F;.

11



Indeed, first note that, since Z;; = v —/b\it, because of (11) we can re-write (16) as

Z)\let—k Z)\Zal+ Z}\ (17)

lGIb

Then, since x4 = N;F; + &, from (17) it follows that the factors estimation error is

1
ﬁ(Ft JF,) = fz Xl + \FZAZQZ Z)\ bi)t+op(1),  (18)

’LEI

where the last term on the right hand side is the loadings estimation error (see part (i) of
Lemma 1 above). Now, while the first term on the right-hand-side of (18) is O,(n~'/2) and
the second term is Op(T ~1/2) the third term due to the linear deterministic trends will not
vanish unless n < 1. As already discussed above, the assumption 1 < 1 is realistic for a typical
macroeconomic dataset. In an extensive numerical analysis conducted in Section 5 and the
complementary appendix, we show that our estimators perform well even for values of 7 close

to one.

In Bai and Ng (2004) principal component analysis on differenced data Ay; is used to
compute both the loadings estimator and an estimator Af‘t of the differenced factors. An
estimator F; of Fy is then computed as F, = 2222 Af‘s. In the next Remark, we compare

the two approaches.

Remark 5 First, from Lemmas 1 and 2 in Bai and Ng (2004) it follows that AF, is a
consistent estimator of J(AFs — AF), where AF is the sample mean of AF;, and, therefore,
T-12|F, — JF; + JF, + J(Fr — F1)(t — 1)/(T — 1)|| = 0p(1), as n,T — oo. So F; is a
consistent estimator of F; only up to a location shift. Although, this result is enough for the
purposes of testing for unit roots, as in Bai and Ng (2004), it is not enough for the purposes
of the present paper.

Second, because AF, is estimated by principal components that require each Ay;; to be
centered, Fy is estimated as if the data where de-trended by using Ay; = (T—1)"t Zthz Ay
as an estimator of the slope. More precisely, since AF, = n! S Xi(Ayis — Ay;), from (13)

we immediately have

Ft = Z Azxzt - - Z Azle + — Z >‘ Ayz (t - 1)

lEIb

By comparing this expression with the one obtained for f‘t in (17), we see that, because of the
two different de-trending procedures, the two estimators differ just by a constant term and a

term linear in ¢. Then, it is clear that also F; is a consistent estimator if and only if n < 1.
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Third, although F; and f‘t are asymptotically equivalent (both /b\z and Ay, are VT-
consistent estimators of b;), there is an important finite sample difference. Indeed, since the
principal components Af‘t have zero sample mean by construction, we always have f‘l = f‘T,
thus fixing the estimator at 7" equal to the initial condition which can be arbitrarily specified.?
Instead, when using our approach based on ?)\i, since in general Z;; # Z;7, from (16) we also
have that in general f‘l %+ f‘T. A numerical comparison of the finite sample properties of the
two methods, which is shown in Section 5 and the complementary appendix, suggests that

our estimation method is to be preferred.
We conclude with the following remark on the role of the intercept term a;.

Remark 6 Although in (11) we have not assumed a; to be zero, we have not included any
estimator of the intercept when deriving F, in (16). Indeed, no consistent estimator of a; is
available in the present setting. Nevertheless, the results in Lemma 1 hold irrespectively of
the choice of such estimator, and therefore, without loss of generality, we can always set a; = 0

for all 7.

The same comment applies to the factor estimator by Bai and Ng (2004), where
usually the condition f‘l = 0, is imposed. Note that by Assumption 4, we have a; = y;o,

which is not observed, therefore, for simplicity, we let also a; = 0 in the following.?

3.2 IRFs when estimating a VECM for the common factors

We now turn to estimation of the VECM in (8), with ¢ = r — ¢ 4 d cointegration relations,

see Assumption 1:

p
AFt = a/B/Ft,1 + Z GkAFt_k + Wy, Wi = Kut. (19)
k=1

As a consequence of Assumption 4 we set h = 0.

Different estimators for the cointegration vector, 3, are possible. As suggested by the
asymptotic and numerical studies in Phillips (1991) and Gonzalo (1994), we opt for the estima-
tion approach proposed by Johansen (1995). Although typically derived from the maximization
of a Gaussian likelihood, this estimator is nothing else but the solution of an eigen-problem

naturally associated to a reduced rank regression model, where no specific assumption about

3Note that we can also write

ZA Z Ayis — Ayi) = %Z {yu %(yn —vi1)|,

then f‘l =0, and ﬁT =0,.

*Equivalently, we could set @; equal to any generic value and then in (16) use Ty = yit — bit — a; for
estimating F,.

SNote that if this were not the case, then we could weaken Assumption 4 to allow for E[F;] = ¢ with

c=(c1---¢;) with ¢; # 0 for some j = 1,...,r, such that a; = Ajc. In this case, we would need to estimate
both the VECM in (19) and the VAR in (25) including also a constant term.
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the distribution of the errors is necessary in order to establish consistency, see, e.g., Velu et al.
(1986).

We briefly review estimation of the VECM in (19) when using the estimated factors f‘t,
instead of the unobserved Fy, and when setting p = 1, for simplicity.® Denote as €y, and €y,
the residuals of the least squares regressions of AF; and of F,_1 on Aft_l, respectively, and
define the matrices gij =71 Zthl €;:€);,. Let fi; be the j-th largest eigenvalue of the matrix
(Si1 — §10§501§01). Then, following Johansen (1995), the estimator of the ¢ cointegration
vectors, Bl, .. ,Bc, are such that, for any j = 1, ... ¢, they solve (§11 —§10§501§01)3j = /’Ijﬁj.
The vectors ,@j are then the ¢ columns of the estimated matrix ,@ The other parameters of
the VECM, a and G, are estimated in a second step as the least squares estimators of the
regression

AF, = a(BF; 1) + GIAF, | +w,.

From this regression, we also obtain the vector of residuals w;, which is an estimator of
w;. Denote the r x r sample covariance matrix of w; as f‘g Let WY be the r x q matrix
with the right normalized eigenvectors of f‘w, corresponding to the first g eigenvalues, on the
columns, and let MY be the q X q diagonal matrix of those eigenvalues. Then, the estimators
of K and the common shocks u; are given by K = {7\V‘”(M“’)1/2 and u; = (ﬁw)_l/wa'vAvt,
respectively.

A VECM(p) with cointegration rank c can also be written as a VAR(p+ 1) with r — ¢ unit
roots. Therefore, after estimating (19), we have the estimated matrix polynomial AVECM (L) =
I — Zig AZECML"f , with coefficients given by

AYPM = Gy —af +1,,
AyPM = Gy — Gy y, fork=2,...,p, and AP = G, (20)

such that rk(;‘;VECM(l)) = rk(&B\’) = c¢. Then, for i = 1,...,n and j = 1,...,q, the raw
(non-identified) IRFs estimator is defined as

_ e -1~
L) = X [AD)] K, (21)

ij
where X; is the i-th row of K, Ej is the j-th column of K.

As we show in Proposition 1 below, K is a consistent estimator of K only up to right
multiplication by an orthogonal ¢ x ¢ transformation R. Therefore, the IRFs in (21) are in
general not identified unless we also estimate R and economic theory tells us that the choice
of the identifying transformation can be determined by the economic meaning attached to the
common shocks, u;. In general, for a given set of identifying restrictions, R depends on the
other parameters of the model, that is, it is determined by a mapping R = R(A, A(L), K).

5We refer to Johansen (1995, Chapter 6) for a detailed description of the estimators in the case p > 1.
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In the typical case of just- or under-identifying restrictions, to estimate R we just have to
consider the ¢ rows of the raw estimated IRFs, denoted as i[q} (L), corresponding to the
economic variables which are relevant for identification of the shocks, and then we define
the estimator R such that &)[q] (L)f{ satisfies our desired restrictions. In this case, due to
orthogonality, an estimator R is obtained by solving a linear system of ¢(q — 1)/2 equations
with ¢(¢ — 1)/2 unknowns, which depends on i[q](L) and therefore on A, K"ECM(L), and
K. Among the most common identifying restrictions considered in the literature there are
the zero impact restrictions (imposed on ;I\>[q](0)) and the long-run restrictions (imposed on
;I;[q](l)), see Section 6 for two examples.

The estimated and identified IRFs are then defined by combining the estimated parameters
and the identification restrictions. In particular, fori =1,...,nand j =1,...,q, the dynamic
reaction of the i-th variable to the j-th common shock is estimated as

A;;ECM(L) _ ’)\‘; [KVECM(L)} -t R/I‘\j, (22)
where 3\\; is the i-th row of A, T; is the j-th column of R.
Consistent estimation of (22) in presence of estimated factors, is possible under the fol-

lowing additional assumption.

Assumption 6

(a) Let ny be the number of I(1) variables among &y, ..., &ni. Then, ng = O(n?) for some
de0,1);

(b) let Iy and Iy be the sets {i < n, such that & is 1(0)} and {i <n, such that &; is I(1)},
respectively, then, n™" >,z > e, [Eleucji]| < My, for some v < & and some positive
real Mg independent of n.

Under condition (a), we put an asymptotic limit to the number of I(1) idiosyncratic
components, i.e., those &; such that p; = 1, see Assumption 3 (d). Their number n; can grow
to infinity but more slowly than the number of the I(0) components. As already discussed, this
assumption seems realistic in typical macroeconomic datasets. Moreover, the numerical results
in Section 5 and the complementary appendix show that our estimators perform well even for
values of § close to one. Finally, with reference to the partitioning of the vector of idiosyncratic
components into I(1) and I(0) coordinates, condition (b) limits the dependence between the
two blocks more than the dependence within each block, which is in turn controlled by Lemma
D1.7

We then have consistency of the estimated VECM parameters and the IRFs. For simplicity,

we assume that the degree of ;‘;VECM(L) in (22) is p = 1, the generalization to any degree,

"We could, in principle, consider any v < 1, in which case the rates of convergence of Proposition 1 below
would also depend on ~. However, since the main message of those results would be qualitatively unaffected,
we impose, for simplicity, v < §.
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p > 1, being straightforward.

Proposition 1 (Consistency of Impulse-Response Functions based on VECM)
Define ¥y,15, = max (T1/2n_(1_(5+77)/2),Tl/Qn_(l_”),n_(l_‘s)/Q,n_(l_”)/z,T_l/Z). Let As-
sumptions 1 through 6 hold and assume T1/2/n — 0, as n,T — oo. Then, there exists a
¢ X ¢ orthogonal matriz Q depending on n and T, such that, as n,T — oo, (i) H,@ —-JBQ| =
Op(T_l/zﬁnTjg,n); (ii) |a — JaQ|| = Op(Vn1,55); (iii) ||él —JGJ|| = Op(Vn1,5,); where J
is defined in Lemma 1.

If we further assume that there exists an integer i such that K'K has distinct eigenvalues
form > n, then there exists a q X q orthogonal matriz R, depending on n and T, such that, as
n,T — oo, (iv) |K — JKR/|| = Op(Unrsn); (v) given t, |[u;y — Ruy|| = Op(Vn1,50)-

~

Denote as ¢iji the k-th coefficient of the polynomial ¢;;(L) in (12) and as ;7" the k-th

coefficient of the polynomial ngbi‘gECM(L) in (22). Then, as n,T — oo, (vi) given i,j and k,

9357 = bigkl = Op(nt50); (vit) given i and j, limy—o0 |9}57M — biji| = Op(InT,50)-

The rate of convergence in Proposition 1 is determined by 9,7, and we can distinguish
two cases depending on the ratio §/n being greater or smaller than one or in other words
depending on whether the number of series with I(1) idiosyncratic components dominates
over the number of those with linear trends or vice versa. First, consider the case d/n > 1,

then, we have

Tl/Qn_(l_(§+77)/2) lf Tl/(2—5—77) <n S '1”1/(1—77)7
ﬁnT,&,n = n_(l_d)/Q if Tl/(l_n) <n< Tl/(l—é)’ (23)
T-1/2 it n>7TY0-0)

while, when /1 < 1 we have®

TY2p=A=n) 4f 71/ @=20) o p < 71/A-n)
ﬁnT,é,n - { o (24)

T-1/2 if n>T/0-m,

The conditions 6 < 1 and i < 1, required in Assumptions 5 (a) and 6 (a), are then
necessary for consistency. As already mentioned above, both conditions are realistic in typical
macroeconomic datasets. The condition ¥,75, — 0, as n,T" — oo, is instead sufficient to
guarantee consistency, and it implies that at least we must have T%2/n — 0 (when § =
n =0), a typical constraint when considering estimation of factor augmented regressions in a
stationary setting, see, e.g., Bai and Ng (2006). However, when § > 0 and/or n > 0, we need n
to grow faster than v/T in order to have consistency and, in particular, if Tl/(l_ma"((s’n))/n — 0,
then the classical v/T-consistency, in principle, can still be achieved.

The rates in (23) and (24) are the consequence of our two-step estimation procedure: when

estimating a VECM using the estimated factors, the estimated coefficients have an error which

81f § = n then (24) coincides with (23).
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grows with 7', however, since the estimated factors are cross-sectional averages of the x’s (see
also (16)), we can keep such error under control by allowing for an increasingly large cross-
sectional dimension, n. The following remarks provide some more intuition about the role of

¢ and 7 in the results in Proposition 1.

Remark 7 The estimation error of the Error Correction term in the VECM must account for
the deviation of the estimated cointegration relations B’ f‘t from the stationary process G'F}.
Specifically, E’ ft contains two non-stationary sources of error. The first one is due to the id-
iosyncratic components and is proportional to their weighted average (n\/T)_l Z;‘le o At
While in the stationary factor model literature this is typically controlled by means of con-
ditions on the cross-sectional dependence of idiosyncratic components like our Assumption
3 (b), in the present setting, stronger requirements also on the number of I(1) idiosyncratic
components are needed. In particular, under our assumptions, this error term has variance of
order T2%n =429

The second source of error is due to the de-trending procedure discussed in Section 3.1 and
is proportional to (ny/T)~* 23:1 PPV (/Z;Z —b;)t (see (18) above). Although these errors are
strongly cross-sectionally dependent, they are still controllable because the estimator /b\z of the
slope is consistent. In particular, under our assumptions, this error term has variance of order
T2y —4+4n

Summing up, both errors are of the same magnitude with respect of T', but with respect to
n, the second one is larger. Therefore, § and 7 have different roles in determining consistency,

with 1 being more relevant.

Remark 8 Due to the factor estimation error, we do not have, in general, the classical T-
consistency for the estimated cointegration vector B . Still, B converges to the true value, 3, at
a faster rate with respect to the rate of consistency of the other estimated VECM parameters.

This is enough to consistently apply the two-step VECM estimation as in Johansen (1995).

Remark 9 The estimated VECM parameters approach the true parameters only up to three
transformations J, Q, and R. The matrix J reflects the fact that the factors are identified
ones only up to a sign (see Lemma 1), while the matrix Q represents the usual indeterminacy
in the identification of the cointegration relations. Consistently with Remark 3, these matrices
have no role in the estimation of the IRFs. The matrix R represents indeterminacy in the
identification of the matrix K, and, as discussed above, an estimator R can be estimated by
means of economic restrictions imposed on the non-identified IRFs. Consistency of R when
considering just- or under-identifying restrictions for which the map R = R(A, A(L),K) is
analytic, is straightforward (Forni et al., 2009). The case of over-identifying restrictions can
be treated in a similar way (Han, 2018). Last, note that the requirement of asymptotically
distinct eigenvalues of K'K, which restricts R to be an orthogonal matrix, is a common

requirement in the literature, see, e.g., Assumption 7 in Forni et al. (2009).
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3.3 IRFs when estimating a VAR in levels for the common factors

In presence of non-singular cointegrated vectors, several papers have addressed the issue of
whether and when a VECM or an unrestricted VAR for the levels should be used for estimation.
Sims et al. (1990) show that the parameters of a cointegrated VAR are consistently estimated
using an unrestricted VAR in the levels. On the other hand, Phillips (1998) shows that if the
variables are cointegrated, then the long-run features of the IRFs are consistently estimated
only if the unit roots are explicitly taken into account, that is, within a VECM specification,
see also Paruolo (1997). This result is confirmed numerically in Barigozzi et al. (2020) also
for the singular case, r > q.

Nevertheless, since by estimating an unrestricted VAR it is still possible to estimate short-
run IRFs consistently without the need to determine the number of unit roots, and therefore
without having to estimate the cointegration relations, this approach has become very popular
in empirical research (Sims et al., 1990). For this reason, here we also study the properties of
IRFs when we consider least squares estimation of an unrestricted VAR (p) model in levels for
the common factors: »

Fe=> AyFp+w, w=Ku. (25)
k=1
Denote by KZAR the least squares estimators of the coefficient matrices, obtained using ﬁt,
and by K and Uy, the estimators of K and u;, which are obtained as in the VECM case but
this time starting from the sample covariance of the VAR residuals. However, as before, K
can be identified only up to right multiplication by an orthogonal matrix R and an estimator
R can be obtained by imposing appropriate economic restrictions.

By letting KVAR(L) =L ->%_, KZARL’“, fori=1,...,nand j =1,...,q, the estimated

and identified IRF of the i-th variable to the j-th shock is defined as
L) =X [A )] K, (26)
where 3\; is the i-th row of A, T; is the j-th column of R.

Consistency of these estimators is given in the following Lemma. For simplicity, we as-

sume that the degree of KVAR(L) in (26) is p = 1. Generalization to any degree, p > 1, is

straightforward.

Proposition 2 (Consistency of Impulse-Response Functions based on VAR)
Define (1 = max (n_(l_”),n_l/z,T_l/Q). Let Assumptions 1 through 5 hold. Then, as
n,T — oo, (i) HK‘{AR —JALJ|| = Op(Caryy); where J is defined in Lemma 1.

If we further assume that there exists an integer n such that K'K has distinct eigenvalues
form > n, then there exists a q X q orthogonal matriz R, depending on n and T, such that, as
n,T — oo, (ii) HR — JKR|| = Op(Curyy); (tii) given t, ||U; — Ruy|] = Op(Cnryy)-
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Denote as ¢;ji, the k-th coefficients of the polynomial ¢i;(L) in (12) and as q?i‘;?‘f the k-th
coefficient of the polynomial AZ-‘;-AR(L) in (26). Then, as n,T — oo, (iv) given i,j and k,
95" — Pijrl = Op(Cary); (v) given i and j, limyg_soo [¢757Y — G| = Op(1).

From this result, we see that using an unrestricted VAR in levels for the estimated fac-
tors has both advantages and disadvantages compared to using a VECM. On the one hand,
consistency of IRFs can be achieved with a possibly faster convergence rate and without hav-
ing to require stationarity of some idiosyncratic components or any constraint on the relative
rates of divergence of n and T. This is possible since the cointegration matrix 3 need not

be estimated. Note, however, that the presence of deterministic linear trends affects the rate

of convergence also in this case. On the other hand, the long-run IRFs g/b\;’JAR

tent, a result which is the direct consequence of the fact that we are not correctly modeling

(1) are inconsis-

the cointegration among the factors. These two contrasting aspects pose a trade-off for the
empirical researcher between (i) estimation of a model which is misspecified but simpler to
estimate, which however is valid in the short- medium-run only (VAR), or (ii) estimation of
the correctly specified model, which requires estimating more parameters but is consistent
at all lags (VECM). These facts are confirmed in Sections 5 and 6 when comparing the two
approaches on simulated and real data.

We conclude by comparing our approach with FAVARs.

Remark 10 In FAVAR models IRFs are estimated from a VAR including some exogenously
observed variables, say z;, and some latent factors extracted from other observed variables
wj¢ (Bernanke et al., 2005). As observed by Stock and Watson (2016, Section 5.2), such an
approach is equivalent to a DFM for w;; and z;;, where both variables are driven by the same
common shocks, but the latter has zero idiosyncratic component and unit factor loadings
(see Section F1 in the complementary appendix for details). As a consequence, the results of
Proposition 2 are directly applicable to IRF estimation in non-stationary FAVAR models. For
similar reasons, the results of Proposition 1 can be applied to IRF analysis when considering
cointegration between the factors and some observed variables, i.e., in the case of a Factor
Augmented VECM (FAVECM), see also Section 6.2 below for an application.”

4 Determining the number of factors and shocks

In the previous section, we made the assumption that r, ¢, and d are known. Of course, this
is not the case in practice, and we need a method to determine them. Hereafter, for simplicity
of notation, we define 7 = ¢ — d the number of common permanent shocks, such that the

cointegration rank isc=r—q+d=r—r.

9The FAVECM has not to be confused with the FECM proposed by Banerjee et al. (2017), where the
factors and all the observed variables are assumed to be cointegrated since the idiosyncratic components are
assumed to be 1(0).
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In light of the results in Lemma D2, we can determine r by using existing methods based
on the behavior of the eigenvalues of the covariance of the variables Ax;;. A non-exhaustive
list of possible approaches includes the contributions by Bai and Ng (2002), Onatski (2009),
Alessi et al. (2010), and Ahn and Horenstein (2013).

In order to determine ¢ and 7, we can instead study the spectral density matrix of Az,
Ay and A, which are defined by

BAT(h) = BAX(9) + BAE() = AC( “NC ()N +Z240), 6e[-m . (27)

It can be shown that Assumptions 1 through 3 imply that the ¢ largest eigenvalues of 347 (8)
diverge linearly in n, while the remaining n — ¢ stay bounded. This is true at all frequencies
but at frequency 6 = 0, where only the 7 largest eigenvalues of 34%(0) diverge linearly in n
(see Lemma D13 in the complementary appendix for a proof).

The values of ¢ and 7 can, therefore, be determined by analyzing the behavior of the
eigenvalues of the spectral density matrix. In particular, let f‘k be the n x n sample lag k
autocovariance matrix of the differenced data Ay; and consider the lag-window estimator of

the spectral density matrix of Ayy:

$A —ik0,, (g1
(] %Zrel (B7'k)

where By is a suitable bandwidth, and w(-) is a positive even weight function. Let 7;(f) be
the eigenvalues of 32¥(6). Then, Hallin and Ligka (2007) define the estimator for ¢ as (see
also Onatski, 2010, for a similar approach):*°

¢ = argmin [log< 2BT+ Z Z i (0n) ) +ks(n,T)], (28)

k=0,...,gmax "By j—kt1

where s(n,T) is some suitable penalty function, and gmax is a given maximum number of
common shocks such that ¢ < guax < n. Similarly, we introduce the following information

criterion for determining 7, based on the behavior of the eigenvalues of the spectral density

00ther methods for determining ¢, not discussed in this paper, are proposed by Amengual and Watson
(2007) and Bai and Ng (2007). Both require knowing r before determining q.
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matrix at zero-frequency:!!

P g (13 50) + k], (29)

k=0,...,
Tmax ]:k+1

where p(n,T) is some suitable penalty functions, and Tyax is a given maximum number of
common trends such that 7 < Tpax < n. We then have the following sufficient conditions for
consistently determining ¢ and 7 by means of (28) and (29), respectively (for ¢ see also Hallin
and Liska, 2007).

Proposition 3 (Number of common permanent shocks) Let pr = (B log ByT—1)~1/2
and assume that (1) as T — oo, pr — oo and pr/T — 0; (i) as n,T — oo, s(n,T) — 0 and
(np;l)s(n, T) — oo; (iii) as n,T — oo, p(n,T) — 0 and (np}l)p(n,T) — 00. Then, under
Assumptions 1 through 5, as n,T — oo, P((=¢q) > 1 and P(T=7) — 1.

Finally, since by definition we have 7 = r —¢, by virtue of Proposition 3, once we determine
7, ¢, and r, we immediately have the estimated cointegration rank ¢ = ¥ — 7 and also an

estimate of the number of transitory shocks d given by d= q—T.

5 Simulations

The goal of this section is to study the finite sample properties of the IRFs estimators presented
in the previous sections. We simulate data, from the non-stationary DFM with r = 4 common

factors, ¢ = 3 common shocks, and 7 = 1 common permanent shock, thus the cointegration

rank of the common factors is ¢ = r — 7 = 3. More precisely, for any ¢ = 1,...,n, and
t =1,...,T and for given values of n and T, each time series follows the data generating
process:

yit = bit + NFy + &, A(L)F; = KRuy, pi(L)&it = €it,

where A; is 7 x 1, A(L) is an 7 x r polynomial matrix of degree 2, K is r x ¢, and R is ¢ % gq.
Details on the way these parameters and the shocks are generated follow.

Starting with the common component, for any ¢ the loadings vector A; is such that its
entries \;; are generated from a A/(1, 1) distribution independently across i and j = 1,...,r,
and for any t, the vector of common shocks u; is simulated from a AN(0,1,) distribution,

independently across t. Then, to generate A(L) we exploit a particular Smith-McMillan

1 Alternative approaches, not discussed in this paper, are: (i) the unit root test for factors by Bai and Ng
(2004), (ii) panel cointegration tests (see, e.g., Gegenbach et al., 2015), and (iii) the classical cointegration
tests (see, e.g., Phillips and Ouliaris, 1988, and Johansen, 1995). However, the tests in (i) and (ii) are designed
only for the non-singular case, r = q. Likewise, the tests in (iii), which were designed for observed variables,
should be applied to the estimated factors, thus potentially suffering from a pre-estimation error.
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Table 1: MONTECARLO SIMULATIONS - IMPULSE-RESPONSE FUNCTIONS
MEAN SQUARED ERRORS - VECM

T n o ny k=0 k=1 k=4 k=38 k=12 k=16 k=20 k =100
100 50 0.50 7 0.22 0.21 0.35 0.44 0.47 0.48 0.48 0.49
100 50 0.50 7 0.11 0.11 0.20 0.26 0.28 0.29 0.30 0.31
100 50 0.75 19 0.14 0.14 0.27 0.35 0.40 0.42 0.44 0.47
100 50 0.85 28 0.16 0.16 0.29 0.41 0.47 0.51 0.53 0.57
100 50 0.95 41 0.15 0.17 0.31 0.43 0.50 0.54 0.57 0.61
100 50 1.00 50 0.15 0.18 0.33 0.46 0.54 0.58 0.60 0.64
100 75 0.50 9 0.09 0.10 0.18 0.22 0.23 0.24 0.24 0.24
100 75 0.75 25 0.11 0.12 0.22 0.29 0.32 0.34 0.35 0.37
100 75 0.85 39 0.11 0.12 0.22 0.32 0.37 0.41 0.42 0.45
100 75 0.95 60 0.09 0.11 0.24 0.36 0.43 0.47 0.50 0.53
100 75 1.00 75 0.09 0.12 0.25 0.38 0.46 0.51 0.53 0.57
100 100 0.50 10 0.09 0.10 0.17 0.21 0.22 0.22 0.22 0.23
100 100 0.75 32 0.09 0.10 0.20 0.27 0.30 0.32 0.33 0.34
100 100 0.85 50 0.10 0.11 0.22 0.31 0.36 0.39 0.41 0.44
100 100 0.95 79 0.09 0.11 0.22 0.33 0.41 0.45 0.47 0.51
100 100 1.00 100 0.08 0.11 0.22 0.34 0.41 0.45 0.46 0.49
200 200 0.50 14 0.04 0.04 0.07 0.09 0.09 0.10 0.10 0.10
200 200 0.75 53 0.03 0.04 0.07 0.10 0.11 0.12 0.13 0.15
200 200 0.85 90 0.03 0.04 0.08 0.11 0.14 0.17 0.18 0.24
200 200 0.95 153 0.03 0.04 0.09 0.15 0.19 0.23 0.26 0.38
200 200 1.00 200 0.03 0.04 0.10 0.16 0.21 0.25 0.28 0.40
300 300 0.50 17 0.02 0.02 0.04 0.05 0.06 0.06 0.06 0.06
300 300 0.75 72 0.02 0.02 0.05 0.06 0.07 0.08 0.08 0.11
300 300 0.85 128 0.02 0.03 0.05 0.07 0.09 0.10 0.12 0.18
300 300 0.95 226 0.02 0.03 0.06 0.09 0.12 0.15 0.18 0.33
300 300 1.00 300 0.02 0.03 0.06 0.10 0.13 0.16 0.19 0.36

MSE for the estimated IRFs by fitting a VECM on F; as in (19). T is the number of observations, n is the number
of variables, and n; = [n?] is the number of I(1) idiosyncratic components. In these simulations there are ny = [n"]
variables with a deterministic linear trend, with n = § or equivalently n, = n;.

factorization (Watson, 1994) according to which A(L) = U(L)M(L)V(L), where M(L) =
diag ((1 — L)I;,1.), V(L) = I, and U(L) = (I, — U, L), where the diagonal elements of U
are drawn from a uniform distribution on [0.5,0.8], the off-diagonal elements from a uniform
distribution on [0,0.3], and U is then rescaled to ensure that its largest eigenvalue is 0.6.
In this way, F; follows a VAR(2) with 7 unit roots, or, equivalently, a VECM(1) with ¢
cointegration relations. Finally, the matrix K is generated as in Bai and Ng (2007): let
K be a r x r diagonal matrix of rank ¢ with entries drawn from a uniform distribution on
[.8,1.2], and let K be a r x r orthogonal matrix, then, K is equal to the first ¢ columns of the
matrix KK2. At each MonteCarlo replication, we draw A;, A(L), us, K, thus simulating the
common components x;; = A\;F; and the IRFs coefficients ¢;;;,. We then choose R such that
the following restrictions hold for the zero-lag simulated IRFs: ¢1209 = ¢13,0 = ¢230 = 0.
Turning to the idiosyncratic components, the vector of idiosyncratic shocks e; = (14 -+ - ept)’
is simulated from a A(0,T¢) distribution, independently across ¢, and with the (i, j)th entry
of I'® given by Cov(ei,ejt) = 0.5"=3. Therefore, we allow for cross-correlation among the
idiosyncratic shocks. Note that the amount of cross-correlation that we allow for is higher
than most simulation exercises available in the literature (e.g., Bai and Ng, 2004). For each
MonteCarlo replication, we allow for n; = (n‘s} randomly selected idiosyncratic components

with a unit root. In particular, each & follows an AR(2) where the first root of the polyno-
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mial p;(L) is either 0 or 1 depending on whether &; ~ I(0) or I(1), while the second root is
drawn from a uniform distribution on [0, 0.5]. Moreover, for each MonteCarlo replication, we
allow for ny = [n"] randomly selected variables with a deterministic linear trend having slope
b; drawn from a uniform distribution on [0.3,0.5]. In all replications, the first variable y1;
is simulated with a deterministic linear trend and an I(1) idiosyncratic component. Finally,
each idiosyncratic component & is rescaled so that A&;; accounts for 40% of the variance of
the corresponding Ax;;.

For each MonteCarlo replication, the DFM is estimated as explained in Section 3. Specif-
ically, the factors are estimated as in (16), while the IRFs are estimated either by fitting a
VECM on AF, as in (19), or a VAR on F, as in (25). The numbers r, ¢, and 7 are assumed
to be known. Furthermore, we assume to know which are the n; variables with a linear trend,
which is therefore removed by mean of least squares regression as indicated in (15).

All results are based on 2000 MonteCarlo replications, and we consider Mean Squared
Errors (MSE) of estimated IRFs averaged across all series, all shocks and all replications. We
consider different cross-sectional and sample sizes (n and T), different numbers of I(1) idiosyn-
cratic components (nq), and of variables with deterministic trend (n;), and for simplicity, we
let ny = ny.12

Table 1 shows MSEs for the estimated IRFs when using a VECM. In agreement with the
predictions of Proposition 1, four main features emerge: (i) the MSEs decrease monotonically
as n and T grow; (ii) the MSEs are larger at longer horizons, and also, as n and T' get larger,
at long horizons they decrease less than at short horizons; (iii) the MSEs are inversely related
to the number of non-stationary idiosyncratic components, and for given n and T at long
horizons are smaller for smaller values of §; (iv) the MSEs are quite substantial when n = 50
regardless of the horizon and of ¢, thus indicating that a large number of variables is needed
to estimate the model sufficiently well.

Table 2 shows MSE for the estimated IRFs when using an unrestricted VAR in levels.
At short horizons, the MSEs are comparable to those of the VECM case, whereas, at long
horizons, the MSEs are larger than in the VECM case. This result is in accordance with
Proposition 2 according to which the long-run IRFs estimated by fitting an unrestricted VAR
in levels on the estimated factors are not consistent.

In Table 3, we show the MSEs of the VECM approach relative to the stationary approach
where the factors, A].T‘t are estimated by principal component analysis on differenced data, as
in Bai and Ng (2002), and the IRFs are computed from a VAR on AF,, as in Forni et al. (2009).
This approach is equivalent to saying that we are imposing the existence of ¢ unit roots when
estimating the model, as opposed to the 7 assumed in generating the factors. Results clearly
show that this approach produces worse estimators of the IRFs than our approach (values less
than one in the table).

2Tn the complementary appendix, we provide also results for the IRF of the first series to the first shock
only, ¢11(L), and for other values of n, T, n1 and np.
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Table 2: MONTECARLO SIMULATIONS - IMPULSE-RESPONSE FUNCTIONS
MEAN SQUARED ERRORS - UNRESTRICTED VAR IN LEVELS

T n o ny k=0 k=1 k=4 k=38 k=12 k=16 k=20 k =100
100 50 0.50 7 0.11 0.11 0.19 0.29 0.38 0.45 0.51 0.74
100 50 0.75 19 0.14 0.14 0.25 0.36 0.45 0.52 0.57 0.75
100 50 0.85 28 0.15 0.15 0.28 0.40 0.50 0.58 0.64 0.77
100 50 0.95 41 0.14 0.16 0.29 0.41 0.51 0.58 0.63 0.75
100 50 1.00 50 0.15 0.17 0.31 0.43 0.53 0.59 0.64 0.77
100 75 0.50 9 0.09 0.10 0.18 0.27 0.36 0.43 0.49 0.76
100 75 0.75 25 0.11 0.12 0.21 0.32 0.42 0.50 0.56 0.76
100 75 0.85 39 0.11 0.12 0.22 0.34 0.45 0.53 0.59 0.76
100 75 0.95 60 0.09 0.11 0.23 0.37 0.48 0.56 0.62 0.76
100 75 1.00 75 0.09 0.12 0.24 0.39 0.50 0.58 0.64 0.75
100 100 0.50 10 0.09 0.10 0.17 0.26 0.35 0.42 0.48 0.75
100 100 0.75 32 0.09 0.10 0.20 0.31 0.41 0.49 0.55 0.77
100 100 0.85 50 0.10 0.11 0.21 0.33 0.43 0.51 0.57 0.75
100 100 0.95 79 0.09 0.10 0.21 0.35 0.47 0.57 0.63 0.76
100 100 1.00 100 0.08 0.11 0.21 0.36 0.46 0.54 0.60 0.73
200 200 0.50 14 0.04 0.04 0.07 0.12 0.17 0.21 0.26 0.68
200 200 0.75 53 0.03 0.04 0.08 0.13 0.18 0.24 0.30 0.71
200 200 0.85 90 0.03 0.04 0.08 0.14 0.20 0.26 0.32 0.72
200 200 0.95 153 0.03 0.04 0.09 0.16 0.23 0.30 0.37 0.74
200 200 1.00 200 0.03 0.04 0.10 0.17 0.24 0.31 0.37 0.72
300 300 0.50 17 0.02 0.02 0.04 0.07 0.10 0.13 0.16 0.58
300 300 0.75 72 0.02 0.02 0.05 0.08 0.11 0.15 0.18 0.61
300 300 0.85 128 0.02 0.03 0.05 0.09 0.13 0.17 0.21 0.67
300 300 0.95 226 0.02 0.03 0.06 0.10 0.15 0.19 0.24 0.69
300 300 1.00 300 0.02 0.03 0.07 0.10 0.15 0.20 0.25 0.69

MSE for the estimated IRFs by fitting an unrestricted VAR on F; as in (25). T is the number of observations, n is
the number of variables, and ny = [n%] is the number of I(1) idiosyncratic components. In these simulations there are
np = [n"] variables with a deterministic linear trend, with n = § or equivalently n, = n;.

Tables 4 and 5 present the MSEs relative to the case in which the factors are estimated as
suggested by Bai and Ng (2004). As explained in Section 3.1, the difference between the Bai
and Ng (2004) procedure and ours depends on the way we de-trend data. One main conclusion
can be drawn from these tables: while at short horizons, the two approaches are essentially
equivalent in terms of MSE, at longer horizons, our procedure performs better (values less
than one in the tables), and this is true both for the VECM case and for the unrestricted VAR
in levels case.

To conclude, we use the same data generating process considered above to study the
performance of the information criterion (29), proposed in Section 4 for determining 7. Table
6 shows the percentage of times in which we estimate the number of common permanent
shocks 7 = 1 correctly. For the sake of comparison, we also report results for the information
criterion (28), proposed by Hallin and Liska (2007), for estimating ¢ = 3. Results show that
for n > 100 our criterion works fairly well by giving the correct answer more than 90% of the

times, in most of the configurations of the parameters considered.'3

30ther results are in the complementary appendix. Note also that the actual implementation of these
criteria requires a procedure of fine-tuning of the penalty. Indeed, for any constant ¢ > 0, the functions
c¢s(n,T) and cp(n,T) are also admissible penalties, and, therefore, a whole range of values of ¢ has to be
explored, see Hallin and Liska (2007) for details.
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Table 3: MONTECARLO SIMULATIONS - IMPULSE-RESPONSE FUNCTIONS
MEAN SQUARED ERRORS RELATIVE TO VAR IN DIFFERENCES - VECM

T n o ny k=0 k=1 k=4 k=38 k=12 k=16 k=20 k =100
100 50 0.50 7 1.07 0.66 0.41 0.44 0.47 0.49 0.50 0.52
100 50 0.75 19 0.93 0.67 0.49 0.55 0.61 0.65 0.67 0.71
100 50 0.85 28 1.23 0.78 0.54 0.64 0.72 0.77 0.81 0.87
100 50 0.95 41 0.94 0.71 0.55 0.65 0.75 0.81 0.85 0.91
100 50 1.00 50 1.07 0.77 0.61 0.72 0.83 0.89 0.93 0.99
100 75 0.50 9 0.95 0.60 0.36 0.38 0.39 0.40 0.41 0.41
100 75 0.75 25 1.03 0.69 0.44 0.49 0.54 0.57 0.59 0.62
100 75 0.85 39 1.04 0.68 0.45 0.55 0.63 0.69 0.72 0.76
100 75 0.95 60 1.04 0.68 0.49 0.63 0.74 0.81 0.85 0.92
100 75 1.00 75 1.03 0.70 0.52 0.67 0.79 0.87 0.91 0.97
100 100 0.50 10 0.99 0.62 0.36 0.37 0.38 0.38 0.38 0.39
100 100 0.75 32 0.96 0.61 0.40 0.45 0.49 0.52 0.54 0.56
100 100 0.85 50 1.01 0.66 0.45 0.54 0.61 0.66 0.69 0.75
100 100 0.95 79 1.02 0.66 0.45 0.58 0.70 0.77 0.81 0.87
100 100 1.00 100 1.02 0.68 0.47 0.61 0.72 0.78 0.82 0.86
200 200 0.50 14 0.94 0.43 0.19 0.19 0.20 0.20 0.20 0.20
200 200 0.75 53 0.94 0.45 0.20 0.22 0.24 0.26 0.28 0.32
200 200 0.85 90 0.95 0.45 0.21 0.25 0.30 0.35 0.39 0.51
200 200 0.95 153 0.95 0.48 0.24 0.31 0.40 0.48 0.54 0.78
200 200 1.00 200 0.95 0.48 0.26 0.34 0.44 0.52 0.59 0.84
300 300 0.50 17 0.90 0.32 0.12 0.12 0.13 0.13 0.13 0.13
300 300 0.75 72 0.91 0.33 0.13 0.14 0.15 0.17 0.18 0.23
300 300 0.85 128 0.91 0.36 0.15 0.17 0.20 0.23 0.25 0.40
300 300 0.95 226 0.91 0.39 0.18 0.21 0.27 0.33 0.39 0.73
300 300 1.00 300 0.92 0.40 0.18 0.22 0.28 0.35 0.41 0.79

Ratio between the MSE for the estimated IRFs obtained by fitting a VECM on F; as in (19), and the MSE for the
estimated and cumulated IRFs obtained by estimating a VAR on AF; as in Forni et al. (2009). Values smaller than
one indicate a better performance of our method. T is the number of observations, n is the number of variables, and
n1 = [n%] is the number of I(1) idiosyncratic components. In these simulations there are ny = [n"] variables with a
deterministic linear trend, with n = § or equivalently n, = n;.

6 Empirical applications

In this section, we evaluate the practical usefulness of our methodology by considering two
different empirical applications. In the first one, we estimate the effects of an oil price shock
on the US economy by means of our non-stationary DFM, and we compare our results with
those in Stock and Watson (2016), who instead use a stationary DFM. In the second one, we
estimate the effects of news shocks on the US business cycle by means of our non-stationary
DFM, and we compare our results with those in Forni et al. (2014), who instead use a FAVAR

with factors extracted from the variables in levels as in Bai (2004).

6.1 Application 1: the effect of oil price shocks

Quantifying the effects of unexpected oil price changes on the US economy has been a question
of particular interest ever since the oil price shocks of the 1970s. Starting with the seminal
paper of Hamilton (1983), the majority of the papers has addressed this issue using SVAR
models (e.g., Barsky and Kilian, 2002; Kilian, 2008, 2009; Blanchard and Gali, 2009, among
others); however, a number of them have used DFMs (e.g., Aastveit, 2014; An et al., 2014;

Juvenal and Petrella, 2015). The main conclusion of this literature is that oil price shocks
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Table 4: MONTECARLO SIMULATIONS - IMPULSE-RESPONSE FUNCTIONS
MEAN SQUARED ERRORS RELATIVE TO BAIl AND Na (2004) - VECM

T n o ny k=0 k=1 k=4 k=38 k=12 k=16 k=20 k =100
100 50 0.50 7 0.97 0.94 0.87 0.85 0.84 0.83 0.83 0.81
100 50 0.75 19 0.93 0.91 0.89 0.90 0.90 0.90 0.89 0.86
100 50 0.85 28 1.04 0.96 0.89 0.93 0.95 0.96 0.96 0.91
100 50 0.95 41 0.85 0.84 0.89 0.94 0.96 0.96 0.94 0.88
100 50 1.00 50 1.08 0.99 0.99 1.03 1.03 1.01 0.99 0.90
100 75 0.50 9 0.97 0.91 0.86 0.82 0.79 0.77 0.76 0.75
100 75 0.75 25 0.99 0.99 0.95 0.93 0.92 0.89 0.88 0.83
100 75 0.85 39 1.03 0.97 0.90 0.93 0.94 0.93 0.91 0.85
100 75 0.95 60 1.01 0.94 0.93 1.01 1.03 1.02 1.00 0.92
100 75 1.00 75 1.02 0.95 0.96 1.03 1.03 1.01 0.99 0.89
100 100 0.50 10 1.00 0.95 0.85 0.79 0.75 0.73 0.72 0.70
100 100 0.75 32 0.96 0.94 0.89 0.85 0.83 0.82 0.81 0.78
100 100 0.85 50 1.04 0.98 0.94 0.96 0.95 0.93 0.92 0.86
100 100 0.95 79 1.03 0.95 0.93 0.99 1.00 0.99 0.96 0.88
100 100 1.00 100 1.00 0.94 0.93 0.99 0.99 0.97 0.94 0.85
200 200 0.50 14 0.98 0.91 0.80 0.78 0.74 0.71 0.70 0.66
200 200 0.75 53 0.99 0.90 0.77 0.77 0.75 0.73 0.71 0.65
200 200 0.85 90 0.99 0.88 0.80 0.86 0.88 0.88 0.88 0.79
200 200 0.95 153 0.99 0.89 0.82 0.93 0.99 1.01 1.02 0.89
200 200 1.00 200 0.98 0.87 0.82 0.95 1.02 1.05 1.05 0.90
300 300 0.50 17 0.98 0.87 0.75 0.75 0.72 0.70 0.68 0.63
300 300 0.75 72 0.98 0.85 0.73 0.76 0.76 0.75 0.73 0.65
300 300 0.85 128 0.98 0.85 0.75 0.80 0.83 0.84 0.85 0.78
300 300 0.95 226 0.98 0.85 0.78 0.91 0.99 1.04 1.06 0.95
300 300 1.00 300 0.98 0.83 0.75 0.90 1.00 1.05 1.08 0.96

Ratio between the MSE for the estimated IRFs obtained by fitting a VECM on F, as in (19), and the MSE for the
estimated IRFs obtained by fitting a VECM on the common factors estimated as in Bai and Ng (2004). Values smaller
than one indicate a better performance of our method. T is the number of observations, n is the number of variables,
and n1 = [n%] is the number of I(1) idiosyncratic components. In these simulations there are ny, = [n"] variables with
a deterministic linear trend, with n = § or equivalently n, = n;.

have a significant effect.

Stock and Watson (2016) (henceforth SW) consider a panel of 207 quarterly US macroe-
conomic time series from 1985:Q1 to 2014:Q4 to estimate the effects of an oil price shock on
the US economy. In particular, they use a stationary DFM, where all non-stationary variables
are differentiated, and the IRFs are estimated by cumulating the IRFs obtained from a VAR
on the differenced factors. Specifically, SW identify the oil price shock by assuming that it
is the only shock that has a contemporaneous effect on the oil price, which corresponds to a
classical Choleski identification with the oil price ordered first, see Section E in the comple-
mentary appendix for technical details. This is a common and widely used assumption based
on the idea that unexpected changes to the oil price are predetermined with respect to the
US economy, see Kilian and Vega (2011) for a discussion.'*

Using the same dataset and identification strategy as in SW, we estimate the effects of

an oil price shock using our proposed non-stationary DFM.!5 There are two main differences

1 Under this identification scheme, an oil price shock is an unpredicted and unpredictable change in the oil
price. An alternative and very popular identification scheme consists in disentangling oil supply shocks from
oil demand shocks, see, e.g., Kilian (2008, 2009), Baumeister and Hamilton (2019), and Caldara et al. (2019).

150f the 207 series analyzed, the test by Bai and Ng (2004) suggests that at about 90 series have an
I(1) idiosyncratic component, while our test in Appendix A.4 suggests that about 100 series have a linear
deterministic trend.
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Table 5: MONTECARLO SIMULATIONS - IMPULSE-RESPONSE FUNCTIONS
MEAN SQUARED ERRORS RELATIVE TO BAI AND NG (2004) - UNRESTRICTED VAR IN LEVELS

T n o ny k=0 k=1 k=4 k=38 k=12 k=16 k=20 k =100
100 50 0.50 7 0.98 0.97 0.94 0.94 0.95 0.96 0.96 1.00
100 50 0.75 19 0.92 0.94 0.95 0.99 1.01 1.01 1.02 1.00
100 50 0.85 28 1.06 1.01 0.96 0.99 1.02 1.03 1.03 1.00
100 50 0.95 41 0.83 0.83 0.90 0.99 1.02 1.02 1.02 1.00
100 50 1.00 50 1.02 0.96 0.97 1.01 1.02 1.02 1.01 1.01
100 75 0.50 9 1.01 0.97 0.94 0.94 0.95 0.96 0.97 0.99
100 75 0.75 25 1.05 1.04 0.98 0.98 1.00 1.00 1.00 0.99
100 75 0.85 39 0.97 0.95 0.95 1.02 1.04 1.05 1.05 1.00
100 75 0.95 60 1.01 0.97 0.98 1.04 1.05 1.06 1.05 1.01
100 75 1.00 75 1.01 0.97 0.98 1.04 1.06 1.06 1.04 1.00
100 100 0.50 10 1.00 0.97 0.94 0.94 0.95 0.95 0.96 0.99
100 100 0.75 32 0.98 0.97 0.95 0.97 0.99 1.00 1.01 1.00
100 100 0.85 50 1.01 1.00 0.98 1.01 1.03 1.04 1.04 1.00
100 100 0.95 79 1.02 0.98 0.98 1.04 1.07 1.07 1.06 1.00
100 100 1.00 100 0.99 0.96 0.97 1.04 1.06 1.06 1.04 1.00
200 200 0.50 14 0.99 0.95 0.90 0.92 0.94 0.95 0.96 0.99
200 200 0.75 53 1.00 0.96 0.91 0.94 0.97 0.99 1.00 1.00
200 200 0.85 90 0.99 0.94 0.90 0.96 1.01 1.04 1.06 1.01
200 200 0.95 153 1.00 0.95 0.93 1.03 1.09 1.11 1.12 0.99
200 200 1.00 200 0.99 0.93 0.92 1.02 1.08 1.10 1.11 0.98
300 300 0.50 17 0.99 0.92 0.86 0.89 0.90 0.92 0.93 0.99
300 300 0.75 72 0.99 0.92 0.87 0.93 0.96 0.98 1.00 1.01
300 300 0.85 128 0.99 0.93 0.89 0.96 1.00 1.04 1.06 1.03
300 300 0.95 226 0.99 0.93 0.89 0.98 1.05 1.09 1.11 1.03
300 300 1.00 300 0.99 0.90 0.86 0.99 1.07 1.12 1.15 1.01

Ratio between the MSE for the estimated IRFs by fitting an unrestricted VAR on F; as in (25), and the MSE for the
estimated IRFs obtained by fitting an unrestricted VAR in levels on the common factors estimated as in Bai and Ng
(2004). Values smaller than one indicate a better performance of our method. T is the number of observations, n is
the number of variables, and n; = fné] is the number of I(1) idiosyncratic components. In these simulations there are
np = [n"] variables with a deterministic linear trend, with n = ¢ or equivalently n, = n;.

Table 6: MONTECARLO SIMULATIONS - NUMBER OF COMMON SHOCKS
PERCENTAGES OF CORRECT ANSWERS

T n n1 T=1 g=q T n ny T=1 g=q
100 50 7 93.3 60.6 100 100 10 82.2 96.4
100 50 19 98.4 61.0 100 100 32 96.6 95.9
100 50 28 98.1 64.2 100 100 50 99.3 95.9
100 50 41 97.0 71.1 100 100 79 99.5 98.0
100 50 50 96.3 84.4 100 100 100 99.0 99.3
100 75 9 89.1 86.5 200 200 14 70.5 100.0
100 75 25 98.2 87.3 200 200 53 93.0 100.0
100 75 39 99.3 86.7 200 200 90 98.5 100.0
100 75 60 99.0 92.4 200 200 153 99.9 100.0
100 75 75 98.2 95.8 200 200 200 100.0 100.0

Percentage of cases in which the information criteria (28) and (29) returned the correct number of all common shocks
(@ = q) and of common permanent shocks (7 = 7). T is the number of observations, n is the number of variables, and
ny = [n%] is the number of I(1) idiosyncratic components. In these simulations there are ny = [n"] variables with a
deterministic linear trend, with n = § or equivalently n, = n;.

between our approach and the one used by SW. First, since we estimate either a VECM or
a VAR in levels for the estimated factors, the IRFs are not cumulated, and, therefore, do
not possess the undesirable property that all shocks have generically long-run effects on the
levels of the variables, a property that is typical of stationary DFMs and that is at odds with
macroeconomic theory. Second, we consider a singular autoregressive representation of the

factors, as indicated by the analyzed data. In particular, the Bai and Ng (2002) information
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criterion indicates that r = 8, and the Amengual and Watson (2007) and Hallin and Liska
(2007) information criteria indicate ¢ = 3 common shocks (see also Table 2(c) in SW). Note
that, while SW set r = 8, they do not impose singularity.

Figure 1 compares the IRFs estimated by SW (gray lines), with those estimated with our
method (black lines) either estimating a VECM (Panel A) or a VAR in levels (Panel B) for
the factors—the VECM is estimated with ¢ = 7 cointegration relations as determined via
the information criterion given in Section 4. Two crucial differences emerge: first, while SW
estimate that an oil price shock has a persistent effect on the oil price—after a shock that
increases the oil price by one percentage point, the oil price is estimated to be permanently
higher by about 0.4 percentage points—our model estimates that the oil price returns to its
initial level about a year after the shock.!® Second, while SW estimate that an oil price shock
has a permanent effect on real activity (i.e., GDP, consumption, and investments), our model
estimate that the effects of an oil price shock wipe out in about five-to-eight years, which is
consistent with the idea that only technological shocks are capable of having a permanent
effect on the real side of the economy.

Summing up, our results partly overturn those in SW and those in the literature applying
the same identification technique (e.g., Blanchard and Gali, 2009). According to this literature,
an oil price shock has a permanent effect on real activity; according to our result, an oil price
shock has only a temporary effect on real activity. In particular, our results differ from those
of SW because they cumulate the IRFs obtained from a VAR estimated on the differenced
factors. In contrast, our approach has a built-in error correction mechanism which disciplines
the long-run behavior of the estimated IRFs.

Finally, as we can see by comparing Panel (A) and Panel (B) in Figure 1, there are no
significant differences between the IRFs estimated by fitting a VECM or an unrestricted VAR
on the levels of the factors. This is not surprising because, as we showed in Section 6, the

methods estimate the short to medium-run IRFs consistently.

6.2 Application 2: the effect of news shocks

Starting with the seminal paper of Beaudry and Portier (2006), there has been a renewed
interest in the idea that expectations about future fundamentals can be a driver of the business
cycle. According to this theory, news about future productivity (a.k.a. news shocks) can
generate a boom today and a bust in the future, if the realized productivity improvement
is less than expected. In their paper, Beaudry and Portier (2006) by estimating a small
size VECM find that a positive news shock has a positive impact on stock prices, output,
consumption, investment, and hours worked. These results generated lots of interest because

they are theoretically controversial. Indeed, in a neoclassical setting, in response to a positive

Tn our model, the oil price is the refiners’ acquisition cost (RAC). This is a common practice in the
literature (e.g., Conflitti and Luciani, 2019), and using another of the oil price indicators in the SW dataset
instead of RAC has virtually no consequences on the results.
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Figure 1: IMPULSE-RESPONSE FUNCTIONS TO AN OIL PRICE SHOCK
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In each plot, the thick gray line is the IRF estimated by SW with a stationary DFM, while the shaded area is the 68%
bootstrap confidence band. The thick black line is the IRF estimated with the non-stationary DFM, while the dotted
line delimit the 68% bootstrap confidence band. The x-axis are quarters after the shocks, the y-axis are percentage
points for all variables, but for Global Commodity Demand for the y-axis is standard deviations.

news shock, hours worked should decrease—the wealth effect coming from higher stock prices
induces households to consume more, and work less (i.e., desire more leisure)—and (at least
initially) output and investment should decrease as well. In subsequent analyses, Barsky and
Sims (2011), who use a small size SVAR in levels, overturn some of the results in Beaudry and

Portier (2006). Specifically, they find that in response to a positive news shock, shock output
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and investment initially decline; after that, the response of output and investment tracks the
path of Total Factor Productivity (TFP), rather than anticipate it. Furthermore, Barsky and
Sims (2011) estimate a negative response of hours worked to a positive news shock.!”

Forni et al. (2014) (FGS hereafter) estimate the IRF to a news shock from a panel of
107 US quarterly macroeconomic time series, covering the period 1960:Q1 to 2010:Q4. In
particular, they estimate a FAVAR with two observed factors (TFP and stock prices) and
three latent factors extracted from principal components in levels, thus implicitly assuming
all idiosyncratic components to be stationary. The news shock is identified by imposing that
(i) it does not move TFP on impact, and (4) it has maximal impact on TFP at the 60 quarters
(15 years) horizon, see Section E in the complementary appendix for technical details.

Using the same dataset and identification strategy as in FGS, we estimate the effects
of a news shock using our IRFs estimator in a FAVAR setting, as discussed in Remark 10
in Section 3.3, see also Section F2 in the complementary appendix for technical details.'®
There are two main differences between our approach and the one used by FGS. First, we
estimate the factors from differenced data properly de-trended, as explained in Section 3.1. In
this way, we avoid the risk of detecting spurious factors due to the possible presence of I(1)
idiosyncratic components and/or deterministic linear trends, see Onatski and Wang (2020).
Second, in addition to the FAVAR, we also consider IRFs obtained from a FAVECM with
four cointegration relations (as suggested by the criteria in Section 4), which also account for
cointegration between TFP, stock prices, and the three common factors.

Figure 2 compares the IRFs to a news shock estimated by FGS (gray lines), with those
estimated with our method (black lines), either estimating a FAVECM (Panel A) or a FAVAR
in levels (Panel B) for the factors. Three main differences emerge. First, we estimate that
hours worked respond positively to a news shock. Second, we estimate that investment and
GDP increase on impact together with consumption, and their response leads the response
of TFP. Third, as we can see from the hump-shaped response of consumption investment
and output, our model predicts that in response to a positive news shock the economy first
experiences a significant temporary boom, and then a temporary milder recession. In other
words, our results are more in line with those of Beaudry and Portier (2006) and partly
overturn those in Barsky and Sims (2011) and Forni et al. (2014).

A comment related only to our methodology is also in order: as we can see by comparing
Panel (A) and Panel (B) in Figure 2, there are some differences between the IRFs estimated
by fitting a FAVECM or a FAVAR. These differences emerge since the news shock is identified

"There is a large number of papers that have analyzed the effects of news shock on the US economy, both by
means of VAR models (e.g., Beaudry and Portier, 2014; Kurmann and Otrok, 2013) and by means of estimated
DSGE models (e.g., Blanchard et al., 2013; Schmitt-Grohé and Uribe, 2012). The overall conclusion is that
the effects of news shocks on the US economy are sizable.

BOf the 107 series analyzed, the test by Bai and Ng (2004) suggests that at about 50 series have an
I(1) idiosyncratic component, while our test in Appendix A.4 suggests that about 60 series have a linear
deterministic trend.
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Figure 2: IMPULSE-RESPONSE FUNCTIONS TO A NEWS SHOCK

PANEL A: VECM
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In each plot, the thick gray line is the IRF estimated by FGS, while the shaded area is the 68% bootstrap confidence
band. The thick black line is the IRF estimated with our model, while the dotted line delimit the 68% bootstrap
confidence band. The x-axis are quarters after the shocks, the y-axis are percentage points.

by imposing a restriction at 60 quarters horizon, and, as we discussed in Section 3.3, the

long-run IRFs estimated with a VAR in levels are not consistently estimated in the long run.

Therefore, we recommend for this application to use the FAVECM approach.
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7 Conclusions

In this paper, we introduce a non-stationary Dynamic Factor Model (DFM) for large datasets,
and we propose an estimator for the impulse response functions (IRFs). The natural use of
this class of models in a macroeconomic context motivates the main assumptions upon which
the present theory is built.

Estimation of IRFs is obtained with a two-step estimator based on principal components,
and on a VECM—or an unrestricted VAR in levels—for the latent I(1) common factors. We
prove consistency of the IRFs estimator when both the cross-sectional dimension n and the
sample size T of the dataset grow to infinity. Furthermore, we also propose an information
criterion to determine the number of common permanent shocks in a large dimensional setting.

A numerical study shows the validity and usefulness of our approach. Results show that if
the short run is the focus, both the VECM and the unrestricted VAR in levels perform equally
well, while if the long run is the focus, the VECM must be preferred.

In two empirical applications, we find that: (i) oil price shocks have just a temporary
effect on US real activity; and, (ii) in response to a positive news shock, the economy first
experiences a significant boom, and then a milder recession. Our results partly overturn those
obtained by Stock and Watson (2016) and Forni et al. (2014), respectively, and show the
importance of correctly accounting for the presence of cointegration in the common factors
when estimating the IRFs.

In conclusion, compared to the stationary model commonly used in the literature, the
non-stationary model proposed in this paper, which accounts for cointegration in the common
factors, a feature that both economic and econometric theory suggest to be extremely likely,
offers a more realistic representation of the data. Moreover, our approach has the advantage
that it does not require to transform the variables to stationarity. Our empirical analysis shows
that when estimating IRFs, cointegration matters, hence data should not be transformed.
However, we have not investigated whether it matters when the goal is not estimating IRFs—
for example, McCracken and Ng (2020) show that the cost of over differencing the data when

forecasting is negligible. This is an empirical question and is part of our future research.
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A Technical appendix

Norms
For any m x p matrix B with generic element b;;, we denote its spectral norm as || B|| = (u2'B)/2, where
(BB is the largest eigenvalue of BB, the Frobenius norm as ||B||r = (tr(B'B))/2 = (3, > b)Y,

and the column and row norm as [|B|1 = max; ), [b;;| and Bl = max; > ; [bs;], respectively.
Throughout we also make use of Weyl’s inequality, for two n x n symmetric matrices A and B, with
eigenvalues ,uj‘ and uf:

P < JA=B|,  j=1,..n (A1)

A.1 Proof of Proposition 1

First let us introduce some useful notation. Throughout define F; = JF, and 3 = J3, where J is an
r x r diagonal matrix with entries +1 defined in Lemma 1, and note that 8'F, = 8'F,. Thus 3 is
the matrix of cointegration vectors of F; and we denote its orthogonal complement as 3, such that
Blf} = 0,_.xc. Define the matrices

T T T

—~ 1 o = L 1 .

Moo = 7 ZAFtAFfm Mo1 = 7 ZAFtF;Av Moz = 7 ZAF’&AF;*“
t=1 t=1 t=1

. | I . 1 I . 1z

Mi= 5 > BiF), Ma= Y AF Foa, Ma = Y AR AR,
t=1 t=1 t=1

~ — = = Tk ~ — = = = ~ — = = Tk
Soo = Moo — MpaM5, Moo, So1 = Mor — MM, Moy, Sip = My — MoMg; Moy,

and denote by M;; and S;;, for i,j = 0, 1,2, the analogous ones but computed by using F,. Finally,
define the conditional covariance matrices

Qoo = E[AFAF}|AF,_1], Q43 = E[B'F1F | B|IAF 1], Qy; =E[AFF, | BIAF, 1], Q5 =Q,.

Let us start from part (i). Notice that if we denote the residuals of the regression of AF, and of
F,_1 on AF,_; as €y and €y, respectively then S;; = 71 Zthl éitégt, with 7,7 = 0,1. Consider the
generalized eigenvalues problem

det (ﬂjgll - §10§501§01) = 0, j = 1, e, T (A2)

If U are the normalized eigenvectors of §1_11/2§10§601§01/S\1_11/2, then P = §1—11/2ﬁ are eigenvectors of
Sii — §10§601§01 with eigenvalues fi;. Then, the estimator ,@ proposed by Johansen (1995) is given by
the ¢ columns of P corresponding to the c largest eigenvalues.

Analogously define U° as the normalized cigenvectors of S1;'/%S10S55"S01S1;/> and define PO =
S;ll/ *U°. Then the estimator 3° that we would obtain if estimating a VECM on F, is the matrix of
the ¢ columns of f’o, corresponding to the c largest eigenvalues ﬁg of S11 — SlOSgol So1, and such that

det (ﬁ?sll — 5103801301) = O, j = 1, ceay T (A-?))
Notice that by definition the two estimators B and ao are normalized in such a way that 3’ §11 a =1

and B\O/Sllgo = Ic- . . . . o
Consider then the r x r matrix Ay = (8 (T~Y/23..)), where 8,, = 8, (8, 8,)!, and consider
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the equations

det [A’T(ﬁ]§11 - §10§601§01)AT] = 0, j = ]., N (A4)
det [A’T(ﬁ?Su - SIOS(;QIS(H)AT:I = 0, ] = ]., e, T (A5)

Clearly (A4) has the same solutions as (A2), but its eigenvectors are now given by A;ll/5 and those
corresponding to the largest c eigenvalues are A;lﬁ. Analogously for (A5) we have the eigenvectors
A:;lP0 and the ¢ largest are given by A;l 3°. Moreover,

Al (§11 - §10/5\(701§01)AT — A% (S11 - SlOS(TolSOl)AT =
_{ ASu3  TE8uA.. ] ) { BSup  TESuAL ] }

T_l/zﬁi*§115 T_lﬁﬁ_*gnﬁl* Tﬁl/zlél*sllﬁf Tﬁl,él*suﬁfj_*

B//Sjlo/s;o_olsmé . T’”?B'Sw?&&?mﬁin
T=123,S10S00 S8 T3 .S10S05 S0181+

_ [ B'S10S00SnB  T7/23'S10Sp) S01 81 ]}
T2 ,810S00 So1B T~ ,S10S00 S0181«

This result is proved by using Lemma D11(ii), D11(iii) and D11(vi) for the first term on the rhs,
and by using Lemma D11(i), D11(iv) and D11(v) for the second term. Thus, from (A6), for any
j=1,...,r, from Weyl’s inequality (Al), we have

= Op(Unt.6.9)- (A6)

|7 — %] < ||A%(S11 — S10S50S01) A — A% (S11 — S10S00 S01) Az || = Op(Wr,s.0)- (A7)

Then, because of Lemmas D6(ii) and D12, and from (A6), (A7), and Slutsky’s theorem, as n, T — oo,
we have (see also Lemma 13.1 in Johansen, 1995)

det |:A/T (ﬁjgll — §10/S\601/S\01)AT:| = det |:A/T (,L/I(j)Sn — SngOlSm)AT] + Op('&nT,é,n) (A8)
1
4 det (ﬁ‘;QBB - QBOQ&}QOB> det {ﬁ?ﬁ’MC(l)(/ WQ(T)W;(T)dT> C’(l)ﬁl*].
0

where W, (-) is a g-dimensional Brownian motion with covariance I,. The first term on the rhs of
(A8) has only ¢ solutions different from zero (the matrix is positive definite) while the remaining r — ¢
solutions come from the second term and are all zero since rk(C(1)) = r — ¢ = ¢ — d. Therefore, as
n,T — oo both A;llg and A;llgo span a space of dimension ¢ given by their first ¢ eigenvectors,
which by definition are given by A;la and A;l,é\o, respectively. As a consequence, there exist a
positive real D such that iy > D for j = 1,...,c. From (A6) and Theorem 2 in Yu et al. (2015),
there exists an orthogonal ¢ x ¢ matrix O, such that

23/2\/5HA/T (§11 - §10§501§01)AT — Al (Su - 8108501801)ATH

|AZ1BO. — AR <

[
23/2, /c|| A% (S11 — S10S:5:'S01)Ar — A% (S11 — S10S7:'So1 ) A
< ZIVE[ AT B = S0 01)D1T r(Su = SuSwSw)Arl ;6 (ag)
Define the transformed estimators
B=pB0.(3.80.)7", B°=pB"(B.8")". (A10)
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From Lemma 13.1 in Johansen (1995), we have (recall that Bl,@ = 0,_cxc)

A8 a7 0088 = (g ) = (vrm -5 )~ (ol ) @0

since A;lﬁo spans a space of dimension c. In the same way, we have

w78 (vrgs )~ (vrasn ) = (vmsp tvrm - ) 0

Now since span(A;lﬁ) = span(A;lﬁ), also (A12) spans a space of dimension c¢. Then, since also
span(A;' %) = span(AL'B°), by comparing (A11) and (A12), and using (A9) and (A10), we have

IVTBL(B —Bo)|| = [|A7'8 — AZ'B°|| = Op(Vnrs.n)- (A13)
Therefore, given that ||3', | = O(1), from (A11) and (A13), we have
18- 81 <18~ 8]+ 118~ Bl =0y (= ) + 00 (“2522). (19
VT VT
Finally, from (AlO) we can always define a ¢ X ¢ orthogonal matrix Q, which depends on O, and

such that ﬁQ ,8 (see also pp.179-180 in Johansen, 1995, for a discussion about the choice of the
identification matrix Q). Therefore, we have

A_ > o ’\_ _ 7~9nT,5,77)
16-8q| = |3-38q) op<ﬁ |

which completes the proof of part (i).

Once we have B, the other parameters are estimated by linear regression as

o= §013(3/§113)_1, G, = (M02 ~-ap M12)M221 (A15)

For part (ii), first notice that, by definition from a VECM for F,, since u,; is independent because
of Assumption 1(a), we have a = E[AFtF;_lmAFt_l](E[B’FtF;_1ﬁ|AFt_1])71. Therefore, since
conditioning on AF,_; is equivalent to conditioning on JAF,_; = AF,_; and since 3'F; = B’Ft, we
immediately have

Yy =Ja :JE[AFtFi_lg‘AFt_l](E[B/FtF2_1,B|AFt_1])7
_E[ARF, | BIAF, | (EFEF,_BIAF, _1])”

Then,
||301/3 QOﬁQH <H501 B - 6Q) |+ HSOLBQ S018Q| + [|S018Q — 245Q|| = Op(Vnr.5), (A16)

using part (i) and the fact that ||Sei|| = O,(T*/2) for the first term on the rhs, Lemma D11(iv) for
the second term, and Lemma D12(iii) for the third term. Analogously we have

18818 - Q'Q;,Q]| <[|(8' - @'8)51(B - BQ)|| + ||Q’B’§HBQ — Q'3'8118Q)||
+]|Q'8'S118Q - Q'Q;Q|| = Op(Vnr6.m) (A17)

using part (i) and the fact that H§11 || = Op(T) for the first term, Lemma D11(ii) for the second term,
and Lemma D12(ii) for the third term. Therefore, from (A15), (A16), and (A17), and since Q is
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orthogonal, we have

la - aQ = & - JaQ| = O (Pur5.),

which proves part (ii).

For part (iii), notice that, by definition, we have:
G, = HG H' = (T2F — GE['F, , AF,_])(T5") . (A18)
Then, from (A15),

Hal GlH <H (M02 — Oéﬁ M12)M (MOQ - aﬂ M12) 2_21H
-+ (Mo — &' M12) My, — (Moz — &3'M12)M 2 |
+ H (M02 - Olﬁ M12)M22 - (F1AF 3 E[ﬁ/Ft 1AFt 1])(1_‘0AF)_1H = OpwnTﬁ,n)v

since the first term on the rhs is O, (Y,7,5,,) by parts (i) and (ii) and since aQQ'B = &', the second
term is Op(9,7,5,) by Lemma D10(iii), D10(iv) and D10(vii), and the third term is O,(T~/2) by
Lemma D6(i) and D6(vi) and Chebychev’s inequality. This, together with (A18), proves part (iii).

For part (iv), first consider the VECM residuals w; = Aft — a,@’ﬁt_l — élAf‘t_l and notice that
their sample covariance is also written as

T
Ty =— Zvvtvv; Z(AFt af'F,_, — GIAF, )(AF, —afB'F,_, — G|AF, ;)
t 1

=Moo + aB'My, 8a" + (A;1M22(A;/1 — My, Ba’ — a,@/Mma/l — &M, — G, My — G, My, 3a’.

Then from parts (i), (ii) and (iii), Lemma D10(ii) through D10(vi) and D10(ix), and Lemma D6(i)
and D6(vi), we can prove that
|ITY = ITEI|| = Op(Dnt.5,9), (A19)

where I‘g} = E[Wtwg] = E[(AFt — a,@lFt,1 — GlAthl)(AFt — a,@lFt,1 — GIAthl),] .

By (19), we have w; = Ku,, therefore, since the shocks u; are orthonormal by Assumption 1(a),
we have T'y = KK'. Denote as wys j =1,...,q, the q largest eigenvalues of I'y’, which are also the
q eigenvalues of K’K and are asymptotically distinct by the assumption made in the statement of
Proposition 1. Then, since K = Q(0) = C(0), from Assumption 1 and the model given in (6), we have
rk(K) = ¢, and therefore there exist positive reals Qj,ﬁj and an integer n, such that D; > ﬁjJ’,l for
j=1,...,q—1,and D; <py¥ < Dj, forn >nand j=1,...,q

Denote as uj the elgenvalues of Ty, which are also the eigenvalues of K'K. Then, Denote by
wj’ the elgenvector corresponding to pf’ and define as M" the ¢ x ¢ diagonal matrix with entries 3’
and as W% = (w?} - -- w};’) the corresponding r X ¢ matrix of normalized eigenvectors. For any ¢ X ¢
invertible matrix P, we can always write w, = [KP|[P~'u;| = Hv,. In particular, let us choose P
to be such that (recall the identity w, = W*W* w,)

vi=P 'y, = (M) ?°W"w,;, H=KP=W*MY)"2 (A20)

’

Then, for this choice of P, we have 'y = E[v;v}] = (P)"}(P)~! = I,, and therefore P must be
orthogonal, i.e., P~! = P’. R DS . . .
Now, consider the estimators: K = W*(M®)"/2 and G, = (M%) '/2W"'&,, where W¥ =
(W} ---wy’) is the r x ¢ matrix of the first ¢ normalized eigenvectors of T and M is the ¢ x g
diagonal matrix of the corresponding eigenvalues ﬁ;’ Then, since D; > 5j+1 forj=1,...,q—1, by
Corollary 1 in Yu et al. (2015) and because of (A19), for j = 1,...,¢q, we have (note that JW¥ are
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eigenvectors of JI'yJ with eigenvalues u;-”)

(@0 — Jursw| < — 2olTE—ITRI| 27Ty - I P
min((p%_; — p), (0¥ — p¥4)) ~ min((D;_, — D;), (D, "D, P nT,8,1)
i—1 3N j+1 i1 j+1

(A21)

where s = sign(lﬁ}”/.]w;-“) and we define pf = co. Define as J* the ¢ x ¢ diagonal matrix with entries
s, then from (A21), we have

q
W —gwege| < |3 @Y — Jw?s?||* = Op(ursm). (A22)

Now, let us consider the estimated eigenvalues. From, (A19) and using Weyl’s inequality (A1), we
have

Ay —p¥| < |TY - ITYI|| = Op(Wnrsm),  G=1.....q, (A23)
which implies
- By = nf| e ey .
()2 = ()] < ’2ZM )1j2| < | T | =O0p(Un1sm), J=1,....q (A24)

Therefore, from (A24), we have

q
AW w 2
IV)Y2 = (M) 2 < D ((@)Y2 = ()V2)" = Op(@nrsm), (A25)
j=1

Let us define the orthogonal matrix R = J¥P’, then, using (A20), (A22), and (A25), we have (notice
that PJ¥ = P(M%)~1/2J%(M™)/? and HM")™1/2 = W)
|K - JKR/|| = [|[W*(M¥)/2 - JKPJ¥|| = [W*(M®)"/2 — JKP(M®)~ Y23 (M¥) /2|
_ |W\Vw(ﬁ'w)1/2 _ JH(Mw)—l/QJw(Mw)l/QH _ HWu;(ﬁw)l/Q _JWwa(Mw)l/2H
< W= I V)R (V)2 = (M) Y2+ 0y (0nm50) = Opl(Prisn),
because ||[(M®)Y2?|| = (u)Y/? < (D1)Y/? for n > 7, and [|[W¥|| = ||J|| = [|[J*|| = 1. This proves part
(iv).
For part(v), first notice that, given ¢, we have
[%: — Iw,| =||(AF, — @B'F,_, — G1AF,_;) — (JAF, — JaQQ'8'IIF,_; — JG,JIAF,_,)||
<[|AF; — JAF, || + [|AF; — JAF[| |Gul| + [|G1 — IG.I|| |AF, |
+ )@ -JaQ| |QBF. || +]|B - QBI|| |Fia] Q]
+ ||/3/J(Ft—1 - JFt—l)H 1Ql [[aQl| + Op(ﬂnT,é,n) = OpwnT,é,n)~ (A26)
Indeed, for the first and second term on the rhs of (A26) by taking differences and multiplying by /T in
Lemma 1(iii) and using (D35) in the proof of Lemma D10, we immediately have that | AF; — JAF;|| =
O, (T~'/2), for the third, fourth and fifth terms we can use parts (iii), (i), and (i), respectively, and

|[Fi_1]l = O,(VT) by Lemma DA4(ii) and |Q'8'F;_1|| = O,(1) by Lemma D5(ii), and obviously
IG1]| = O(1), ||eQ] = O(1), |Q|| = O(1), and ||J|| = 1. While, for the last term on the rhs of (A26),
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using the same approach as in the proof of Lemma D10(ix) (see (D43)), we have

18"3( (Fiy — JF_, )| =18 (Fiy — JF;_, )| = 0p(Fnr5.0)-

Second, since rk(I'y’) = ¢ then py’ > 0 for any n € N and therefore M" is always invertible. Moreover,

since, for n > 7, fy > D, + Op(Inrs,) because of (A23), then the inverse of MY exists with
probability tending to one as n,T" — oco. Then, from (A24), we have

2 2
(1 )1/ — ()Y

(V)2 — (M) 712 < [[(M) Y2 — (M) < Z iz

< gmax;—q, ..., \(,uj)l/2 (Hj)1/2|
- Qq + Op( nT,é,n)

= Op(Vnr,5,)- (A27)

Then, from (A20), (A22), (A26), and (A24), since ||w;|| = O, (1), ||(M¥)~1/2|| = (u;")_l/z < (Qq)_l/2

for n > n, and |[W¥|| = ||J|| = ||J¥|| = 1, we have

Hﬁt _ RUtH _ H(Mw)q/z"?\\/w’@t _JwP/utH _ H(Mw)q/zwmwt _ (Mw) 1/2Jw(Mw)1/2P/u H
:”(1/\\/[11;)—1/2‘/;‘\711/‘7‘715 _ (Mw)—l/2Jw(Mw)1/2vtH _ H(ﬁw)—l/2{7‘\7w’/\ (Mw) 1/2waw Wu;(Mw 1/2V H
:’|(1/\\/Iw)—1/2ww’wt . (Mw)_1/2JwWw/HVtH _ H Mw —1/2{;.‘\710’/\ _ (M ) 1/2waw JJth
SHWU;' 7JwWw,J (Mw)fl/QH + Hwt Jth ” Mw 1/2” + H -1/2 _ (Mw 1/2“ ||Wt|| +Op(ﬂnT5n)
:Op(ﬂnT,&,n)v

and this proves part (v).

For part (vi) consider an estimator of R, given by R obtained by imposing suitable restrictions on
the raw IRFs (21), then the true IRF and the identified estimated IRF of z;; to u;; at lag k are given
by (see also the definitions in (12) and (22))

$iji. = AiBik; = [NJ][IBLI] [Jk,],  SVEM = XNBK¥;,

where By, is the k-th coefficient of (1 — L) 'C(L), By, is the k-th coefficient of [AYVESM(L)]~1, k; is
the j-th column of K, and T; is the j-th column of R.

The estimated VECM with p = 1 can always be written as a VAR(2) with estimated matrix
polynomial, AVECM(L) = I, — AYECM[, — AYECM[2 where AYEM = G + &B + I, and AYPCM =
—Gy. Then, from parts (i), (ii) and (iii), we have, for k = 1,2,

|AYEM — JALT|| = Op(Onr,5.)- (A28)

Define the infinite matrix polynomial B(L) = [A\VECM(L)}_l = (I, — AYECM[, _ AYECMp2)-1 _
S5 BiLF, such that B(0) = I,, B; = AYPM B, = (AYEOMB, + AYPM) By = (AYFOMB, +
AYECMB,), and so on. Then, from (A28), we have, for a given k,

B — IBLJ|| = Op(0nrs,)- (A29)

The estimator R is in general a function of Xi, ]/?\)(L)7 and K, and for regular identification schemes,
such that this mapping is analytical, using Lemma 1(i), part (iv), and (A29), we have

||ﬁ - RH = Op(Vnr,5m)- (A30)
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Moreover, from part (iv) and (A30), and since for any matrix A, ||A|r < /rk(A) ||A]|, we have
|KT; — Jk; || < g KR — IK|| . < ¢v/7||[ KR — JK|| = Op(9nr.6.9)- (A31)

Then, by Lemma 1(i), part (iv), and using (A29) and (A31), for given ¢,j and k, we have (note that
Inrsn = maX(T—l/Q,n—l/Q))

|03 = dign| <[IA; = NI Bl |1 Kx; || + [ By — IBuJ|| | A:]| [[Kr;]|
+ ||[KE; — Ik || (1Nl [Bill + 0p (9nr.51) = Op(Inr5), (A32)
because |By|| = O(1), |Kr;| = O(1), and by Assumption 2(b) ||A;|| = O(1). This proves part (vi)
while part (vii) can be proved as in Theorem 2.9 by Phillips (1998). This completes the proof. |

A.2 Proof of Proposition 2

Define the r x r transformation D = (3 3, )’, where 3 is the r X ¢ cointegration vector of F, and 3
is such that B8 = 0,_.x,. Then, the vector process Z; = DFy, is partitioned into an I(0) vector
Zy, = B'F, and an I(1) vector Zy, = (3 F;. The vectors Zy; and Zy,; are orthogonal.

Now consider the models for Fy, Zg;, and Z;:

F,=AF_1+w, Zoo=QoFi1+8wiy Ziy=QF,1+ 3wy,

where Qg is ¢ x 7 and Qq is r — ¢ x r, and w; = Ku;. Denote the ordinary least squares estimators
of the above models, when using Fy, as A}VA® Qq, and Q; . Then,

T T -1
1Q0— Qo = H (; 3 ﬁ’FHugK'ﬂ) (71, Zﬁ’Ftnglﬁ) -0, (%) L (Am)
t=1 t=1

Indeed, the first term on the rhs is O,(7~1/2) from (D16) and by independence of u; in Assumption
1(a), while the second term is O, (1) by Lemma D6(v). Similarly,

. 1 & 1 & -1 1
Q1 — Qi = H (T2 ;ﬁiFt_lu;K'm) <T2 ;ﬁLFt_lF;_lzn) =0, (T> . (A34)

Indeed, the first term on the rhs is O,(T~!) from (D16) and by independence of u; in Assumption
1(a), while the second term is Op(1) by Lemma D6(ii). Moreover,

=N O/
VeC(A%VAR) — ('Dil ®Ir) < Vec(%?) > . (A35)
1
Analogous formulas to (A33)-(A35) are in Theorem 1 by Sims et al. (1990) and, by combining them,

AR AL =0, (\/1?) . (A36)

Notice that of the 72 parameters in Ay, cr in Qg are estimated consistently with rate O, (T~'/2), while
(r —c¢)r in Q with rateAOp(Tfl).

If we now denote as AIVAR the ordinary least squares estimator for the VAR when using JF;, then
AOVAR — JAIVAR and from (A36)

- 1
|AYVAR —JALT|| =0, (ﬁ) : (A37)

43



Define

T T
—~ 1 ~ =, —~ 1 ~ =
M, = f;Ftthv M, = T;Ft—lel- (A38)
Then, we can write the VAR estimators as
Mo (M) My, (Mp\ !
KYAR _ 1L LL ’ K?VAR _ 1L LL 7 (A39)
T T T T

where M and My, are defined as in (A38), but when using JF,.
Because of Lemma D10(i), we have

My Muf o (o (11 1 Mip Ml (0 (111
T T |~ P\ e ) ) T T | T\ T e ) )
thus

~ ~ 1 1 1
A A0
H VAR _ 1VARH 0, ( aX(ﬁ’ ’nl—n>> ) (A40)
By combining (A40) with (A37)

H;&YAR _ JAlJH < |‘K¥AR _ K(BVARH + H‘X‘?VAR _JAl,]H =0, (max <\}ﬁ’ %7 nll—n)> , (A41)

which completes the proof of part (i).

By noticing that, as a consequence of part (i), (A19) holds also in this case, but with the rate
given in (A41), we prove parts (iii) and (iv) exactly as in Proposition 1(iv) and (v), respectively.

For part (v), define B(L) = [1/3;"‘“9‘(L)]71 = (I, — AYARL)! = oo BjLF, such that B, =
(AYARYE Then, from part (i), we have, for a given k,

~ 1 1 1
The identified estimated IRF of x;; to uj; at lag k is given by (see also (26))
PYAR = N BLKT;, (A43)

where T; is the j-th column of f{, which is an estimator of the identifying matrix R. Such estimator

is in general a function of Xi, ]/E’;(L)7 and IA{, and for regular identification schemes, such that this
mapping is analytical, using Lemma 1(i), part (i), and (A29), and similarly to the proof of Proposition
1, we can show that (see (A31))

IKE, - Ik, | = 0, <max (\}ﬁ\/lfnf_n» (Add)

Consistency of the identified estimated IRFs (A43) is then proved in the same way as in the proof of
Proposition 1, by using Lemma 1(i), part (i), and (A42) and (A44). This proves part (v), while part
(vi) follows from Theorem 2.3 by Phillips (1998). This completes the proof. O

A.3 Proof of Proposition 3

For g the proof is in Proposition 2 in Hallin and Liska (2007). For 7 the proof follows similar steps but
when fixing § = 0 and combining it with Lemma D13 and consistency of the spectral density estimator
34Y(0), which is proved in Proposition 6 in Forni et al. (2017). O
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A.4 Testing for linear trends

For a given i we have the model y;; = a;+b;t+x;; in (11). We want to test the null and the alternative
hypothesis
Hy:b;,=0, vs. Hy:b; #0.

Consider the following statistic:

L5, Ay A Ih|
SZ:\/T{W}, with V= > ( —)ﬁy,
VVi h=— M Mr

where ﬁfhy is the lag-h sample autocovariance of Ay;;. It can be shown that, under Hy, as T — oo, if

(Mr)~t + MpT~1 — 0 then S; 4 N(0,1) (see, e.g., Hamilton, 1994, Propositions 7.11 and 8.3).
The proposed test is based on the following rejection rule:

if |S;| > ¢r then reject Hy,

where we let the sequence of critical values to be such that ¢z — oo and ¢p = o(V/T), as T — co. As
a consequence, the probabilities of type I and type II errors for this test are asymptotically zero.
Indeed, as T' — oo, the probability of type I errors is such that,

1 e=r/2

o0
P (1S > erlbi = 0) = 2/ L gy~ i,

cr \Y 27T CT

(1+0(1)) = 0. (Ad5)

for some positive real Kj independent of i. Moreover, under Hy, when, say, b; = b for some real b > 0,
as T — oo, we have

b b
BN
W a2

where Z; ~ N(0,1). Thus, the probability of type II errors tends to zero.
Now, let us consider the implications for the multiple testing problem given by the null and the
alternative hypothesis

P (|S;| > er|b; =b) > P (si —VT

Hy:b; =0 foralli, vs. Hy:b; #0 for at least one i.

First, without loss of generality assume that H; holds with by =b >0 and b; =0 for all: =2,...,n.
Then,

P <U {‘Si| > CT} |bl = b; b; = 0, 1= 2, - ,77,) >P (‘Sl| > CT|b1 = b) — 1, (A47)
i=1
because of (A46). Thus, the probability of type II errors tends to zero independently of n. Turning
to the probability of type I errors we have

e—c%-/Q

P (U {|Sl| > CT} |bl =0,2=1,... ,n) < Z P(|Sl| > CT|bi = 0) =nk, (1 + O(l)). (A48)

¢
i=1 T

By choosing ¢ = O(T*¢) for any € € (0,1/2), then the probability of type I errors in (A48) tends
always to zero as n,T — co. However, in order to avoid power losses in (A47), we opt for the choice
¢ = O(log T'), which still implies a vanishing probability of type I errors, as n, T — oo, provided that
T/y/n — 0. Note that the latter condition is compatible with the condition v/7'/n — 0 assumed in
Proposition 1 and is reasonable for macroeconomic datasets. Therefore, in practice, we run each of
the n tests using a critical value c¢p = log T'.
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