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Abstract
Correctly specifying the number of factors (r) is a fundamental issue for the appli-

cation of factor models. In this paper we develop an econometric method to estimate
the number of factors in factor models of large dimensions where the number of fac-
tors is allowed to increase as the two dimensions, cross-section size (N) and time pe-
riod (T) increase. Using similar information criteria as proposed by Bai and Ng (2002),
we show that the number of factors can be consistently estimated using the criteria.
We propose a new procedure that avoids over estimating the number of factors while
allowing for one to search for possible number of factors over a wide range of positive
integers so that it also avoids underestimation of the number of factors. We conduct
Monte-Carlo simulation to investigate the finite sample properties of the proposed
approach.
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