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Autocorrelation

I. Data
Data5.fit contains three series or variables for the period 1997:01 to 2002:02 (monthly observations). These data describe the GBP/EU exchange rate (EUUK), the UK three-month interest rate (UK3MINT) and the EU three-month interest rate (EU3MINT). 

II. OLS

Regress the GBP/EU exchange rate on a constant, the UK three-month interest rate and the EU three-month interest rate. That is, define a constant in PROCESS (define it as CON) and then go to SINGLE and type:

EUUK CON UK3MINT EU3MINT

III. Detect Autocorrelation

In this class, we are going to check whether the residuals are autocorrelated by visual inspection of the residuals over time (there are more formal ways of detecting autocorrelation but we are going to discuss these in another seminar).

In order to do this, close the regression output and save the estimated residuals. That is, select option 3 in the post regression menu (LIST/PLOT/SAVE RESIDUALS AND FITTED VALUES) and then select 6 (SAVE RESIDUALS). Save the estimated residuals as RES.

Go back to PROCESS and plot the estimated residuals against time. That is, type:

                                                            PLOT RES                                       and click GO

Generate a scatter diagram by selecting SCATTER from the Graph Control.  

IV. Dealing with Autocorrelation – Cochrane-Orcutt Methodology
Select option 4 in the Linear Regression Menu (under the heading Univariate) and click START.

Assume that the order of autocorrelation is 1 and leave the program to set the initial values.

Are there any differences in the magnitude and significance of the estimated coefficients between the OLS and the Cochrane-Orcutt methodology?
Are the residuals autocorrelated now?

Close the regression output, select option 3 and then option 3 again. Create a scatter diagram of the residuals and comment on this.

