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Abstract

This thesis presents some extensions to the current literature in high-dimensional
static factor models. When the cross-section dimension (represented by N hence-
forth) is very large, the standard assumption for each common factor is to have the
number of non-zero loadings grow linearly with N. On the other hand, an idiosyn-
cratic error for each component can only be correlated with a finite number of other
components in the cross-section. These two assumptions are crucial in standard
high-dimensional factor analysis, as they allow us to obtain consistent estimators for
the factors, the loadings and the number of factors. However, together they rule
out the possibility that we may have some factors that have strictly less than N
but still non-negligible number of non-zero loadings, e.g. N¢ for some 0 < a < 1.
The existence of these weak factors will decrease the signal-to-noise ratio as now the
gap between the systematic and idiosyncratic eigenvalues is more narrow. As the
consequence, in such model it is harder to establish the consistency of the factors
estimated by sample principle components. Furthermore, the number of factors is
even more challenging to identify because most existing methods rely on the large
signal-to-noise ratio. In this thesis, I consider a factor model that allows general
strength for each factor, i.e. both strong and weak factors can exist. Chapter 1
gives more discussions about the current literature on this and the motivation for

my contribution.

In Chapter 2, I show that the sample principle components are still the consistent

estimators for the factors (up to the spanning space), provided that the factors are

12
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not too weak. In addition, I derive the lower bound that the strength of the weakest
factor needs to achieve for being consistently estimated. More precisely, what I mean
by strength is the order of the number of non-zero loadings of the factor.

Chapter 3 presents a novel method to determine the number of factors, which is
asymptotically consistent even when the factors are weak. I run extensive Monte
Carlo simulations to compare the performance of this method to the two well-known
ones, i.e. the class of criteria proposed in Bai and Ng (2002) and the eigenvalue ratio
method in Ahn and Horenstein (2013).

In Chapter 4 and 5, I show some applications that are based on the work of this
thesis. I mainly focus on two issues: selecting the factor models in practice and using

factor analysis to compute the large static covariance matrix.
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1 Introduction

Factor analysis first arises in the field of Psychometrics, when Spearman (1904)
obtained results of several tests taken by schoolchildren and proposed that the cor-
relations between those tests were due to a single factor, which he referred to as
intelligence. Since then, there has been a rapid growth in applications of factor anal-
ysis in social science, particularly in Finance and FEconomics. It is very useful and
interesting to find a small number of factors (either observed or unobserved) that
capture the movements of a much larger number of variables. For examples, Boivin
et al. (2013) address a strong factor, can be interpreted as credit shock, which has
big impacts on several other financial and economic variables such as credit spreads,
interest rates, etc. Additionally, from the statistical angle identifying the common
factors brings a great advantage of dimension reduction in the large-dimensional
setting.

In this thesis, I focus on the case where factor model is used as a dimension
reduction technique. For example, in some applications such as estimating large
covariance matrix or forecasting with many explanatory variable, the factors after
extracted are used in place of the original components. Therefore, this gains benefit
of reducing the dimension significantly.

In brief, this thesis presents some theoretical extensions to the current literature
in factor analysis. Particularly, I replace the strongly pervasive factors condition
with a less restrictive one that allows the factors to affect a relatively small but non-

negligible number of components. This replacement eases the requirement for the

14



1.1 Literature review

consistency of the factors estimated by the standard principle components technique.
In addition, changing this assumption also has some impacts for other areas of re-
search regarding factor analysis, such as determining the number of factors and the
estimation of covariance matrix using factor analysis. Therefore, other contributions
in this thesis are about determining the number of factors and applications of factor

analysis in computing the large covariance matrix.

The main contributions here belong to the theory of Econometrics, rather than
Economics empirical findings. Therefore, discussions and application of the common
factors identification are mainly approached from a statistical point of view. I do not
focus on the case where there is a need to interpret the meaning of the underlying

factor processes.

In contrast, there are many other empirical works exploiting factor analysis and
interpret the factors as some meaningful variables for insights. Examples within this
line of research including studies regarding identifying the factors (or shocks) in yield
curve (Diebold et al. (2006)), stock returns (Fama and French (1993)), credit market
(Boivin et al. (2013), Gilchrist et al. (2009), etc.), credit default swaps (Chen and
Hérdle (2012)), corporate bond spreads (Elton et al. (2001)), etc. Nevertheless,
the centre of discussion in this thesis regarding general factor identification issues in

large-dimensional setting, rather than these financial and economic applications.

Over the next few sections in this chapter, I will gradually discuss some recent rel-
evant advances in factor analysis. Also, some applications are mentioned to illustrate

how this can be used in practice.

1.1 Literature review

Parallel to the practical aspects, theoretical research regarding factor model is com-
parably active, and will be reviewed in section 1.1.1. On the other hand, some

well-known applications are reviewed in section 1.1.2.
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1 Introduction

1.1.1 Developments in factor analysis

Since the literature is extremely large, it is impossible to present all the important
related works in the review, hence there are many significant results missing in these
subsequent sections. For example, I will not discuss dynamic factor model in details
despite its importance, because static factor is the main focus of this thesis. In
contrast, some results in the large covariance matrix estimation will be mentioned,

due to its link with the main contribution.

1.1.1.1 Overview of factor analysis

In particular, a static factor model for y;;, ¢ = 1, ..., IV is given by:

yie = NV 4 A D oy, (1.1)

or
Yit = a + N fy + s (1.2)
where \; = [Agl),...,Agr)]’ is the factor loadings vector for component y;, fi =

[ t(l), . ft(T)]’ is the common factors vector, u; is the idiosyncratic error (shock)
which is not explained by the common factors. The \; term corresponds to the
exposure of y;; to the common factors f;. In vector form, we can write:

Yt:Aft—i—ut. (1 3)

(Nx1)=(Nxr)(rx1)+(Nx1)
In here, Y; = [y1ty ..., ynt], A = [A1,..., An] is the matrix of factor loadings and wu
is the vector of idiosyncratic errors. W.l.o.g we assume that Y;, f; and wu; all have

means 0. In matrix form, given that the length of the time dimension is 7" we will

denote Y = [Y{,...,Y]], F = [f{, ..., fr], and U = [u}, ..., u/;]. Hence, (1.3) can also

16



1.1 Literature review

be written as:

Y =F\N+U.
(TxN)=(Txr)(rxN)+(TxN)

Recently there has been a rapid growth in applications of factor analysis for social
science, particularly in Economics and Finance. This is due to the need to seek for a
small set of factors that can contain a large proportion of information from the vast
original multivariate series. Some well-known examples of factor model in economic
theory are the capital asset pricing model (CAPM, Sharp (1964)) and the arbitrage
pricing theory (APT, Ross (1976)).

The factor model in Ross (1976) is referred to as strict factor model because
it assumes the common factors capture all the correlations between all variables,
which means ¥, = cov(u;) is a diagonal matrix. However, this assumption may
be too stringent in practice and we normally need to allow for some level of cross-
section correlations between the idiosyncratic errors. Therefore the approximate
factor model of Chamberlain and Rothschild (1983) seems more appropriate. In this
model, the key assumption is that the idiosyncratic covariance matrix is not diagonal,
but its eigenvalues must be bounded as N — oo. I will come back to this in more

details in some later paragraphs.

Clearly, the main objective in factor analysis is to identify the set of common fac-
tors, assuming that they exist. Generally, estimating the factors can be done in many
ways. We can even specify some observed variables as common factors, based on a
theoretical framework or from many experiments. Some examples of this approach
are the CAPM or the 3-factor model of Fama and French (1993). On the other
hand, factors can be considered as latent variables and require statistical techniques
to estimate. This is a more popular direction in current literature, as we usually
have no prior knowledge about the common factors. Based on this approach, a large
literature now in factor models are contributed by extending the factor structure

(e.g. dynamic factor model, multi-level factors, etc,) and identification techniques
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1 Introduction

(e.g. principle component (PC) analysis, maximum likelihood estimator, etc.).

Another aspect that plays an important role in theoretical and empirical work is
to determine the number of factors in the model. A few methods have already been
proposed and used in applications. The simplest method is to select the number
of factors from the scree plot of the descending sample eigenvalues of 3 = cov(Y})
(i.e. eigenvalues of the sample covariance matrix of Y;) as in Cattell (1966). Related
procedures are suggested by Onatski (2009, 2010) using the slope of the scree plot
and the difference of ordered sample eigenvalues, respectively. In addition to these,
Ahn and Horenstein (2013) consider maximising the ratio of successive eigenvalues

or their growth ratio.

Information criteria have also been used to select the number of factors. Choi
and Jeong (2013) study the consistency of using AIC, BIC or HQIC in choosing the
true factor model. In addition, Bai and Ng (2002) propose several criteria for the
number of factors in approximate factor models and show them to be consistent.
The relationship between the information criteria and those based on eigenvalues is
discussed in Onatski (2010) and Ahn and Horenstein (2013). Once the number of
static factors is determined, the number of dynamic (or primitive) factors can be
determined using methods proposed by Amengual and Watson (2007), Bai and Ng
(2007), and Breitung and Pigorsch (2012).

This is also worth mentioning at this stage that there can be two different ways
when specifying the model in (1.2). In the first one, the common factors are assumed
to affect most components in the cross-section, which is called pervasiveness. This
formally means the number of non-zero loadings for each factor needs to grow with
N. Literature for this model can be founded in Bai (2003), Stock and Watson (2002),
Bai and Ng (2002) and some references within. A second type of factor model is less
common, but starting to attract some attentions recently. In contrast, the factors in
the second type are not defined to capture the cross-section correlation but rather

drive the serial dependence of the original time series. Following this direction, we

18



1.1 Literature review

assume there is a set of common factors that account for all the serial correlations
and hence the idiosyncratic components are just white noise. Some attempts in this
direction include Anderson (1963), Priestley et al.(1974), Brillinger (1981), Pena
and Box (1987), and Pan and Yao (2008). More recent efforts focus on the inference
when the dimension of time series is as large as or even greater than the sample
size; see, for example, Lam, Yao and Bathia (2011), Lam and Yao (2013) and the
references within. In summary, the first class of model assumes the common factors
leave very little cross-section correlation in the idiosyncratic components but allow
for serial correlation, whereas the second class assumes u; is serially uncorrelated but
the factors can be less pervasive.

In this thesis, I mainly focus on the static factor model as shown in (1.3) and I
adopt the model setup similar to the one discussed in Bai and Ng (2002), Bai (2003)
or Stock and Watson (2002), in which wu, is allowed for serial correlation. However, as

we shall see, I relax the pervasiveness condition that usually comes with the model.

1.1.1.2 Factors identification

It is very important to notice that the latent factors can not be uniquely identified
without further restriction. For example, we can always linearly transform f; and
A by an r x r invertible matrix and its inverse and they still generate exactly Y;.
Therefore, we can only estimate the loadings and the factors up to their spanning
spaces without any restrictions.

If f; is a stationary process, a well-known restriction is that ¥y = cov(f;) = I,
where I, is the r x r identity matrix. This is simply done by replacing f; by 2;1/21}.
However, this is still not sufficient for unique identification, because for now we
can still rotate the factors by an orthonormal matrix and still having cov(f;) = L.
Therefore, together with this we usually impose an extra restriction that A’A is a
diagonal matrix (with distinct diagonal elements in descending order). This extra

assumption helps us exactly identify f; and A (up to the signs) instead of the rotations
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1 Introduction

of them, without loss of generality because we know that any other restrictions can
be retrieved by a linear transformation. These restrictions are often found in the
maximum likelihood estimation, e.g. see Lawley and Maxwell (1971). Furthermore,
as discussed in Bai and Ng (2013), it is not as stringent as it seems, and can be
useful for economics applications. An example shown in Bai and Ng (2013) is the

case where r = 3 and

At 0 O
A= 0 Ay O (1.4)
0 0 As

where A; is the N; x 1 vectors of loadings, and N; + No + N3 = N. This model
implies that the first factor generates the first Ny group of cross-section components,
and so on. This can be applied in models for regional panel data. Even when the
order of the cross-section components is shuffled, the loadings matrix restriction still
holds, which makes it useful because we do not require the knowledge of the grouped
structure. In this thesis, these restrictions regarding the factors and loadings are not
needed for the main results, although I shall often refer to this restriction in some

discussions for convenience.

Having discussed about estimators for the factors and the loadings matrices, it is
also important to point out that in large dimensional setting (N is as large as T)),
principle components (PCs) analysis is considered as the most efficient methods to
achieve this task. The first r (population) PCs of Y;, denoted as g¢, are defined as
follows:

gt = B'Y,

where B is the N xr matrix whose columns consisting of r eigenvectors corresponding

to the r largest eigenvalues of X, normalised so that B’B = I,,. We can also write:

Y, = Bgi +w (1.5)

20



1.1 Literature review

with E(gw;) = 0. Intuitively, if the first » principle components already capture the
large proportion of variation in Y, the term w; can be interpreted as the disturbance.
Therefore, as in (1.3) and (1.5) there is a similarity between the PCs and factors.
In fact, Schneeweiss (1997) develops a result which shows the convergence of PCs to

the factors. The key requirement for this convergence is:

fir(A'A)

) — 0. (1.6)

where 1 (A) is the kth-largest eigenvalues of a square matrix A. The ratio in (1.6)
can be interpreted as the signal-to-noise, and is a key parameter that determines

how well one can identify the factors.

The results in Schneeweiss (1997) are developed for population PCs, where %
is assumed to be known. However, replacing > by the sample covariance matrix
introduces further sampling errors, especially when NN is large. The convergence of
sample PCs to factors space is one of the crucial developments recently, and can be
found in Bai (2003), Bai and Ng (2002) or Stock and Watson (2002). The authors
show that when (NV,T) — oo, the sample PCs converge to the factors space under

some conditions, in which some among them imply (1.6).

In order to get to our main contribution, it is worth explaining the intuitive inter-
pretation behind the seemingly technical condition (1.6). What u1(3,) and g, (A’A)
represent are really the amount of cross-section correlations in the idiosyncratic com-
ponents and the pervasiveness of the factors. First we discuss about ¥, which was
originally assumed to be diagonal in Ross (1976). However, since the introduction
in Chamberlain and Rothschild (1983), the idiosyncratic errors u;; are allowed to be
cross-sectionally correlated, i.e. we can have a pair (¢,7) such that cov(u, ujt) # 0.
This is called “approximate factor model”, as opposed to the “strict factor model”
where cov(ui,uj;) = 0 for all 4 # j. Although allowing 3, to be different than a

diagonal matrix, Chamberlain and Rothschild (1983) require p;(3,) to be bounded

21



1 Introduction

as N — oo.

In this case, if the factors are pervasive enough, then (1.6) is satisfied. To see why,
the pervasive condition is usually stated as: ZZ]\L 1 ()\Z(-k)>2 grows linearly with N for
any k € (1,...,7). Equivalently, for any factors, the number of non-zero loadings
must grow strictly with order N. If A’A is a diagonal matrix as usually assumed for
unique identification, then the eigenvalues lie on the diagonal, and the kth eigenvalue
is Zi\;l ()\Z(-k))Q. So condition (1.6) is satisfied if the factors are strongly pervasive

and pq(X,) is bounded.

These two conditions regarding low cross-section correlations of idiosyncratic errors
and pervasiveness of factors can be founded in most recent works of factor models
such as in Bai and Ng (2002), Bai (2003), Stock and Watson (2002) and the references
therein. For example, I recall the two assumption B and E2 in Bai (2003) and denote

them as Assumption 0 in this paper:

Assumption 0. (i) A’A/N converges to a positive definite matriz D whose eigen-

values are bounded away from both 0 and infinity

(it) 3y has bounded row sum of absolute entries, i.e. max;y_; |oi;| = O(1) where

oij = cov(uit, wjt).

Assumption 0 (i) makes sure that each factor has impacts on the majority of the
components in the cross-section. Assumption 0 (ii) describes the level of cross-section
correlations between the idiosyncratic errors. Slightly weaker one is used in Bai and
Ng (2002): + >, >_jloij| = O(1). The main idea behind these restriction on X, is
that although the model allows for approximate factor, the level of correlations across
the idiosyncratic errors can not exceed a certain level. Notice that if |o;;] is bounded

above and below for all 4, j, Assumption 0 (ii) leads to max; »; I{|o;| > 0} = O(1).
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1.1 Literature review

To see why, notice that:

mZaXZI{‘O'ij‘ > 0} = mZaXZ ‘Uij’DI{’Jij’ > 0}
J J
= m?XZ |oijl (|ois )~ I{ || > 0}
J

< max [(|o3]) ™ I{|oij| > 03] miaxz o351 = O(1).
i

Intuitively, max; ) ; I{|oi;| > 0} = O(1) means that the number of non-zero
entries in each row of ¥, must be bounded while its dimension N grows to infinity.
Therefore, later on we will use the fact that max; > I{[os;| > 0} = O(1) can be
derived from of Assumption 0 (ii)!. The reason for looking at max; >~ Hloi;| > 0}
is that we want to use some important results in the sparse matrix? literature. This
is useful for us later to construct a method to estimate the number of factors (see

Chapter 3).

In addition, Assumption 0 (ii) implies that u1(X3,) is bounded®. Therefore, to-
gether conditions (i) and (ii) of Assumption 0 imply (1.6), which contributes to the
sufficient conditions required for the population PCs to converge to the factors. How-
ever, it may be stronger than necessary because we only need (1.6) to hold. It is
interesting to consider the cases where Assumption 0 does not hold and examine
whether the population and sample PCs still converge to the factors space. Clearly,
the sample PCs case will be the ultimate goal, so most of the current studies directly
establish the consistency result for this.

One such interesting case is discussed in the PhD thesis of Heaton (2008). This is
the case where ) |oy;| grows with rate N1~ for some i and 0 < « < 1. In this case,

Heaton (2008) shows that the sample PCs still converge to the factors, but with a

'The condition max; ; [(Jo;]) " I{|os;| > 0}] = O(1) is reasonable, as it just simply states all the
non-zero entries in Y, must be bounded away from 0, which is true when 3,, is non-stochastic.

2A large matrix with many zero entries is called sparse matrix, and this has attracted a large
number of studies recently

3 As from standard Linear Algebra result, we have u1(3,) < max; 22504 <max; [0l
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1 Introduction
slower rate. Particularly, he proves that (using our notations):

1= 2 1 1

- F’“—FAH = Op(—— + —

T H We + 1)
where F" is the sample PCs and A is a rotational matrix. In Heaton’s thesis, where
he assumes the column of F' is orthonormal, A becomes only a signs matrix. Under
Assumption 0, the rate of convergence for similar quantity in the left hand side above

is established in Bai and Ng (2002) and is O,(N~! + T~!). Therefore we can see

how weakening Assumption 0 (ii) affects the rate of convergence.

In this thesis, I mainly focus on the case where Assumption 0 (ii) is not violated,
but we relax Assumption 0 (i). There are some reasons for this to be too stringent,
because under this condition a factor that only affects a relatively small number of
cross-section components (say N2/3 out of N) will not be assumed to exist. However,
recently some empirical works suggest the potential loss of information when ruling
out these not-so-strong factors. For example, Boivin and Ng (2001) provide an
empirical study illustrating that a smaller but carefully chosen set of cross-section
variables yields better factors than the whole original set. One potential reason
for this is that the amount of correlations from the large number of idiosyncratic
errors will reduce the sharpness of the estimators. In addition, some factors that
are extracted from the subset can be identified as idiosyncratic errors when applying
factor analysis to the full set, due to their small explanatory powers for the majority

of cross-section variables.

At what level can we relax Assumption 0 (i) is also an interesting issue. If we
relax it so that A’A converges to a positive definite matrix D, then clearly (1.6)
is not satisfied, and so even population PCs are not consistent for the factors. To
strengthen our argument, Onatski (2012) shows that under this case, the factors are
so weak that sample PCs will be poor estimators for the factors, and can even be

orthogonal to the factors space. A studying case that we present in this paper lies
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1.1 Literature review

in the middle, that is we assume the number of non-zero loadings for each factor is
at order d(N), which can be dominated by N but has to grow to infinity with N.
We even consider the general case where d(/N) varies from factors to factors. This
is found useful in the case where some factors are global while some of them are
regional, but both the number of regions and the sizes of them can be large.
Another related area of research with weak factors is the multi-level factor model,
which usually includes global and regional levels. In such model, the factors are
separated into levels, where the top level factors (global factors) are pervasive and
affect almost every cross-section component. The second level factors are not as
pervasive because they only affect components in each region. In a special case
where the number of components in each sector grow at a slower rate then N, this 2-
level factor is a special case of a mixture model of strong and weak factor. Restriction
for such model and effective identification method can be found in Wang (2008). The
most important similarity between the multi-level factor model and the one presented
in this thesis is that the loadings matrix can be allowed to have many zeros. However,
there is a key difference, which is that in my proposed model we neither know how

to separate the original cross-section into sectors nor if such separation is possible.

1.1.2 Applications of factor model

There are a wide range of applications of factor model that can be found in the
Economics and Finance literature. They can be separated into two classes: the first
one links the factors with some interpretations for meaningful insights about the
observed variables (e.g. APT, CAPM, Fama-French 3 factor model, business cycle*,
yield curve modelling®, etc.), whereas the second class uses the factor analysis as a
tool for dimension reduction. In here, I focus more on the second one.
High-dimensional settings can be found in many applications recently, due to the

growth in available data and the advance in computational techniques. Typically

“Gregory et al. (1997)
Diebold et al. (2006)
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1 Introduction

the vast dimension can be hundreds or thousands, e.g. number of firms in the stock
markets or macro variables in the global economy. An unarguable advantage with the
growth in the size of data is to capture more information which can not be revealed
from any smaller sets.

However, this clear advantage is not taken for granted, because the suitability
of analysis tools used for these large dimensional data has to be examined before
being applied. For example, in the case where the number of interested variables
expands faster than their sample sizes, many traditional theoretical estimators in
data analysis break down due to undesirable bounds required for convergence, such
as the sample covariance matrix of these data. Therefore, a large class of innovative
methods has arisen which either seek for dimension reducing techniques or extend

the theoretical results for large dimension, including factor analysis.

1.1.2.1 Large covariance matrix estimation:

To begin we give one such technically challenging example that arises in high-
dimensional setting: i.e. estimating the covariance matrix when the cross-section
dimension (V) of the data is as large as the sample size (7). It is well known that
in this situation, the sample covariance matrix is very ill-behaved, and it is not even
invertible when N > T. Since the development of Markowitz portfolio theory, covari-
ance matrix of returns has been an important concept in Finance and Econometrics,
and we would definitely want to have a “good”® estimator for this, no matter how
large N is.

For some backgrounds in this area: suppose we have a portfolio of N assets. Based
on Markowitz portfolio theory, finding the optimal portfolio allocation requires us to
estimate the N x N covariance matrix across the assets returns (assume constant in
this period), denoted ¥. The diagonal of this matrix is the variance of each asset

return in the portfolio, where the (i, j) off-diagonal entry is the covariance of returns

5By “good” T mean relatively low bias and variance.
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between asset ¢ and asset j. In order to allocate the weighs of investment for these
assets within a portfolio, we may choose the one that reaches our required expected
return with minimal variance. If we denote Y; = {yit}i]\il the vector of N assets

returns at time ¢, the variance of the portfolio with weighs w = {w;}; is:

var(w'Y;) = w'Sw.

Therefore, it can be seen that the covariance matrix has a closed link with risk
management in practice. Solutions for estimating high-dimensional ¥ are normally
obtained by proposing a structure for the covariance matrix (or in other words, for the
data generation process of Y;). This is usually called regularisation. Some popular
regularised restrictions are banded and sparse, which restrict the number of non-zero
entries in Y. However, applying a sparse (or banded) structure directly to X is not
realistic, for example it is possible that all assets returns are correlated with each
other. Therefore a more rational restriction is that ¥ can be decomposed into a sum
of a low rank matrix and a sparse matrix, a property that can be resulted if Y; has
a factor structure representation. If (1.2) holds true and f; and wu; are independent
then:

Y= ASfA + %, (1.7)

where X and X, are the covariance matrices of f; and u;. The decomposition in
(1.7) provides an efficient estimator for 3 if r is small and 3, has many zero entries.
In this case, the product matrix AX A’ has rank r and ¥, is sparse, so we signifi-
cantly reduces the number of parameters required to estimate.

Apart from this, there are many other applications involving extracting factors from
the original data set with high cross-section dimension, because certainly it is desir-
able to find a smaller set of variables that can contain a large proportion of infor-
mation from the vast original multivariate data set. In section 1.1.2, there will be a

survey about popular applications of factor model in Economics and Finance.
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1.1.2.2 Forecasting with diffusion indexes’:

Assuming we want to forecast a h-step ahead for a variable x; and know that z;yp

can be predicted by the following forecasting model:

Ten = o+ F{B+ e

In this case, although the factors F; is not observed, it can be extracted from other
observable variables in the market, i.e. Y; if in fact we have a factor structure as in
(1.3). Given that the dimension of Y; (V) is very large, it is desirable to use the

factors as the explanatory variables in the forecasting equation.

1.1.2.3 Large-dimensional vector autoregressive:

Counsider a task where one may want to forecast the future values for {y;;} for some
i € (1,..,N). We can imply they follow a VAR structure with some added exogenous
variables. i.e.

Y, =O(L)Y, +TZ +¢

where Y; = (y1t,...,ynT), Z¢ represents the exogenous variables and €; consists of
some noises that are spatially uncorrelated. When N is small we can estimate all
the unknown parameters by maximum likelihood, as usual. Where N is large, or
even extremely large this can yield further problem due to infeasibility to cope with
large number of unknown parameters. One way to solve this problem is that we can
assume Y; has the factors structure as in (1.3) and replace the Y; on the right hand-
side with Af;. After obtaining f; from Y; then ©(L)A can be estimated together as
a single lag matrix and has much less parameters then O(L). For example, if the lag
of our VAR model is 1 then O(L)A is a N x r matrix whereas ©(L) is the N x N

matrix.

"Stock and Watson (1998)
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1.2 Contributions of this thesis

In this thesis, I attempt to replace the strong pervasiveness condition for the factors
with a less stringent one, while assuming that the idiosyncratic covariance matrix is
sparse. The sparsity of X, is stated through Assumption 2 (iii), which is same as
Assumption 0 (ii). Particularly, when 3, has bounded row sum uniformly and finite
entries, the number of non-zero entries of ¥, must be bounded. This has better
interpretation in some applications, e.g. conditional on the common factors, most
asset returns in the market are uncorrelated. I later on define the sparsity level of a
matrix as its maximum number of non-zero entries in a row, and by this definition
>, must have bounded sparsity level. This fact is also found useful later when a
novel criterion to choose the number of factors is proposed.

In summary, together with the sparsity assumption for X,,, here are some important

questions that are studied in this thesis:

1. If we loosen the restriction that A’A/N — D to A’A/d(N) — D for a function
d(N) that grows to infinity at a slower rate than N can we still identify the
factors, given that the number of factors is known. Recall from above that D
is a positive definite matrix whose eigenvalues are bounded away from both 0
and infinity. Furthermore, replacing N with a single term d(/N) means that all
the factors still have same strength order. I will also generalise to discuss the
case where each factor can have different strength, which also generalises the
multi-level factors model in Wang (2008). This is described later in Assumption

1.

2. If it turns out that the factors can be identified in the weak factor model but

we do not know the number of factors, how do we consistently estimate it?

All of these questions are not trivial considering the current literature in high di-
mensional factor analysis. For example, in Bai and Ng (2002) or Bai (2003), it is

known that with Assumption 0 among others, the factors are identified up to a ro-
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tation matrix which equals (A’A/N)(F'F*/T)(V*)~! where F* is the matrix of k
estimated factor by PCs and V* is the k x k diagonal matrix of the first k largest
eigenvalues of YY'/(NT) in decreasing order. Therefore an important condition is
that this rotation matrix has eigenvalues bounded away from both 0 and co. For the
case when only A’/A/d(N) — D, this is not straightforward even when k is the true
number of factors, so it requires further investigation and modification to the work

of Bai and Ng.

In addition, most current methods in determining the number of factors such
as in Bai and Ng (2002), Onatski (2010), Ahn and Horenstein (2013) exploit the
sharp edge in the set of sample eigenvalues of 3, which separates the factors and
the errors. These are all based on Assumption 0 that intuitively states that X has
exactly r spiked eigenvalues growing at rate V. In our setting, because of replacing
this crucial condition, the number of factors is now much harder to determined. For
example, using the ratio of eigenvectors method of Ahn and Horenstein (2013), there
might easily be a case where the ratio of orders N® and IV eigenvalues for o < 1 is
less than the ratio of N and N eigenvalues. Clearly, we want the number of factors
to be at the point where the eigenvalues of ¥ begin to be bounded but it will not
always be possible to identify in this case, using the sample eigenvalues ratio based
method. In support of our argument, Yu and Samworth (2013) provide some Monte
Carlo results that show how the Bai and Ng (2002) criteria can underestimate the
number of factors when the first r largest eigenvalues of the data are not as spiked

as rate linear with N.

Apart from showing the consistency of the sample PCs for estimating the factors
space (Chapter 2) and propose a novel criterion for choosing the number of factors
(Chapter 3), I will look at two applications of the weak factor model in practice in
Chapter 4 and 5. One of them regards estimating large covariance matrix, partic-
ularly the POET estimator proposed in Fan et al. (2013). I discuss the impact of

weak factor model to the POET estimator and show that the number of factor is not
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crucial for a consistent estimator. In addition, another application of the proposed
criterion for the number of factors can be used for factor model selection, where the

candidates include both observed and unobserved factors.
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2 Factor identification under the

weaker assumption

In this chapter, I discuss the identification of factors under the weaker assumption.
It will later be seen that a factor and its loading space are still consistently estimated
if the factor has the corresponding number of non-zero loadings more than a certain
level. This can be useful for some empirical studies as now we can apply factor
analysis to some applications where not all the factors are pervasive. Examples of
these situations are the cases where we can have both regional and global factors.
If the regional factors are not too weak, we can still extract them from the whole

original data set.

First of all, we emphasise that r is fixed while N will grow to infinity. The number
of factors r includes both the strong and weak factors. We should explicitly clarify
here that the nature of our model allows factors with different strengths co-exist,
hence there must be a clear edge between the weakest factor and the idiosyncratic
errors. The fact that r is fixed when N — oo is crucial as it implies there must be a
lower bound for the strength of the factors, which leads to the clear edge mentioned

previously.

Some results in this paper require N = o(T?), so generally the framework in this

paper is regarding to the case that N and T are comparably large.
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2.1 Factors identification techniques
2.1 Factors identification techniques
2.1.1 Principle Components

The most usual way to estimate the factors and the loadings are via PCA: Given

a value for k as a predetermined number of factors, we estimate (A, F') by (A, F¥)

such that
T
< 1
k pky _ . k pky/ k ¢k
(AaF)—argAIEglkﬁg (Ve = A" f) (Ve = AV YY) (2.1)
where FF = | {“/, ...,féﬁl], fFis a k x 1 vector representing a factor value at time ¢

and A¥ is a N x k loadings matrix. Recently, Choi (2012) and Bai and Liao (2013)
generalise the standard PC method to generalised PCA (GPCA) method that gives

benefit of a lower variance in the estimators, i.e. the objective function becomes:

T

: 1 k pk\/ k rk
arg min 7 2 (Yo = AW (Y — A £, (2.2)

In here to keep thing simple all the proofs refer to the traditional PC method, but a
generalisation is also possible.

As usual the solution for (2.1) is not unique up a rotation, because clearly if
(A*, F¥) is a solution of (2.1) then (A¥A, F¥A'~1) is another solution for any in-
vertible k x k matrix A. However, if we uniquely restrict (A*, F¥) so that A¥ A¥ is
diagonal and F¥ F¥ /T = I, the following pair of solutions of (2.1) can be used: the
columns of F* will contain /T times the eigenvectors corresponding to the largest k
eigenvalues of Y'Y, normalized so that F¥ F*/T = I}, then A¥ = Y'F*/T. In this

case, it is easy to check that:
FFER)T = I A¥ A¥is diagonal. (2.3)

Without similar restriction for the true factors and loadings, these estimators can

still converge to the true spanning spaces of A and F'. Unlike the pervasive factor
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scenario, in here we must be careful with which version of estimators to choose. For

example consider a pair of solution (A*, F¥) where:
AA*/N =I;  F¥F*/Tis diagonal. (2.4)

This is a standard estimator also shown in Bai and Ng (2002) or Bai (2003). The
method for finding (A, F*) is as follow: if we concentrate out F* then the columns
of A*¥ will contain the v/N times the eigenvectors corresponding to the largest k
eigenvalues of Y'Y, normalized so that AF AR /N = I. Then by standard least
square result, fF = (A¥A¥)~1A¥Y, = A¥Y;/N. However, when the factors are
weak, it is possible to have A’A/N singular, and therefore A* can not be a consistent
estimator for any rotations of A.

For that reason, when the factors are not pervasive, it is always better to use

(A¥, F%) which satisfy (2.3).

2.1.2 Maximum Likelihood Estimator

Assuming the idiosyncratic errors u; are i.i.d and follow Gaussian(0,%,), the objec-
tive function for estimating (F, A) using conditional quasi log-likelihood (removing
all constant terms, and multiplying by -2) is:

1

% log ldet (5| + st (¥ = FAY(Y — FA')Y) (2.5)

This can be shown to be more efficient than the principle components method, for
discussion see Bai and Liao (2013) or Choi (2012). For example, Choi (2012) shows
that the asymptotic variances of the estimators for (F,A) are smaller when using
the objective function in (2.5) than those obtained when using the original principle
component objective function.

It is easy to verify that this is exactly same as the GPCA, where the objective

function is:
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T

1
min —— Y; — AR Y-y, — AR fE 2.6
Ak’ftk NT tzl( t ft) u ( t ft) ( )

In here, the weighted matrix is ¥, . Notice that in this case GPCA to PCA is an
analogy with generalised least square to ordinary least square.

However, this also requires an estimator for >,. The usual way for obtaining
estimator for ¥, is to assume that it is diagonal and its diagonal entries are just the
sample variance of a prior fitted factor model. Recently, Bai and Liao (2013) replace
the diagonal condition for 3, with sparsity and use the POET estimator. The general
idea of their approach is to find the factors and loadings by PCA, then estimate X,
from the residuals' and plug this estimator of ¥, into (2.6) to obtain a better version
of (F,A) estimators.

As already mentioned, GPCA brings some benefits of variance reduction of the
estimators. Most of the results in this thesis can be extended to this, but I only stay

in the PCA framework to keep the process and notation clearer.

2.2 Notations

In here I introduce some notations that are used in from here onward. As mentioned
before, let ¥ and X, be the population covariance matrices of Y; and wu;. Also, let
0;j be the entries of ¥,. Furthermore, let ¥ and ¥, be the corresponding sample
covariance matrices. Clearly, only > can be computed from observed data, 3, is
estimated with estimated version of w;, which are the residuals after fitting in the

factors.

Furthermore, for a given value of k < r, define the following partitions:

Lk I k : Lk)! Lky
80 = (0, 1Y PO = (L

!They also apply a thresholding step after computing the residuals sample covariance matrix, as
referred to as POET estimator, see Chapter 4 in this thesis.
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)\(l:k)

Lk l k . L:k
A = A0 AP AR = A AGY)

For more convenient, I also use these notations:
1:k :
ftk _ ft( )7 Fk — p(Lk)
)\iﬂ — )\glik)’ Ak — A(l:k)

uf =Yy = N fE 5E = (o)) = cov(uf)
Those notations above are clearly not defined for k£ > r, however their estimated
version can take any values for k.
We consider estimating the factors by PC analysis, AF,F* are already defined in
(2.1) and (2.3), and we will let all the partitions for A¥, F¥similar to the notations

for the true ones above. Also, we define:

T
R U )
t=1
as u; has mean zero.

For a square matrix we will let p; be its ith largest eigenvalues. The matrix
norms we use in this paper are the operator norm and the Frobenius norm, i.e.
|A|l = p1(A’A), ||A|| p = trace(A’A) respectively. As a special case, we also denote
v; = () and ¥; = pi(X). In addition if a,, = O(b,) and b, = O(a,) when n — oo,

we will write @ =< b. Similarly, replacing O by O, we can define <, in a same manner.

Finally, w.l.o.g we assume all the time series Y;, u; and f; have zero means.

2.3 Asymptotic results

Apart from the new assumption about the strength of factors, the rest of our as-
sumptions are very similar to the standard literature. The main theorem in Chapter

2 can be done by using the same assumptions in Bai (2003) and only replace the
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2.3 Asymptotic results

pervasive factors conditions. However, we also wish to develop a new method for
determining the number of factors in Chapter 3, which makes use of some results in
Fan et al. (2011, 2013). For example, the stationary condition in Fan et al. (2013)
for all stochastic process is stronger than in Bai (2003), but can be still reasonable
in practice. Therefore, in this thesis I adopt the similar set of assumptions as in Fan

et al. (2013).

Assumption 1. There exists a matriz Dy = diag(di(N),...,d.(N)), where for all
1<i<r, di(N)— oo and d;(N)/N is bounded away from oo as N — oo, such
that D]QlA’A — D and all the eigenvalues of D are bounded away from both 0 and
mfinity.

This assumption above allows for a more general case where all the factors can
have different strengths, which are indicated by the order of d;(N). If we assume
= ZL)? =

di(N). In addition, to label the factor according to their strengths, we further let

A’A is diagonal, another way to state this assumption is HA(k)H2
di(N) > ... > d,(N) as N — oo. Recently, Lam et al. (2011) and Lam and Yao
(2012) consider weak factors similar to the ones discussed in this paper. However,
there is a key difference with their factor model, which is assumed to capture all
the serial correlation in the original time series. This paper considers a factor model
that is similar to the one discussed in Bai and Ng (2002), Bai (2003) or Stock and

Watson (2002).

Assumption 2. (i) {uy, fi} is strictly stationary with zero mean and {f;} is inde-
pendent of {us}.

(11) %Zthl fifi = X¢ as T — oo, with u1(Xy¢) and p,(X¢) are bounded away
from both 0 and oco.

(i1i) Xy has bounded row sum of absolute entries, i.e. max; ) _; |oi;| = O(1).

(iv) (exponential-type tails) There exists constants r1,b1 > 0 such that for any
s>0and i < N:

P (luit| > s) < exp(—(s/b1)"™).
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2 Factor identification under the weaker assumption

Also, there exists constants ry,by > 0 such that for any s > 0 and j < r:
P (| fjtl > s) < exp (= (s/b2)") .

The next assumption is the mixing condition for the factors and the idiosyncratic

errors.

Assumption 3. (strong mizing condition) Define

a(T) = sup |P(A)P(B) — P(An B)|
AeFC _ ,BEF®

where A € FV

—00)

B € Fp° are the o-algebras generated by {(Ut,ft)}?:,oo and

{(ug, fr)}ooq respectively, there exists positive constant r3 and C such that for all

teZt, 3r7 15yt + gt > 1 and a(T) < exp (—Ct™).
Furthermore, we also require the following regularity conditions:

Assumption 4. For alli € (1,..,N) and s,t € (1,....,T),
(1) /\Ek) is bounded from infinity for all k € (0, ...,7).
(i) % [ — B(u)]? = Op(1).

(z‘z‘z‘)HD;VWA’utHQ = 0,(1)

Remarks

Assumption 1 in this thesis is modified on the basis of Assumption 1 in Fan et al.
(2013) as I extend the result to weak factor model. Apart from that, Assumptions 2,
3 and 4 are generally the same as in Fan et al. (2013), with the only difference is that
we need to replace N by d,.(IV) in some places where possible, where d,.(N) represents
the strengths of the weakest factors, i.e. the order of its number of non-zero loadings.

The stationary condition for the factors and the idiosyncratic errors in Assumption
2 (i, ii, iii) is slightly stronger than what is required in standard literature of latent

factor models. This allows us to drop the time dependence for ¥, and X,, which
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2.3 Asymptotic results

will make it simple to present the main result. It is not hard to extend to the case
of heteroskedaticity for the factors and errors and prove the result in this chapter.
In such case, we need to put the upper bound for the moments of {f;} and {u;}
across all time. For example, if follow the assumptions used in Stock and Watson
(2002) and Bai (2003), we would replace our assumption 2(iii) as |o;¢| < |oy;] and

max; ) _; |o55] = O(1), where 05, = cov(uiujt).

In addition, we require stationary and exponential-type tails (Assumption 2 (iv))
to apply the large deviation theorem, which are needed when dealing with the id-
iosyncratic errors covariance matrix estimator later. The strong mixing condition in
Assumption 3 is also for this purpose. More discussions can be found in Fan et al.

(2013).

Assumption 4 is popular in the factor model literature as used in Fan et al. (2013)
and Bai and Liao (2013). However, Assumption 4 (iii) is adapted to our weak
factor model, i.e. the standard N~Y2A'u, is replaced by D;,l/ % A'uy inside the norm.
This helps to improve the convergence rate in Theorem 2.1 but still reasonable. It
is because the " row of the r x N matrix A’ only has order of d;(N) non-zero
entries. On the other hand, assumption 4 (ii) is taken exactly as in previously
mentioned papers because the sum of variance and auto-covariance of noises from N
cross-section components is Op(IN), that is even to assume that the auto-covariance
vanishes after some finite lags. Therefore, the 4 term in Assumption 4 (ii) can not
be replaced by some weaker term, which has some impacts on the convergence rate of
Theorem 2.1. Consequently, the strengths of common factors must be asymptotically
bounded below by some level in order to achieve consistency for the estimators by

sample PCs, also see the discussion after Theorem 2.1 for more details.

In summary, the assumptions in the framework of Fan et al. (2013) is slightly
stronger than the usual assumption used in standard factor literature (e.g. in Bai
(2003)). However, the results in this chapter can still be proved with the same

assumptions as in Bai (2003), with only weakening Assumption B in Bai (2003)
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2 Factor identification under the weaker assumption

which restricts the model to have strong factors only. The reasons I adopt Fan et al.
(2013) assumptions are as follows: firstly in Chapter 3 I will use these assumptions
to propose a new method to identify weak factors, and secondly in Chapter 4, I show
that even when extracting more than r factors the covariance matrix estimated by

POET in Fan et al. (2013) is still consistent.

2.3.1 Factor strengths

From Assumption 1, we can see that the strength of factor ¢, 1 < i < r, is measured
by d;(N). In standard literature, d;(N) = N for all 7, which indicates that all
the factors affect the majority of cross-section components. In here we allow for
different strengths depending on the factor. However, as we proceed is it required
that for identification issue we have to put a lower bound for d;(N) so that the
PCs can consistently estimate the factors. Hence the extra Assumption 5 (i) is very
important, as it tells us how much we can relax Assumption 0 (i). Since we have to
estimate the PCs from the sampled data, it is expected that the value of T" has to be
in the lower bound of d;(N) to link how much we can tolerate the weakness of the
factors. In addition, we introduce Assumption 5(ii) for the purpose of determining
the number of factors later, the idea is that there must be a gap that separate the

strengths of common factors and of idiosyncratic components.

Assumption 5. (i) Nd”ié?\%N =o(VT) forall1 <i<r
(i1) There exists a function (i) g(N) — oo such as g(N)/d;(N) — 0 as N — oo

forall1<i<r

Notice that Assumption 5 hold immediately in the standard literature when letting
d;(N) = N and log N = o(T), but they also allow for great flexibility. For example,
if d.(N) = N3/* then we require N'/*\/log N = 0,(v/T), which is not hard to achieve
in practice. Nevertheless, this condition is imposed technically based on some bounds
used in the proofs. In the future if smaller bound is achieved than we could loosen

this restriction. With this assumption, it is therefore not recommended using sample
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2.3 Asymptotic results

PCs to estimate the factors when we think the strength of the factors is less than
O(v/Nlog N), because it then requires N = o(T'), which is not the high-dimensional
setting we want. Having said that, when N = 1000, /N log N) = 55, and we clearly
can assume even the weakest factor can affect more than 55 cross-section components.
In addition, Theorem 2.1 requires N = o(d,(N)) for convergence, which is another

lower bound for the factor strengths for identification.

2.3.2 Main theorem

Based on all these assumptions, I can now introduce the main theorem in this chapter,

which establishes the consistency of sample PCs for the factors.

Theorem 2.1. Under assumption 1-5, and if r is the true number of factors and F"
is estimated by PC method as shown in (2.1) and restricted by (2.83), there exists a
r x v matriv H"and G" = (H")~! such that:

) i | - H’"ffH2 =0y (e * 7ve)

and if G ow + T ;
(ii) & L || - ar'x| =

= o(1), we also have:

N N2
Op ([dr(N)]2 + T[dr(NnQ)

The proof for this theorem is given at the end of this chapter. It turns out that
due to the impacts of N cross-sectional noises, the convergence is only achieved if
VN = o(d.(N)). That is to say that the weakest common factor needs to have
impacts strictly more than N'/2 components. For example, if the weakest com-
mon factor only affects N¢ components for % < «a < 1, the convergence rate is
Op (leh + T*1N2*2°‘). When o = 1 as in the strong factor case, we go back to
the original rate, which is O,(N~! 4+ 771).

This result also gives supports for the arguments in Boivin and Ng (2006), in which
the authors argue that by having too many cross-section components, the level of
accumulated noises can affect the convergence rate of the factors, and therefore it is

better to reduce the cross-section size. If one considers a weak factor which affects

d;(N) components and drop all the irrelevant ones on the original N components, we
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2 Factor identification under the weaker assumption

go back to the strong factor model with cross-section size d;(/N) and the convergence
rate is Op(d;(N)™! + T~1), which is better than working with the whole set of N
components and achieve our rate. However, it is not always possible to know which
are the relevant sets and the factor structure can be much more complex. In that case,
one has to apply PCs to the whole data and have the convergence rate depending
on the factor strengths.

One can also link this result with the one in Heaton (2008) and see the similarity.
When the factors are not pervasive, or when the idiosyncratic errors are too strongly
correlated as in Heaton (2008), the sample PCs achieve a lower convergence rate
toward the true factors space. However, the key concluding remark here is that they
are still consistent if d,(N) diverges faster than max(v/N, N/log N/T). When T is
as large as N, this is approximately /N log N, therefore the pervasiveness of factors

can be relaxed substantially.

2.4 lllustrated simulations

In here, T will use Monte Carlo simulations to illustrate the key point made in this
section: the rate of convergence of the factors estimated improves with the perva-

siveness of the factors. We consider a following data generation process:

Yi=Afi +uy .

A is a N x r matrix.

fi = afi_1 +wy, where wy ~ N(0,I,4/1 — a?) and o? < 1. This guarantees f;

stationary with serial correlation and the cross-section covariance matrix of f;
is I, which make the PCs converge to the factors (up to a sign change) so is

easier for comparing the error rates of estimation.

o u; = Bus_1 + ¢, where e ~ N(0,%,4/1 — 32) and 2 < 1.
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2.4 IMlustrated simulations

o (Xu) Ny is generated as a positive definite matrix with some degree of cross
section (but is still sparse). We control for the sparsity level of ¥, by the
following procedure: first we generate positive semi-definite matrix which is
computed as AA’ for some random N x e matrix A, we then forcing a significant
number of off-diagonal entries of AA’ to 0 symmetrically and then adding the

identity matrix to it to make sure it is positive definite.

In order to make the weak factor model. we follow the simulation in Yu and Samworth

(2013) and generate:

o Vi=7Afi +w

where v is a number smaller than 1. For example, « is taken to be 1/3 or 1/10 in

Yu and Samworth (2013).

In Figure (2.1), I plot the average of HF — F"|| over 1000 simulations vs. the value

of 1/y. The value in the vertical axis (so called Estimated error mean) represents
how the estimated factors are different from the true factors. Inside the norm, F' is

simulated as described above and F” is estimated by PCA as shown in Section 2.1.

From this figure, it can be seen that the estimators are more precise when the
factors are stronger, especially we observe a sudden change in estimation error when
the strong factors just start to be weaker. In Figure (2.2) reports the standard

deviation of HF — F"|| in 1000 simulations (so called Estimated standard deviation),

which also what can be expected. The variance of the estimator should also depend

on the pervasiveness of the factors, although I will leave it for future research.
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2 Factor identification under the weaker assumption

Figure 2.1: Estimated factor errors vs. pervasiveness (1 corresponds to strong
factors)

70.5
|

69.0
|

Estimated error mean

Factor strength

Figure 2.2: Estimated factor errors standard deviation vs. pervasiveness (1 corre-
sponds to strong factors)

4.2

34

Estimated standard deviation
38

Factor strength

Notice that when multiplying the weak factors by v we decrease the value of all

systematic eigenvalues and therefore make the signal-to-noise ratio lower.
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2.5 Proofs of results

2.5 Proofs of results

2.5.1 Proofs of Theorem 2.1

Since FT / /T is the matrix whose columns are the orthonormal eigenvectors of Y'Y’

by definition (the v/T' term is to make sure that (E" E"/T) = I,.), we can write:
YyviEr = v
T

where V is the diagonal matrix whose diagonal consists of the r largest eigenvalues
of YY'/T. Clearly, the eigenvalues of Y'Y’ /T are the same as the eigenvalues of ¥ =
Y'Y/T, provided that r < min(N,T). Therefore, as introduced in the preliminaries

of section 2: V = diag (@1, ..., 0).

We use a similar decomposition in Bai (2003): Let H" = V—'F" FA’A/T

- | - 1 o
Fr— FH" = TYY’FTV*1 — fFA’AF’F’“V”

/ !/ /
_ (YY FA AF ) Frp-1
T

YY’ FA’AF’ . ~
= ( - )F”D]‘VlDNV_l

FA/ ! AF/ !/ ~ ~
_ < U UAF UTU ) FrD DT

- 2 . ,
Notice that = Zt 1 ) fr HrftH HF" — FH" - 50 We can prove that % HF’” — FH" e

Op( > + In addition, notice that " — FH" is a T x r matrix, so it

[d- (N)] Tldr ( ) 7)-

only has r non-zero singular values, where r is a finite number. Therefore, we can

use the operator norm in the subsequent proofs, which makes the notation easier.

. 12
For part (i) of theorem 2.1, we shall prove that 7 HF’" —FH" || =055z +

[dr(N)]
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2 Factor identification under the weaker assumption

T[dejv)]g) via Cauchy Schwartz inequality:

1 -~ /
—|F" — FH"
d

2 21 [ . 2
<|p —1H — N =rNUET DT
= H NV T{HT U Dy

1 I [
+ HTUAF’F Dy

Lo
+HTUU’F Dy

\

From here, the (i) part of theorem 2.1 is proven by lemma 2.1, 2.2 and 2.3. The

2
: : o || L 1 pr =1 : N N2
dominated term in these is H 7UU'F"Dy H , which has order Op( @ (VP + T, (V)2 )s

the remaining 2 terms in the big curly bracket has order OID(HDR,1 H +7) = Op(dr(lN) +
= 0,(1).

1), whereas HDNV*1

For the (ii) part, first we notice that H" has eigenvalues bounded from both 0 and
oo by lemma 2.4, hence its inverse G" exists. Similarly with the first part, we will
prove using the operator norm of the matrix A" — AGF for easier notation. We now

use the following decomposition:

A" =Y'F")T
= (AG"H"F' +U') F"/T
= AG" (H'F' — F" + F) Fr )T+ U (FT — FH" + FH) /T

= AG™ + AG" (H"F’ - F) Fr)T+U' (FT - FH) /T +U'FH" T.
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2.5 Proofs of results

Therefore,
L3 AGkH HAGk (H’fF' B ) 2l

NT2
NTz o (7~ FHT) 2

+ NT2 HU’FHT

_ FT P

e
AT

+ 7w lo'F|* HH

N N2
= (WN)P "7 mwn?)

by theorem 2.1, and the fact that ||GF|| = O,(1) if 7 HH]CF/ - B

= Op(l);

UU” |l is bounded above as U has finite entries and

= O,(1). Furthermore,

|

the size of U is N x T'. For similar reason, gz |[U'F |? is bounded away from infinity,

which establishes the final result above.

2.5.2 Technical Lemmas

Lemma 2.1. Under assumption 1-5, DV ™1 has eigenvalues asymptotically bounded
away from both 0 and oo, where as introduced in the preliminaries: V= diag(v1, ..., 0p),

Dy is the ith largest eigenvalues of 3.

Proof. We have:

It suffices to prove that v; < d;(IN) for every i € (1,...,r). First of all, we need to
state Weyl’s Theorem: Let {a;}, be the eigenvalues of A in descending order.

Correspondingly, let {bz}f\i 1 be the eigenvalues of B. Then for all i < N, |a; — b;| <
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2 Factor identification under the weaker assumption

1A - B].

If p;(A’A) is the ith largest eigenvalue of A’A and AA’. So by Weyl’s Theorem, we
have:

o = (WD) < [|2 = AN = 8 = Op(1).

Therefore since p;(A'A) < “A(i)|| = d;(N) as in assumption 3(ii), v; < d;(N). Now,

again by Weyl’s Theorem:

Vi — 0

i N log N
di(N)

G(N)V T )

< === /amv) = oy

The result HE — EH can be found for example in Fan et al. (2011). Since by assump-

tion 4(ii) we have that 721/ * 55 = o(1), v; < d;(N) implies & =, d;(N). O

Lemma 2.2. X H%FA’U’FTD]Ql‘r — 0,(||D3}|)) and X H%UAF’FTDR,le — 0,(||IDY)-

Proof. We have that:

11 S
= HTFA’U’F Dy

2 PO T
; < |o'l 3 P52 ae

2|1 ~p =
—F"F"
I

1.,
|7#7|
i 1 d 172,/ |
<||Dx'| 7 > [ D32 A |
t=1
= 0,(|I D)

2 ~ 2
as by assumption 4 (iii) HD;VV 2A’utH = 0,(1). Similarly, H%UAF’FTD;ﬁH _
O, (|[DN)- O

2
101 r—1(7 _ N N2
Lemma 2.3. L HTUU’F Dy H -0, (WN)]2 + T[dT(N)]2)
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2.5 Proofs of results

Proof. We have that:

2
P —1
FUU'F'Dy

141
T

where we use assumption 4 (ii) to have 3 (max, [ujt; — E(ujt;)])* = Op(1) and

lemma 6 in Fan et al. (2013) to have max, + ST Bt = O(1). O

Lemma 2.4. H" has eigenvalues bounded from both 0 and oo. error mean

Proof. H" = V'E"FNA/T = DNV 'FT"FDGA'A/T. Tt is easy to see that
|H"|| = Op(1), which is equivalent to all eigenvalues of H" is strictly less than

oobecause:

1/2

B 1/2
) < || o F F’ IDN' A = 0p(1).

|
—F"F"
7
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2 Factor identification under the weaker assumption
On the other hand, by a same technique in Bai and Liao (2013), we have:

[T r [T 7/ [ r’/ I TF/F r/
Fr=F —(F _FH )+—(F _FH ) FH" + H'——H".

. 112
By theorem 2.1 (i), we already have 7 HFT —FH"|| =0, ([d gv)]g + T[dAZV)]Q) =

op(1), so:

F'F_, ,
H - H" = H'SH" = I, + 0,(1)

hence the eigenvalues of H" must also be bounded from 0 because X has eigenvalues

bounded from 0 and oco. O
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3 Determining the number of factors

As discussed earlier, it is not easy to adapt the current methods in the literature to
determine the number of factors when the factors are weak. For example, consider

the Bai and Ng (2002) criteria, i.e. we choose k that maximises the following:

~

1

N7 t:1 — AR Y (v, — AR ) 4+ kg(N, T) (3.1)

where A¥ and fF are estimated by PCA as above, and g(N,T) is a function that
converges to 0 at a slower rate than O(N~! 4+ T~!). To improve the performance,
Alessi et al. (2007) propose to scale kg(N,T) with a tuning parameter. This is
shown to refine the estimation with finite samples.

To see why this class of criteria may potentially fails due to the existence of weak

factors, considering the following interpretation: as we assume wu; has zero-mean,

N

=5 CARFRY (Y, — AEFR) = %tracew _ FRRKY (v — FRRF)
t:l

1 -
= Ntrace(Eﬁ)

where 25 is the residuals sample covariance matrix given k& PCs are extracted (see
again the preliminaries at chapter 2 for the notations). Standard matrix algebra tells
us that the trace of a matrix is the sum of all eigenvalues. Therefore, the first term

in Bai and Ng (2002) can be seen as the average of all eigenvalues of i’j

Suppose we ignore the sampling error so that %trace(Eﬁ) is used as a criterion
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3 Determining the number of factors

in stead of %traee(f}fj). Under Assumption 0, if we do not extract up to r factors
by PCA, some systematic eigenvalues with order < N are not extracted and hence
+trace(XF)) is bounded away from zero, which then dominates the term g(N,T). On
the other hand, if more than r factors are extracted, no more systematic eigenvalues
absorbed in ¥¥ hence %traee(Eﬁ) can be shown to be dominated by ¢g(N,T). The
key idea behind the proof in Bai and Ng (2002) is to work out the asymptotic value
for %traoe(ifj) in place of %trace(XF), which then must take into account of the

sampling size T

Now in our case, where some eigenvalues of ¥ have order d;(N) which can be o(N),
the choice of g(IN,T') needs to be adjusted carefully to separate the edge of the rth
and the (r + 1)th largest eigenvalues of ¥. Given that it is possible, I think the Bai
and Ng (2002) can be adapted to deal with this problem. However, in this thesis I

will propose a different approach which exploit a different property of f)ﬁ

Another popular direction in determining the number of factors is by using the
eigenvalues of 3, i.e. the sample covariance matrix of ¥;. This approach has been
originated by the scree test of Cattell (1966). This is a visual test based on the
behaviors of the eigenvalues of 3. The idea is to plot all the eigenvalues of ¥ in the
descending order and spot the sharpest edge (elbow) between 2 eigenvalues. Recently,
Forni et al. (2000) also proposed a visual test based on the behavior of the eigenvalues
for determining the number of factors in the context of dynamic factor models. More
similar methods are described in Onatski (2010) and Ahn and Horenstein (2013). For
example, in Ahn and Horenstein (2013), fpr = argmaxygmaz (1k(2)/ pes1(X)) is

used as an estimator for r.

These methods based on the sample eigenvalues are empirically shown to work well
under a wide range of factor models, including the case when the idiosyncratic errors
have both serial and cross-section correlations. Another advantage of this approach
is that we do not need to specify a penalty function and the tuning parameter.

However, if we relax the strong factor assumption and replace it with the mix model

52



of strong and weak factors, the eigenvalues-ratio based will potentially fail if some
factors are not strong enough. Particularly, if the noise-to-signal is not higher than

the ratio between 2 systematic eigenvalues, 7gr can not be consistent.

Technically speaking, there is a strong link between the Bai and Ng (2002) crite-
ria and the eigenvalues based method (see Onatski (2010) and Ahn and Horenstein
(2013) for further discussions and comparisons). Hence both suffer from the weaker
assumption for the pervasiveness of the factors. On the other hand, we already see
that the factors can not be too weak otherwise they can not be estimated consistently
(see Theorem 2.1). Therefore, if the strengths of all common factors are assumed ac-
cordingly, i.e. max(v/N, N+/log N/T) = o(d,(N)), the ratio between the systematic
and idiosyncratic eigenvalues is at least =< v/N. Therefore the performance of the
eigenvalues ratio based method should work in most cases, because the ratio of two
systematic eigenvalues can not be greater than a magnitude of order =< v/N. This
agrees with our simulation results, which show that the eigenvalues ratio method

usually performs well if the factors are not too weak.

Recently, Fan et al. (2014) show that the eigenvalues ratio method is robust when
the factors are weak. Particularly, they show that if all the factors have strength
with order N® for some « € (0, 1], the eigenvalues ratio method still gives consistent
estimator for the number of factors. However, they still assume that all the factors
have same strength, i.e. all the systematic eigenvalues scaled by N~% must be
bounded away from 0 and oco. This certainly is more stronger than our assumption

in this paper.

In summary, most current methods in the literature do not take into account the
case where all the factors have different strengths, some are pervasive and some are
weaker. This is a key motivation for the work in this chapter. Particularly, in section
3.1 I discuss a novel approach in determining the number of factors that is consistent
even when the factors have different strengths. The key requirement is that there

must exist a diverging sequence which is o(d,(N)).
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3 Determining the number of factors

In the next section, a metric called sparsity level is proposed, which measures
the amount of pairwise correlations between the idiosyncratic errors. From a model
selection point of view, adding more factors to the model should increase the sparsity
level in the conditional idiosyncratic components'. The final criterion is obtained in
the similar manner with the Bai and Ng (2002) criteria or the AIC, where we add a

penalty function to the sparsity level.

3.1 Determining the number of factors by sparsity level

To the best of my knowledge, Bickel and Levina (2008) originate the first paper that
makes use of the sparsity structure and provides a consistent estimator for a sparse
covariance matrix. However, they propose a sparse structure for a general covariance
matrix, not the idiosyncratic error covariance matrix?. In this chapter, as in Bickel

and Levina (2008), I define the sparsity level as follows: for a matrix A = (asj),

m(A) = mzaxz I(aij # 0), (3.2)
j=1

which is the maximum number of non-zero entries across all rows of A. For this
measure, the smaller m(A) is, the more sparse A is. A more general measure for
sparsity level replaces I(a;; # 0) with |a;;|?7 for some ¢ € [0,1]. Notice that the
definition in (3.2) is a special case of max; 37, |a;;|? for ¢ = 0.

Clearly, assuming the covariance matrix of Y; to be sparse is not realistic since it
is possible that all components in Y; are correlated with each other. However, if we
remove the common factors from the original components, the idiosyncratic errors
are more likely to be uncorrelated with each other. As a result, imposing the sparsity
condition to X, is more reasonable.

This paper is not the first work involving sparse idiosyncratic covariance matrix.

!which is the original component subtracting the common component.
2The key difference is that the idiosyncratic errors are not observed, see Fan et al. (2011, 2013)
for the work regarding the idiosyncratic covariance matrix.
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3.1 Determining the number of factors by sparsity level

In fact, a standard assumption in the current literature is to have an upper bound
for m(X,). For example, Fan et al. (2011) propose a sparsity structure for the
idiosyncratic error covariance matrix. They assume that for a given observed factor
model (such as the Fama-French 3-factor model) the sparsity level of 3, must be
O(W ). Exploiting this condition, they provide an estimator for ¥, and
thence ¥. Fan et al. (2013) extend the result of their 2011 paper by proposing the
sparsity structure for the idiosyncratic errors covariance matrix when a PC factor
model is applied to the data. Notice that the estimator for sparse 3, is important
for some applications other than for estimating ¥. For instance, Bai and Liao (2013)
use the estimator for 3, (assuming that it is sparse) to compute weighted principle

components as more efficient estimator for the latent factors.

There are two key remarks in this chapter. Firstly, we have a stronger sparsity
assumption than in Fan et al. (2011, 2013), i.e. m(X,) is bounded when N grows to
infinity. Secondly, the main focus of this chapter is not to use the sparsity assumption
to estimate 3, it is to use the sparsity assumption to select the number of factors

in the data by estimating the sparsity level of £ for a range of k.

Clearly, by definition, estimating m(XF) requires methods of identifying the ex-
act zero entries in ¥, which usually can be done with the thresholding technique.
Particularly, Bickel and Levina (2008) apply hard universal thresholding, in which
all entries that have magnitude less than a single value are forced to zero. Cai and
Liu (2011) proposes the adaptive hard thresholding technique, where the values of
threshold vary from entries to entries. More general form of threshold include the
smoothly clipped absolute deviation (SCAD), soft thresholding, the adaptive lasso

etc., which can be found in Rothman et al. (2009) and the references therein.

In this chapter, I use the adaptive hard thresholding to estimate the sparsity level,
which is defined as:

A(=k) = ma il(&k ) (3.3)
<N ij ij :

Jj=1
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3 Determining the number of factors

where hfj = Crwry /éfj, in which C] is a tuning constant, 01’3 is an adaptive param-

eters that must be asymptotically bounded between 0 and oo, i.e.:
3(Cy, Cy) such that V(i 5), P (CL <k <

and

B /log N VN N
wr = T + [dr(N)] + \/T[dT(N)] . (35)

Some choices for éfj is TS (a4 zt“ &%)2 as in Cai and Liu (2011) or auafj,

which both can be shown to satisfy the asymptotic bounded requirement in (3.4).

Notice that if 9’“ = cruaj ;> then we just thresholding the sample correlation matrix

of 4} by a universal thresholding value Cywr. Furthermore, in order to consistently
identify the non-zero entry, we will need an extra assumption that require all the

non-zero entries of ¥ are not too small, which is shown below.

Assumption 6. Vi < r, O’ # 0 & o*l’-“j > 7 = C'wrp, for a sufficiently large

constant C".

In words, the assumption above requires all the non-zero entries in ¥ are bounded
away from zero at a certain level, which is needed to correctly identify the non-zero
entries of ¥,,. Since wr is converging toward zero when N and T approaches infinity,
this assumption is reasonable for large dimension.

When we apply the sparsity assumption to the idiosyncratic errors covariance
matrix, the intuition is that after a correct factor model is specified, the conditional
idiosyncratic errors must have low level of cross-section correlation. We formulate

that intuition into Lemma 3.1 as follows.

Lemma 3.1. Under Assumptions 1-6, m(XF) is bounded as N — oo if and only if
k=r.

The above lemma is useful in connecting the factor model assumption with the

newly introduced sparsity level measure. We exploit this property to find the number
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3.2 Choices of threshold and penalty functions

of factors, which should be taken as the first number when the conditional sparsity
level is bounded. In this paper, we use the sparsity level as a metric to select the
number of factors, instead of the sample eigenvalues ratio or the mean square errors.
Using it has some advantages over the others with the first one being that it actually
has meaning on its own, so we can directly interpret the criterion value and see how
good a chosen factor model is. Secondly, although m(2F) is not observed so we need
to provide its estimator, it turns out in Theorem 3.1 that our estimator has a good
rate of convergence toward the true number.

Notice that although uf and ¥¥ are only defined for k < r, @} and f]ﬁ are available
for any non-negative value of k less than min(N,T). Therefore, we also need to

investigate m(XF) even when k > r. This is achieved in Theorem 3.1.

Theorem 3.1. Under Assumptions 1-6, if N = o(T?) then m(XF) is bounded for

k > r and grows to infinity with rate at least d.(N) when k < r.

Based on Theorem 3.1, we can estimate the number of factors by adding the
penalty function to m(XF). By Assumption 4 (i), we know that there exists a function
g(N) which can be used to separate d,(IN) and a bounded sequence. In this case, r

will be estimated using the corollary below.

Corollary 3.1. Under assumption 1-6, if we define ¥ = argminy, {7(XF) + C'kg(N)}

for some constant C, then with probability tending to 1, we have 7 = r.

Intuitively, this criteria is similar to the ones in Bai and Ng (2002), where the term
m(XF) corresponds to how good a model is and C k g(N) penalises the complexity
of the model.

3.2 Choices of threshold and penalty functions
The proposed criterion in this thesis consists of two parts, the estimated level of

sparsity m(XF) and the penalty term C k g(N). Each of these terms has its own tun-
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3 Determining the number of factors

ing constant and unknown quantity so I will in turn discuss them in the subsequent

sections.

3.2.1 Thresholding value

Recall that the thresholding value used here is hfj = Ciwr \/% . The most important
work in finding this value is to work out the theoretical bound for wr as in (3.5).
However, as we do not observe d,(N) in practice, the choice of wp is subjective and
should reflect the prior belief regarding the strength of the weakest factor. In this

paper I propose to use the thresholding value of log%N + N%/‘l + ]\\7/1%4 (denoted as

SC1) which corresponds to the case where d,.(N) = N3/, Due to simulations result,

I also suggest using logTN + ﬁ (denoted as SC2), which although is not quite the

theoretically required value, does better in some cases.

Regarding the constant C, I use a conservative choice of % in SC1 and 1 in SC2 for
simulations in this paper. Notice that the asymptotic consistency of the estimators
does not depend on the value for C7. However, clearly a more data-driven way for
choosing (' is better in practice.

In the literature of thresholding sparse covariance matrix, the choice of C] is
also discussed, e.g. in Fan et al. (2013), Bickel and Levina (2008) and Cai and
Liu (2011). Their focus is to improve the performance of thresholding in order to
obtain a closed estimator for the true covariance matrix, which also theoretically
improves the estimation for the sparsity level. Therefore, we can apply the following
cross-validation procedure suggested by Bickel and Levina (2008) to determine Cy

as follows:

. : . T . S
e First we split our residuals {uf} +—p into 2 part for cross-validation purpose,

the length for each part should be 77 = % and Tor =T —T;.

e We construct the thresholded sample covariance matrix iﬁ’T(Tl) based on a

trial value of C7 and the residuals set which has T elements. The rule for
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3.2 Choices of threshold and penalty functions

thresholding is the adaptive hard thresholding as we discussed earlier in this
paper, with thresholding value hfj = Clwr /HNZ
e We find C such that the distance between S5 (T}) and >¥(Ty) is minimal,
where X (T3) is the sample covariance matrix of the residuals set which has T5
elements. . The distance between two matrices is measured by the Frobenius

norm.

o To get better result, we should repeat the cross-validation procedure many
times and choose the value C; such that the average of the Frobenius norms

of 587 (Ty) — S*(Ty) for different splits is minimised.

If one has chosen to use the value of C suggested by the procedure described above,
it is possible to see some improvements in the sparsity level estimation, and hence
also for the number of factors. The rate of convergence can also be revised with the
data-driven value for C;. However, to keep our simulations simple I do not use this

procedure for selecting C}.

3.2.2 The penalty function

A second part in the criterion is the penalty function, and the tuning parameter going
with it. Recall that g(/N) needs to grow to infinity at a slower rate than d,(N). In
practice, I suggest to use v/ N as the value for g(N) and let C = 1/10. However,
this tuning parameter can be defined in a data driven way, which is left for further
research. At the moment, our simulations show these choices achieve relatively good
results comparing to the existing methods. Similar approach to work out C' can
be done as in Alessi et al. (2008), in which the authors also suggest multiplying a

penalty function of Bai and Ng (2002) criteria with a constant.
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3 Determining the number of factors

3.3 Monte Carlo Simulations

I start with simulating some standard factor models with dimensions easily seen in
practice. The three methods used here are the Sparsity criterion (SC1 and SC2), the
eigenvalues ratio (ER) method of Ahn and Horenstein (2013) and the BICj5 in Bai
and Ng (2002)3. We summarise all the criteria for choosing the number of factors as

follow:

e Sparsity criterion: I use adaptive thresholding with éf] = 556}3, therefore 1

choose r by the following 2 objective functions, corresponding to each case of

the thresholding function:

N &fﬂ 1/4 1/2
. J 1 log N 1 N kN
SC1: argmin, IZI%%\}[( ' I o > 5 (\/T+ NA T T ) 10
Jj=1 04045
(3.6)
N 55. 1 1/2
) . J og N 1 kN
SC2: argmin,, r%%( ' I s > (\/T—i- N1/4> 10
j=1 04055
(3.7)
e Eigenvalues ratio: we choose r by
argmaxk<kmax(y’k<i)/uk+1(i)) (38)

with the dummy case for k = 0 is set as uo(X) = ( e ,uk(fl)> /log N.
e BI(CS5: we choose r by

1
NT

T
SO — AR FEY (Y = AR ) + ko

3 ((N +T — k) log(NT)> (3.9

NT

where 62 = ZtT:1(Yt _ ]\k:maacftlcmowc)/(Y;f _ Akmaxﬁk;maa:)‘

3The reason we choose the BICj3 is because it usually outperforms the rest of BN criteria, as
shown in Bai and Ng (2002). Also, we see the note that Prof. Juhsan Bai recommends using
for comparisons made in Ahn and and Horenstein (2013).
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3.3 Monte Carlo Simulations
3.3.1 Simulated Scenarios for Comparing
3.3.1.1 Weakening signal-to-noise ratio

I simulate a mix model between strong and weak model by the following data gen-

eration process:
oV, = A(l:m)ft(lim) + 7A(m+1:r)ft(m+15r) +uy

The generation A, f;, u; are described in Section 2.4 of Chapter 2. In here, some of

the control parameters are:

e «: the serial correlation level for the factors.

B: the serial correlation level for the idiosyncratic error.

~: the strength of the factors (which controls the signal-to-noise ratio), so
to weaken the signal-to-noise ratio we decrease . v = 1 corresponds to the

all-strong-factor case.

e m: the number of strong factors.

r: the total strong and weak factors (which we fix to be 5).

So in general there are m strong factors and r —m weak factors. Different scenarios
for a, B8, v and m are simulated with different values of cross-section and sample
sizes. Tables 3.1-3.6 report the results of the mixture models of strong and weak
factors (m = 2). Section 3.6 has additional tables for the case of all-strong (m = 5)
or all-weak factors (m = 0). For each value of N,T in each scenario (table), the
result reported is the average number of factors estimated by different methods from

500 repeated simulations.

3.3.1.2 Regional factors

Notice that when multiplying the weak factors by v we decrease the value of all

systematic eigenvalues and therefore make the signal-to-noise ratio lower. On the
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3 Determining the number of factors

other hand, it is more interested to consider the case that is more likely to come
across in practice. We go back to the aforementioned case in the literature review

(Section 1.1.1.2, Figure 1.4) where r = 3 and

1 0 0
A= 0 m™ 0
0 0 T3

where m; is the IV; X 1 vectors of loadings, and N1+ No+ N3 = N. For this simulation
we choose N = 200, N7 = 100, Ny = 50, N3 = 50, i.e. after simulate random N x r
loadings matrix A, we force parts of the entries to 0 as shown in the matrix A above.

Then we generate f; and u; as previous section and let Y; = Af; + uy. It means
that the first 100 components of Y; are generated from the first factor, the next 50
components of Y; are generated by the second factor and so on. In this case I increase
the sample size from 100 up to 500 while keeping the cross-section size of 200, this
is shown in Tables 3.7 and 3.8.

3.3.2 Comparisons between methods
3.3.2.1 Weakening signal-to-noise ratio

For all cases regarding the parameter ~, we include in our simulations the sub-cases
with and without serial correlations in f; and u;. We provide our results in the tables
shown below. The interesting cases and most relevant to our model are reported in
Tables 3.1-3.6, where we include both strong and weak factors in the model. In most
cases, our criterion correctly determines five factors, although only the first two are
strong. When some factors are very weak (7 = 1/10), it can be seen from Table 3.6
that under reasonable values of N and T, only our criterion selects the true number
of factors whereas other methods fail to capture the weak factors.

In Section 3.6, I show additional tables for simulation results without mix-strength

factors. When the factors are all strong, the BICj criterion is extremely accurate in
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3.3 Monte Carlo Simulations

determining the number of factors. However, its performance drops when the factors
get less pervasive. For the case v < 1/5, BIC3 consistently results in zero factors.
Therefore it is not recommended to use BIC3 when the factors may not be pervasive.
On the other hand, FR is much more robust to weak factors as it still be able to
pick the near the true number when v = 1/10. In fact, when the factors all have the
same strengths, ER can work well even the strength of the factors grow slower than

N.

In theory, I have shown that the number of factors estimated by SC1 and SC?2
should be consistent. This is verified with the simulations, although the performance
of these is slightly worse than E'R when the factors have same strengths. However,
when the factors have various strengths, SC1 and SC?2 perform much better than

BIC3 and ER.

Table 3.1: Strong and weak factors (m =2, r =5,y = 1/3), kmaz =8, (a = =0).
The number of factors reported is averaged out of 500 simulations, on the
right side are the standard deviations.

no serial correlations in f; and u;

SC1 SC2 BICs ER

100 | 20 | 5.016 | 0.126 || 5.004 | 0.063 || 4.318 | 0.591 || 4.994 | 0.134
100 | 40 | 5.014 | 0.118 || 5.000 | 0.000 || 3.888 | 0.603 || 5.000 | 0.000
100 | 60 | 5.006 | 0.077 || 5.000 | 0.000 || 3.610 | 0.585 || 5.000 | 0.000
200 | 60 | 5.004 | 0.063 || 5.000 | 0.000 || 3.128 | 0.587 || 5.000 | 0.000
500 | 60 | 5.000 | 0.000 || 5.000 | 0.000 || 2.614 | 0.556 || 5.000 | 0.000
100 | 100 | 5.008 | 0.089 {| 5.000 | 0.000 || 3.228 | 0.584 || 5.000 | 0.000
200 | 100 | 5.002 | 0.045 || 5.000 | 0.000 || 2.682 | 0.556 || 5.000 | 0.000
500 | 100 | 5.000 | 0.000 || 5.000 | 0.000 | 2.182 | 0.391 || 5.000 | 0.000
10 | 100 | 3.446 | 2.076 || 3.368 | 2.005 || 4.888 | 0.316 || 3.872 | 1.411
20 | 100 | 5.434 | 0.674 || 5.304 | 0.623 || 4.366 | 0.526 | 4.936 | 0.410
40 | 100 | 5.300 | 0.532 || 5.040 | 0.196 || 3.880 | 0.564 || 5.000 | 0.000
60 | 100 | 5.240 | 0.459 || 5.026 | 0.159 || 3.654 | 0.596 | 5.000 | 0.000
60 | 200 | 5.242 | 0.451 || 5.006 | 0.077 || 3.248 | 0.586 || 5.000 | 0.000
60 | 500 | 5.310 | 0.524 || 5.018 | 0.133 || 2.794 | 0.559 | 5.000 | 0.000

N | T
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3 Determining the number of factors

Table 3.2: Strong and weak factors (m = 2, r = 5,7 = 1/3), kmaz = 8, (o = 8 =
0.5). The number of factors reported is averaged out of 500 simulations,
on the right side are the standard deviations.

serial correlations in f; and u; (a = 5 = 0.5)

SC1 SC2 BICs ER

100 | 20 | 5.144 | 0.363 || 5.056 | 0.230 || 4.562 | 0.539 || 4.964 | 0.327
100 | 40 | 5.136 | 0.387 || 5.034 | 0.181 || 4.100 | 0.599 || 5.000 | 0.000
100 | 60 | 5.090 | 0.313 || 5.020 | 0.140 || 3.768 | 0.575 || 5.000 | 0.000
200 | 60 | 5.084 | 0.292 || 5.032 | 0.187 || 3.434 | 0.575 || 5.000 | 0.000
500 | 60 | 5.006 | 0.077 || 5.032 | 0.176 || 3.028 | 0.580 || 5.000 | 0.000
100 | 100 | 5.070 | 0.255 || 5.008 | 0.089 | 3.436 | 0.592 || 5.000 | 0.000
200 | 100 | 5.034 | 0.181 || 5.010 | 0.100 || 3.016 | 0.604 || 5.000 | 0.000
500 | 100 | 5.004 | 0.063 || 5.004 | 0.063 || 2.534 | 0.523 || 5.000 | 0.000
10 | 100 | 3.384 | 2.122 || 3.364 | 2.049 || 4.914 | 0.288 || 3.912 | 1.427
20 | 100 | 5.470 | 0.694 || 5.310 | 0.631 | 4.382 | 0.570 || 4.928 | 0.446
40 | 100 | 5.462 | 0.661 || 5.098 | 0.298 || 4.024 | 0.607 || 5.000 | 0.000
60 | 100 | 5.466 | 0.665 || 5.134 | 0.347 || 3.752 | 0.619 || 5.000 | 0.000
60 | 200 | 5.380 | 0.580 || 5.054 | 0.226 | 3.348 | 0.579 || 5.000 | 0.000
60 | 500 | 5.342 | 0.549 || 5.040 | 0.196 | 2.814 | 0.562 || 5.000 | 0.000

N | T

Table 3.3: Strong and weak factors (m =2, r =5,y = 1/5), kmaz =8, (a = § =0),
the number of factors reported is averaged out of 500 simulations, on the
right side are the standard deviations.

no serial correlations in f; and

SC1 SC2 BICs ER

100 | 20 | 5.002 | 0.045 || 5.002 | 0.100 || 2.570 | 0.531 || 3.266 | 1.484
100 | 40 | 5.012 | 0.109 || 5.000 | 0.000 || 2.006 | 0.077 | 4.418 | 1.187
100 | 60 | 5.004 | 0.063 || 5.000 | 0.000 || 2.000 | 0.000 | 4.664 | 0.947
200 | 60 | 5.004 | 0.063 || 5.000 | 0.000 | 2.000 | 0.000 | 4.982 | 0.232
500 | 60 | 5.000 | 0.000 || 5.000 | 0.000 | 2.000 | 0.000 || 5.000 | 0.000
100 | 100 | 5.006 | 0.077 || 5.000 | 0.000 || 2.000 | 0.000 | 4.952 | 0.377
200 | 100 | 5.004 | 0.063 || 5.000 | 0.000 | 2.000 | 0.000 || 5.000 | 0.000
500 | 100 | 5.000 | 0.000 || 5.000 | 0.000 | 2.000 | 0.000 || 5.000 | 0.000
10 | 100 | 3.784 | 1.405 || 3.588 | 1.301 || 4.426 | 0.567 || 2.106 | 0.769
20 | 100 | 5.388 | 0.628 || 5.232 | 0.554 || 2.772 | 0.611 || 2.722 | 1.302
40 | 100 | 5.344 | 0.571 || 5.042 | 0.201 || 2.056 | 0.230 || 3.980 | 1.423
60 | 100 | 5.228 | 0.457 || 5.020 | 0.140 || 2.002 | 0.045 | 4.556 | 1.066
60 | 200 | 5.288 | 0.519 || 5.008 | 0.089 || 2.000 | 0.000 | 4.820 | 0.713
60 | 500 | 5.226 | 0.481 || 5.022 | 0.147 || 2.000 | 0.000 | 4.952 | 0.377

N | T
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3.3 Monte Carlo Simulations

Table 3.4: Strong and weak factors (m = 2, r = 5,7 = 1/5), kmaz = 8, (o = 8 =
0.5), the number of factors reported is averaged out of 500 simulations,
on the right side are the standard deviations.

T

serial correlations in f; and u; (v = 5 = 0.5)

SC1

SC2 BICs

ER

100

20

5.118

0.347

5.022 | 0.160 || 3.108 | 0.604

2.728

1.300

100

40

5.136

0.349

5.022 | 0.147 | 2.192 | 0.399

3.518

1.501

100

60

5.118

0.323

5.024 | 0.153 | 2.018 | 0.133

4.058

1.394

200

60

5.104

0.325

5.040 | 0.196 || 2.000 | 0.000

4.544

1.078

500

60

5.008

0.089

5.024 | 0.166 || 2.000 | 0.000

4.820

0.713

100

100

5.058

0.242

5.002 | 0.045 || 2.000 | 0.000

4.736

0.851

200

100

5.052

0.231

5.006 | 0.077 || 2.000 | 0.000

4.958

0.353

500

100

5.002

0.045

5.004 | 0.063 || 2.000 | 0.000

5.000

0.000

10

100

3.682

1.481

3.602 | 1.285 | 4.438 | 0.565

2.220

0.882

20

100

5.530

0.742

5.288 | 0.585 | 2.906 | 0.602

2.640

1.245

40

100

5.402

0.655

5.108 | 0.311 || 2.118 | 0.329

3.482

1.501

60

100

5.386

0.618

5.124 | 0.330 | 2.012 | 0.109

4.154

1.351

60

200

9.328

0.530

5.058 | 0.234 || 2.000 | 0.000

4.688

0.917

60

200

9.372

0.588

5.028 | 0.165 || 2.000 | 0.000

4.922

0.478

Table 3.5: Strong and weak factors (m =2, r =5,y = 1/10), kmax =8, (aa = = 0),
the number of factors reported is averaged out of 500 simulations, on the
right side are the standard deviations.

T

no serial correlations in f; and u;

SC1

SC2 BICs

ER

100

20

4.812

0.507

4.324 | 0.888 | 2.000 | 0.000

2.000

0.000

100

40

5.012

0.109

5.000 | 0.000 | 2.000 | 0.000

2.000

0.000

100

60

5.006

0.077

5.000 | 0.000 || 2.000 | 0.000

2.000

0.000

200

60

5.002

0.045

5.000 | 0.000 || 2.000 | 0.000

2.000

0.000

500

60

5.000

0.000

5.000 | 0.000 || 2.000 | 0.000

2.000

0.000

100

100

5.004

0.063

5.000 | 0.000 || 2.000 | 0.000

2.000

0.000

200

100

5.000

0.000

5.000 | 0.000 | 2.000 | 0.000

2.000

0.000

500

100

5.000

0.000

5.000 | 0.000 | 2.000 | 0.000

2.000

0.000

10

100

2.964

0.934

2.596 | 0.784 || 3.196 | 0.662

1.978

0.147

20

100

5.194

0.823

4.352 | 1.013 || 2.000 | 0.000

2.000

0.000

40

100

5.354

0.577

4.994 | 0.233 | 2.000 | 0.000

2.000

0.000

60

100

9.250

0.447

5.008 | 0.089 || 2.000 | 0.000

2.000

0.000

60

200

5.236

0.470

5.012 | 0.109 || 2.000 | 0.000

2.000

0.000

60

200

0.288

0.515

5.008 | 0.089 || 2.000 | 0.000

2.000

0.000
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3 Determining the number of factors

Table 3.6: Strong and weak factors (m = 2, r = 5,y = /10), kmazx = 8, (o« = f =
0.5), the number of factors reported is averaged out of 500 simulations,
on the right side are the standard deviations.

serial correlations in f; and u; (a = 5 = 0.5)

SC1 SC2 BICs ER

100 | 20 | 4.838 | 0.699 || 4.484 | 0.839 || 2.008 | 0.089 || 2.000 | 0.000
100 | 40 | 5.130 | 0.365 || 5.004 | 0.228 || 2.000 | 0.000 || 2.000 | 0.000
100 | 60 | 5.122 | 0.351 || 5.018 | 0.133 || 2.000 | 0.000 || 2.000 | 0.000
200 | 60 | 5.082 | 0.296 || 5.038 | 0.191 || 2.000 | 0.000 || 2.000 | 0.000
500 | 60 | 5.004 | 0.063 || 5.026 | 0.159 || 2.000 | 0.000 || 2.000 | 0.000
100 | 100 | 5.078 | 0.276 || 5.008 | 0.089 || 2.000 | 0.000 || 2.000 | 0.000
200 | 100 | 5.032 | 0.176 || 5.010 | 0.100 || 2.000 | 0.000 || 2.000 | 0.000
500 | 100 | 5.004 | 0.063 || 5.006 | 0.077 || 2.000 | 0.000 || 2.000 | 0.000
10 | 100 | 2.964 | 0.892 || 2.698 | 0.803 || 3.260 | 0.676 | 1.968 | 0.198
20 | 100 | 5.228 | 0.870 || 4.460 | 1.040 || 2.000 | 0.000 || 1.998 | 0.045
40 | 100 | 5.464 | 0.691 || 5.122 | 0.379 || 2.000 | 0.000 || 2.000 | 0.000
60 | 100 | 5.464 | 0.637 || 5.130 | 0.343 || 2.000 | 0.000 || 2.000 | 0.000
60 | 200 | 5.376 | 0.579 || 5.064 | 0.245 | 2.000 | 0.000 || 2.000 | 0.000
60 | 500 | 5.322 | 0.524 || 5.038 | 0.191 || 2.000 | 0.000 || 2.000 | 0.000

NER

3.3.2.2 Regional factors

In Tables 3.7 and 3.8 are the performances of all the criteria in the case of regional
3-factor. We also include the results obtained when we forcing ER and BICj identify
at least 1 factor. As it can be seen, the sparsity criterion usually produces better
results in this case, due to the fact that all the factors are not too strong. Even when
we ensure that ER and BIC45 select at least one factor, they still under-perform
comparing to SC1 and SC2. This shows great support for SC1 and SC2, as regional

factors can be very common in practice.
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3.3 Monte Carlo Simulations

Table 3.7: Regional factors, r = 3, no serial correlations in f; and u, kmaz = 8,
the number of factors reported is averaged out of 500 simulations, on the
right side are the standard deviations. We also include the case where we
remove the zero factor case for the ER and BICj.

| N | T |ER (nozero) | BIC5 (nozero) | SC1 |
200 [ 100 [ 2.32 ] 0.91 [ 1.00 0.00 2.88 10.33
200 [ 150 [ 2.61 | 0.78 || 1.00 0.00 298 0.13
200 [ 200 [ 2.74 | 0.65 || 1.00 0.00 3.00 | 0.06
200 | 250 | 2.82 | 0.56 || 1.00 0.00 3.00 | 0.04
200 [ 300 | 2.85 | 0.51 || 1.00 0.00 3.00 | 0.04
200 [ 350 [ 2.90 | 0.42 || 1.00 0.00 3.00 | 0.00
200 | 400 [ 2.91 | 0.42 | 1.00 0.00 3.00 | 0.00
200 | 450 [ 2.91 | 0.41 | 1.00 0.00 3.00 | 0.06
200 | 500 | 2.96 | 0.27 || 1.00 0.00 3.00 | 0.00
N [T ER BICs SC2
200 | 100 | 0.00 [ 0.00 || 0.00 0.00 2.61 [ 0.55
200 | 150 | 0.00 | 0.00 || 0.00 0.00 2.8210.39
200 | 200 [ 0.00 | 0.04 || 0.00 0.00 2.92 | 0.27
200 [ 250 [ 0.16 | 0.68 || 0.00 0.00 2.95[0.23
200 [ 300 [ 0.65 | 1.23 || 0.00 0.00 2.96 | 0.19
200 [ 350 [ 1.59 | 1.49 || 0.00 0.00 297 10.17
200 | 400 | 2.16 | 1.34 [ 0.00 0.00 2.99 [ 0.09
200 | 450 | 2.55 | 1.05 || 0.00 0.00 299 [ 0.11
200 | 500 | 2.78 [ 0.77 || 0.00 0.00 3.00 | 0.04
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Table 3.8: Regional factors, » = 3, with serial correlations in f; and u; (o = 8 =
0.5) kmax = 8, the number of factors reported is averaged out of 500
simulations, on the right side are the standard deviations. We also include
the case where we remove the zero factor case for the ER and BICj.

| N | T |ER (nozero) || BIC5 (no zero) | SC1

200 [ 100 [ 1.72 ] 0.88 [ 1.00 0.00 2.81 [ 0.49
200 [ 150 [ 2.09 [ 0.94 || 1.00 0.00 2.98 | 0.27
200 [ 200 [ 229 [ 0.92 | 1.00 0.00 3.02 [ 0.14
200 [ 250 [ 2.42 [ 0.89 || 1.00 0.00 3.01 [ 0.09
200 [ 300 [ 2.63 ] 0.76 || 1.00 0.00 3.01 [ 0.09
200 [ 350 [ 2.73 [ 0.66 || 1.00 0.00 3.02]0.14
200 | 400 [ 2.73 | 0.67 || 1.00 0.00 3.01]0.12
200 | 450 [ 2.77 | 0.63 || 1.00 0.00 3.00 | 0.06
200 [ 500 [ 2.85 | 0.50 || 1.00 0.00 3.01 [ 0.08
N [T ER BICs SC2

200 [ 100 [ 0.00 [ 0.00 || 0.00 0.00 2.50 | 0.64
200 [ 150 [ 0.00 | 0.04 || 0.00 0.00 2.80 | 0.43
200 [ 200 [ 0.02 ] 0.20 || 0.00 0.00 2931025
200 [ 250 [ 0.04 | 0.33 ]| 0.00 0.00 297 10.18
200 [ 300 [ 0.42 | 1.02 || 0.00 0.00 2.98 [ 0.16
200 [ 350 [ 1.12 | 1.43 [/ 0.00 0.00 2.99 [ 0.11
200 [ 400 [ 1.91 [ 1.40 || 0.00 0.00 298 0.13
200 [ 450 [ 2.38 | 1.14 || 0.00 0.00 2.99 [ 0.10
200 [ 500 [ 2.70 [ 0.83 || 0.00 0.00 3.00 [ 0.00

3.4 Remarks

In overall, we can see that the proposed criteria for selecting the number of factors
SC1 and SC2 work well in most cases. They show more advantage over other com-
peting criteria in the case where both strong and weak factors exist in the model.
Notice that these simulations are based on conservative choice for the thresholding
constant as discussed in Section 3.2. Therefore, we can even improve the selection
with a data-driven method for choosing the constant. However, this cross-validation

process may require significant computational time and therefore will be drawback

for moderate system.
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3.5 Proofs of results

Another remark worth mentioning this chapter is the fact that the estimated id-
iosyncratic covariance matrix from the factor model will also be sparse even when
we extract more than r factors. This is a foundation for our criterion to work. Inter-
estingly, the reason for this is that when we extract more than r factors, the sample
covariance &fj still converge to the true o;;. It turns out as this result leads to some
extension theory in the large covariance matrix estimation literature. More on this

will be discussed in Chapter 4.

3.5 Proofs of results

3.5.1 Proofs of Lemma 3.1

We consider the case when k& = r first. In this case we will drop the superscript &

in ¥, so we need to prove that m(X,) is bounded, which is immediately stated in

assumption 2(iii).

Now for the case when k < r,
af =Yy — AR D = AGD D A 4

Hence, if we consider the case when 3 = I,. for convenient notation (otherwise the

result is still valid)

SE = cov (Y — AR pUR)) o (AGHD fEHD L A0 0y 4y

_ A(k+1:r)A(k+1:r)’ + 3,

It is clear to see that with the pervasive condition of factors, the eigenvalues of
AGFE) ABH17)" diverge at least at rate dyy1(N) whereas the eigenvalues of X, are

bounded. Hence,

SF|| diverges at least at rate dj1(N) because

[Sull = [AGHDAGHED ]| > || AG+tn gt

-l
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3 Determining the number of factors

Therefore, the maximum row sum of ¥ must diverge as well. Since all the entries
of Eﬁ are finite, diverging maximum row sum implies that the number of non-zero

entries must be unbounded, since clearly all the entries of ¥ are finite.

3.5.2 Proofs of Theorem 3.1

The proof of this theorem will make use of Lemmas 3.8 and 3.9. We will divide the

proof of this theorem to 2 cases: when k > r and k < r.

When k£ > r

Mz

Define m;(%,) ZI{O‘U # 0} and m;( Zk

1{|k

Jj=1
max m;(%,,) and m(Zﬁ) = max 7m;(XF). Now:
(2 (2

m(,) — m(Sk) = max mi(2y) — max i (XF)

)

< max [mi(.) — i (Z)
2

Since m(X,) is bounded, we only need to show that max |m;(3,) — ml(Eﬁ)‘ = o0p(1).
(2
To find the bound for max |mz(2u) — Thl(Efj)!, use Markov’s Inequality, i.e. we have
(3

that:

|« Bt )

€

Vi, P {’W(EZ) —mi(5)] > €
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3.5 Proofs of results

.(zg)} E{il{aiﬂéo}il{c}fj >h§j}
=1 =1
N J N
E{JZII{&Z >h§j,aij:0}+j;l{&{3 E }
N N
:Z;P{ Z],Uij:0}+zlp{&ij < hij, }
j= J=
giP{ |am—0}+§:P{ < Wlyloy # 0}

1

<.
Il
—_

J

1 1 1 N
o(yat7s)=0(v+32)

M=

1

<.
Il

The last step above is from lemma 3.8. Therefore, choosing e such that % +

N
72

o(e), then clearly Vi, P {|m; —m;| > e} — 0, Notice that if N,7 — oo and

N = o(T?), then € — 0 and max |m;(3,) — m;(XF)| — 0, which proves Theorem 3.1
(2

for the case k > r.

When k£ < r

By lemma 3.9 , we have the same result required to show that [m;(ZF) — m;(3h)| —

0. Since m;(XF) diverges at rate at least dgy1(IN) as shown in lemma 3.1, we can

establish the claim.

3.5.3 Proofs of Corollary 3.1

We need to prove that in both case where k > r and k < r, then

or

p {m(zjj) +Ckg(N) > m(s") + C’rg(N)} =1

P {m(zﬁ) () + C (k- 1) g(N) > 0} 1
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3 Determining the number of factors

Using theorem 3.1, when k < r, m(XF) grows to infinity at rate di(N), m(Xh)
is Op(1), g(N) grows at a slower rate then di(IN), therefore the dominating term is

m(XF), which is positive.

On the other hand, when k > 7, m(XF) and m(X7) are both Op(1) so the domi-

nated term is C' (k — r) g(NN), which are also positive.

Hence, P {m(Zk) — m(Z7) + C (k—r) g(N) >0} — 1 for k # r.

3.5.4 Technical Lemmas

Lemma 3.2. For k > r, let H* = (D%)"'FF¥ FA'A/T which is a k x r matriz,

where
Dy 0

0 NI,

Furthermore, for k > r, V¥ = diag(v1, ..., ) and F* = FRVE(DE) 1 = %YY’F]“(D]’“V)”.

Under assumption 1-5, there exists a constant C such that:

T ) 2
i G > - il > [[dr(]jv)]z ! T[diV(NnQD <0(r).

Proof. Similarly to the proof of theorem 2.1, we consider the operator norm of the

. -~ / . . ..
matrix F* — FH* and a similar decomposition:

A ! 1 ~ 1 -~
F* — FHF = fYY’Fk(DfV)_l — TFA’AF’F’“(Dﬁ“v)—1

FNU'  UAF' UU'\ = 1
= ( T + T + T >F (DY)
(FAT'U’ i U/%F' 1 UTU’> Fr(DN)A 0

FA'U' | UAF | UU'
0 ( yt t Nt NT)

(k+1:r)

et
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3.5 Proofs of results

Therefore, for (i) we have:
FAN'U  UAF UU

T+T+T
A

. 112 1
%HF’“—FH’“ H < max TH(

> Fr(Dy)~!

2

1H <FA'U’ UAF' UU’) ket

T NT T NT TNT
B

We work out the result for each term A and B separately:

a< (e oM+ L Loar oot = L | oo e o)
=T|\T N T||T N T||T N
1 201 -~ ~ 1 |2

< -1 7” —12 x| | L o o
< 2| Dyl 7 ||(Dn) AT S FTE \/TF

21

/ oo’ or
+’dr(N)TUU T E

Since H%F’”/ﬁw , T H(DN)_l/QA’U’H2 are all Op(1), we need to show that:

(H \fFH > C) O (%) This follows by Lemma B.1 (i) in Fan et al. (2011)

under the common assumptions with this thesis. See also the proof of lemma 3.1 (ii)

in Fan et al. (2011).
N N2 e
(H d (N)TUU, (N2 =+ T[dT(N)]2i|) =0 (%) This is done by the same

decomposition as in Lemma 2.3, where we have:

>c[

1 /
d, (N)T

2 ON 1
<
T A (V)P N

2N? 1 I
e (e L)

and since + (maxg, [ult; — E(ult;)])* = 0,(1) by assumption 4 (ii), there exist a

<maX [ujty — E(ujty)] ) 2

constant C' such that P ( (maxg ¢ [ult; — E(t))? > C) is arbitrarily small. For

similar reason, since max; 4 ST E(ult;) = O(1), there exists a constant C' such
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3 Determining the number of factors

2
that P ((maxs + ZtT=1 E(u;tt)) > C) is arbitrarily small. Hence,

P(4>0l it [dijvn?]) -0(z).

Notice that we omit the term HD 1H = ) that comes from the first part of A
because it is dominated by [dT(NHQ. For B,
—FA’U Flbr) 2+l LRI ) 2+l L gy plern 2
- T T\|T T\|T
A/U/ lﬁs(k—i—l:r)’ﬁ‘(lﬁ—kl:r) LF ?
NT T VT

By similar result with term A (replacing d,.(N) with N), we have: there exist a

constant C such that,

p(osc[ e 2T (nc[he]) -0 ().

Hence the result follows. O

Remark 3.1. Lemma 3.2 establishes the result when one estimate more than r factors
by PCs. It turns out that we can not have both the estimated factors and the loadings
consistent. One can prove that although F* is consistent up to a rotation (even for
all k), AF = Y'F*(F¥ FF)=1 will not be a consistent estimator when k > r. We do
not use this result in this paper so we leave it aside. However, interestingly, as shown
in lemma 3.3, the product of factors and loadings, i.e. the estimated idiosyncratic
errors ﬁ,’ft is consistent for u;;. The rationale behind redefine the matrix H* and Fk

is that we want to at least get the factors consistent when k£ > r, which is needed

for the proof of lemma 3.2.

Lemma 3.3. Recall that wp =/ logTN + [dﬂ)} + \/T[éV(N)]' Under assumption 1-5:
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3.5 Proofs of results

if k > r then: There exists a constant C such that for all ¢ > C,

(i) P(maxien 3 30 (i — i)’ > ) = Ol + )

T
y 1 ~k ~k
(i) P (maxi’j T E (uitujt — uitujt>
t=1

Proof. First of all, for k > r, we let: AF = Y’Fk(ﬁklﬁk)_l. An important identity
that we exploit is A¥EF¥ = A¥F*. Furthermore, we define G* such that GFH* = 1I,.

Now to prove (i), fix i < N and consider the expanding of @ — w;:

ﬂft — Ut

= Nofy = N FE = g - A

= )\;Gkaft - /\gkatk + A;katk - 5\f/ftk

= NG (H* o= ) + (NGE =) fi

= NG (HEg = 1)+ (NG — O+ ) PR (EY E4) )
= NGF (HRfi = f) + XGHEF PRV R

T
N . NN B
+ XGEHNF PR (Y FR) LR ST FE (PR ER)  fu
t=1

T
N 7y N Ap) A -1 . s [ oA A -1 .
— \G* (H’f i - fﬁ) Vel (Fk - HkF’> Ja (Fk F’“) Sk (F’“ Fk> Frauz
t=1
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3 Determining the number of factors

For lemma 3.3 (i):

1 & k 2 1 o '~k rk ok |
?%%‘th_l (““_““) SI%%{T; 1 A (H ft_ft)‘
2
- ! vk 14 kot pk [ k' fk rk
+ max . EjTAG (F HF)F (F F) 7!

T 2

>t (P )

=1

+ max — E
Z<N

1 k rk ! ~k
< = _

3ot 3 e

1 k 1 k! 1~k N S YRS A Ny 2
+—HHF—F H max )\GH ja (F F) ja

T i<N

T

1
Fmax )

A A1 A _1A/2
2 Fk<Fka) Jas

We use P <; o [/ ey e T[djv(jv)}Q]> —0( ).
0y(1),

Fk (Fk’ﬁvk) -1 o

leH = Op(1) and max;<y % Zthl |uit] = 4/ 1°gTN as shown below:
By the Bernstein inequality for weakly dependent process (see Merlevede et al.

(2011)), for some positive constants Cy, Co, C3, C4 and C5 and for any i € (1, ..., N),

since Eu; = 0,

T
1 (T's)Y (T's)? >
— it| > <T —— |+ A
(T ; st S) P ( Cy ) P ( Co(1+ TCs)
e (T's)? . (T's)Y1=7)
X — X .
P Cc\T P Cs(log T's)™
Using Bonferroni’s method and choosing s = 4/ lmgTN yields:

(ot 5) o2

Therefore, the desired result is obtained by combining all the results above (note

76




3.5 Proofs of results

2 _ ~logN N N2
that wy = O(5F~ + [dr-(N)]? + T[dr(N)P)).

Part (ii) follows from part (i), by the same argument as in the proof of lemma A.3

in Fan et al. (2011). O

Remark 3.2. Lemma 3.3 (i) is a similar result from Fan et al. (2013). The reason
that we show it again here is because we emphasise that it is true even for the case
when the factors are weak and even for k > r, not only k = r as in Fan et al. (2013).
This leads to the immediate consistency for the POET estimator under weaker factor

assumption and any k > r.

Lemma 3.4. Suppose that the random variables Z1, Zo both satisfy the exponential-

type tail condition: There exists r1, ro € (0,1) and by, by > 0, such that Vs > 0,

P(|Zi| >s) <exp(1—(s/b;)""), i=1,2.

Then Z1+ Zs also satisfy the exponential-type tail condition, i.e. for some rs3 € (0,1)

and bs > 0, Vs > 0 we have:

P(|Z1+ Za| > s) < exp(1—(s/b3)")

Proof. Let b = 2max(b, b2) and r = min(ry, r2), then Vs > 0 we have:

P(|Z1+ Z3| > 5) < P (|Z1| + | Z2] > s)
<P (|Z1] > s/2) + P (| Z2] > s/2)
<exp (L —(s/(2b1))™) +exp (1 — (s/(2b2))")

<2exp(1—(s/(b))").

The rest of the proof is similar to the proof of Lemma A.2 in Fan et al. (2011)

and hence omitted. O
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3 Determining the number of factors

Lemma 3.5. Under assumption 1-5, there exists a constant C' such that for all

c>C k<r:

1 K 5\ 2 2\ 1 1

Proof. Let H* = (D%)~'F¥ FFA¥ A¥/T which is a k x k matrix, where
di(N) 0

0 dg(N)

We first need to prove that: for some constant C:

T
1 . 2 N N? 1
P> |ff—H"fE >C[ + D —O(). (3.11)
(T ; | H [d-(N)? T [d(N))? T
Now since, Y = FA' + U = FFAF 4 pltlm) A(k+1)" 4 1y

FA'U' L+ UAF’ . uu’
T T T

Yyl_FkAk’Aka’ _ +FkAk’A(k—i—l:r)F(k—f—l:r)’+F(k+1:r)A(k+1:r)’Aka’

So,
A / 1 ~ 1 / VBad
Fk_ prFHF = fYY’F’f(Dij)*1 - TF’“A'C AFFR ER(DE) L
FAN'U' UAF  UU'\ -
Fk’ Dk: —1
(55 + 5+ ) Pl

kAK' A (k+1:r) p(k+1:r) (k+1r) A (k+1:r) AR K\
+<FAA TF L F AT AF)Fk(DJ’fV)—l

=I+1I

By lemma 3.2, we have already shown that P <% 11> > C 7 (]X[)]Q + D =
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3.5 Proofs of results

0] (%) . Now for I1,

! i ) —1?
l ”IIH2 - i FEAR A (B+1: )F(k:+1. ) Fk(DéfV) 1
T - T T
1 F(k—l—l:r)A(k—l—l:r)’Aka’Fk(chv)—l 2
+ =
T T
< g ‘ Ak,Akl Dk H H Dk IH HA(k—&-lzr)’A(k—I—lzr) Fk Fk k+1:r)
=7 f
k+1:r) A (k+1:r k' ok
- T dx(N) T VT

we

Using the same results as in lemma 3.2 regarding HﬁF’C ’ and HﬁF(k“”) )

(e[t o)

Combining, the result for I and I1, we have proven (3.11). Now, using

have

T

T
HEfk k‘ )\/GkH
w2 (h — o)< 7 30 st - A
/ A~ 7. ~ S AN -1 . / 2
+—HH’“F’“ —F’“‘ max A’G’f” jas (F’“F’“) jas
T i<N

k

2 Mk Ak Ak -1 oy 2
WElE (F F) ja

1 T
rmaT )

We have already worked our the part for the first 2 terms above in result (3.11). For

the bound of max;<y 7 Zthl }uft}, consider:

zt_ Z )‘ +ult

I=k+1

From lemma 3.4, we know that the sum of 2 exponential-type tail condition variables
is an exponential-type tail condition variable. Also, it is clear that an exponential-
type tail condition variable also preserves its condition under scaling by a constant.

Therefore, uft satisfies the exponential-type tail condition. Hence, similar to part of
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3 Determining the number of factors

the proof in lemma 3.3, we have that for some constant C"

2 10gN> <1>
o= |-
N2

Therefore, combining everything, we finally reach the result (3.10). O

Lemma 3.6. Under assumption 1-5, there exists a constant C such that for all

c>C k<r:

(i) P (max,

o5 -0 ()

T
|1 ~k~k _ k, k
, TE :(uitujt uzt“gt)

t
Proof. To prove part (i), we just need to recall that uft satisfies the exponential-type

> ch) =O(3 + 7%)-

tail condition, as shown in part of the proof of lemma 3.5. The rest is exactly the
same as in the proof of lemma A.3 (i) in Fan et al. (2001).
Part (ii) follows from lemma 3.5, by the same argument as in the proof of lemma

A.3 (i) in Fan et al. (2001). 0

Lemma 3.7. Under assumption 1-5, we have the following results:
(i) ¥(i.5) : P
(ii) Wi, j) : P

Proof. Fix k > r. For (i), we first use the following results in Fan et al. (2011, 2013):

5k .

>hfj) O( )fork>7°

~k
0ij —

ij)SO(m+ﬁ)fork:<r.

Under assumptions 1-4, there exists constant C7 such that for all ¢ > C:

log N\ 1
P <1’IZ13X >\ = ) =0 <N2> (3.12)

Result (3.12) intuitively shows a convergence of the average of week dependent data,

1 T
fz (Uitujt - Uij)
t=1

which in this case is ujuj;. Also, by lemma 3.3(iii) for k£ > r there exists a constant
(5 such that for all ¢ > Cy

P | max
1,J

1 &~
TZ <uftu§t - uitujt)

t=1

1 1
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3.5 Proofs of results

Together, (3.12)) and (3.13) yield the following: if ¢ > max(C1, Cs):

~k

P <max N2 T 72

%,J

gch>z1—0<1+1>. (3.14)

Furthermore, by our assumption that éfj is asymptotically bounded between 2 con-

stants,

H(CL,CH) such that V(i,j), P (CL < éfj < CH) >1-0 <]\1]2 + ]}2> . (315)

Hence if hfj = Cuwr éfj for some constant C' then

P

5k .
0i; — Oij

1 1
k

for k > r as required.

For the case k < r in (ii), lemma (3.6) establishes the similar results as in (3.12)

and (3.13), which lead to the required result. O

Lemma 3.8. Under assumption 1-5, we have the following results: for k > r,

(i) (i) : P (

Under assumption 1-6, we have: for k > r,

(ii) ¥(i, ) : P(

~k

<My |0y #0) SO (52 + )

5k

Proof. Lemma 3.7 (i) directly implies Lemma 3.8 (i), since k > r given that o;; =

5119 — 0y &fj is greater than h;j, which has

0, event { y

> hfj} is equivalent to
asymptotic probability tending to 0 as well. Similarly for the case k < r.

Now, to prove (ii) we will first use assumption 6: V(i,7),

5’5] > hij | |Uij| >T)

P

>hij\o'ij7é0>:P<

~k
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3 Determining the number of factors

Let us defining 2 events:

El = {max &fj — 045

< ch} for all ¢ > max(Cy, Cs),
7/7]

E2 — {V(z’,j), Cp, < 6 < CH}.

By lemma 3.7 (i), P(E1) > 1 - O (ﬁ + %) By the assumption that HNZ must
be asymptotically bounded, P(E2) = 1. Therefore, P(E1NE2) >1-0 (ﬁ + %)
Under event E2 and assumption 6, if we have C sufficiently large such that C’ >

C+/Cq then max h;; < Cy/Chywr < 7. Hence Y(i, j),
0]

P( >hij‘|0'ij’>7')ZP 5k~—0'ij ST_hij)

(

2P<5fj—aij ST—C@WT)
(
(

~k

5’53 — Uij S Cle — C\/ CHLL)T)

5t — | < (¢' = ¢v/Crr ) wr)

Given event E1, if we have C’ sufficiently large such that C’ — Cy/Cpy > ¢ then

(i, j) : |65 — 01| < (C" — C/Cp) wr. Hence,
V(i.5) ~k B !
(i,j): P ( G5 — oij| < (C —C@) wT> > P(E1NE2)
and therefore:
L e 11
v g) : P(%‘ >hz‘j\0iﬂé0) >1-0( 3+ 73 )

which establishes our required result. O

Lemma 3.9. Under assumption 1-5, we have the following results: for k < r,

(i](i. ) : P (

Under assumption 1-6, we have: for k < r,

35| > Lok =0) <O (3 + )
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5k

(ii)V(i,j):P( <h%|05#0)§0(#+%)

Proof. Similarly to the proof of lemma 3.8, lemma 3.7 (ii) directly proves result (i)
required above, and result (ii) above can be proven by similar argument as in the

proof of 3.8 (ii). O

3.6 Additional Tables and Figures

Table 3.9: Strong factors only (r = 5), kmaz = 8, (¢ = § = 0), the number of
factors reported is averaged out of 500 simulations, on the right side are
the standard deviations

no serial correlations in f; and u;

SC1 SC2 BICs ER

100 | 20 | 5.008 | 0.089 {| 5.004 | 0.063 || 5.000 | 0.000 || 5.000 | 0.000
100 | 40 | 5.004 | 0.063 || 5.000 | 0.000 || 5.000 | 0.000 || 5.000 | 0.000
100 | 60 | 5.006 | 0.077 || 5.002 | 0.045 || 5.000 | 0.000 || 5.000 | 0.000
200 | 60 | 5.000 | 0.000 || 5.000 | 0.000 | 5.000 | 0.000 || 5.000 | 0.000
500 | 60 | 5.000 | 0.000 || 5.000 | 0.000 || 5.000 | 0.000 || 5.000 | 0.000
100 | 100 | 5.006 | 0.077 || 5.000 | 0.000 || 5.000 | 0.000 || 5.000 | 0.000
200 | 100 | 5.002 | 0.045 || 5.000 | 0.000 | 5.000 | 0.000 || 5.000 | 0.000
500 | 100 | 5.000 | 0.000 || 5.000 | 0.000 | 5.000 | 0.000 || 5.000 | 0.000
10 | 100 | 2.048 | 2.332 || 1.472 | 2.134 || 5.000 | 0.000 || 4.956 | 0.224
20 | 100 | 5.408 | 0.653 || 5.218 | 0.524 || 5.000 | 0.000 || 5.000 | 0.000
40 | 100 | 5.318 | 0.545 || 5.054 | 0.226 || 5.000 | 0.000 || 5.000 | 0.000
60 | 100 | 5.198 | 0.451 || 5.028 | 0.165 || 5.000 | 0.000 || 5.000 | 0.000
60 | 200 | 5.226 | 0.455 || 5.014 | 0.118 || 5.000 | 0.000 || 5.000 | 0.000
60 | 500 | 5.216 | 0.445 || 5.010 | 0.100 || 5.000 | 0.000 || 5.000 | 0.000

N | T
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3 Determining the number of factors

Table 3.10: Strong factors only (r = 5), kmax = 8, (o« = 8 = 0.5), the number of
factors reported is averaged out of 500 simulations, on the right side are
the standard deviations

serial correlations in f; and u; (a = 5 = 0.5)

SC1 SC2 BICs ER

100 | 20 | 5.106 | 0.327 || 5.060 | 0.238 || 5.000 | 0.000 || 5.000 | 0.000
100 | 40 | 5.112 | 0.352 || 5.032 | 0.187 || 5.000 | 0.000 || 5.000 | 0.000
100 | 60 | 5.118 | 0.347 || 5.014 | 0.118 || 5.000 | 0.000 || 5.000 | 0.000
200 | 60 | 5.074 | 0.270 || 5.026 | 0.171 || 5.000 | 0.000 || 5.000 | 0.000
500 | 60 | 5.004 | 0.063 || 5.032 | 0.176 || 5.000 | 0.000 || 5.000 | 0.000
100 | 100 | 5.078 | 0.283 || 5.006 | 0.077 || 5.000 | 0.000 || 5.000 | 0.000
200 | 100 | 5.052 | 0.240 || 5.006 | 0.077 || 5.000 | 0.000 || 5.000 | 0.000
500 | 100 | 5.006 | 0.077 || 5.008 | 0.089 || 5.000 | 0.000 || 5.000 | 0.000
10 | 100 | 1.870 | 2.297 || 1.374 | 2.088 || 5.000 | 0.000 | 4.960 | 0.225
20 | 100 | 5.520 | 0.750 || 5.292 | 0.589 | 5.000 | 0.000 || 5.000 | 0.000
40 | 100 | 5.462 | 0.673 || 5.136 | 0.349 || 5.000 | 0.000 || 5.000 | 0.000
60 | 100 | 5.432 | 0.634 || 5.124 | 0.336 || 5.000 | 0.000 || 5.000 | 0.000
60 | 200 | 5.432 | 0.625 || 5.072 | 0.266 | 5.000 | 0.000 || 5.000 | 0.000
60 | 500 | 5.346 | 0.575 || 5.032 | 0.176 || 5.000 | 0.000 || 5.000 | 0.000

N | T

Table 3.11: Weak factors only (r = 5,7y = 1/3), kmaz = 8, (o« = = 0), the number
of factors reported is averaged out of 500 simulations, on the right side
are the standard deviations

no serial correlations in f; and

SC1 SC2 BICs ER

100 | 20 | 5.008 | 0.089 {| 5.000 | 0.000 || 3.846 | 0.619 || 5.000 | 0.000
100 | 40 | 5.012 | 0.109 || 5.004 | 0.063 || 3.180 | 0.679 || 5.000 | 0.000
100 | 60 | 5.004 | 0.063 || 5.000 | 0.000 || 2.768 | 0.683 || 5.000 | 0.000
200 | 60 | 5.004 | 0.063 || 5.000 | 0.000 | 2.160 | 0.651 || 5.000 | 0.000
500 | 60 | 5.000 | 0.000 || 5.000 | 0.000 || 1.454 | 0.642 || 5.000 | 0.000
100 | 100 | 5.012 | 0.109 {| 5.000 | 0.000 || 2.248 | 0.651 || 5.000 | 0.000
200 | 100 | 5.004 | 0.063 || 5.000 | 0.000 || 1.430 | 0.615 || 5.000 | 0.000
500 | 100 | 5.000 | 0.000 || 5.000 | 0.000 || 0.676 | 0.576 || 5.000 | 0.000
10 | 100 | 1.588 | 1.975 || 1.030 | 1.623 || 4.796 | 0.403 || 4.522 | 0.909
20 | 100 | 5.366 | 0.611 || 5.252 | 0.552 || 3.914 | 0.599 | 4.994 | 0.077
40 | 100 | 5.302 | 0.532 || 5.044 | 0.205 || 3.226 | 0.663 || 5.000 | 0.000
60 | 100 | 5.226 | 0.446 || 5.014 | 0.118 || 2.746 | 0.677 || 5.000 | 0.000
60 | 200 | 5.240 | 0.459 || 5.008 | 0.089 | 2.282 | 0.657 || 5.000 | 0.000
60 | 500 | 5.330 | 0.523 || 5.018 | 0.133 || 1.688 | 0.687 || 5.000 | 0.000

N | T
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3.6 Additional Tables and Figures

Table 3.12: Weak factors only (r = 5,7 = 1/3), kmax = 8, (o« = = 0.5), the
number of factors reported is averaged out of 500 simulations, on the
right side are the standard deviations

T

serial correlations in f; and u; (v = 5 = 0.5)

SC1

SC2 BICs

ER

100

20

5.120

0.355

5.062 | 0.257 || 4.168 | 0.587

4.992

0.109

100

40

5.142

0.387

5.050 | 0.218 || 3.486 | 0.653

5.000

0.000

100

60

5.112

0.334

5.032 | 0.176 || 3.084 | 0.665

5.000

0.000

200

60

5.084

0.278

5.028 | 0.165 || 2.574 | 0.652

5.000

0.000

500

60

5.002

0.045

5.030 | 0.182 || 1.996 | 0.614

5.000

0.000

100

100

5.066

0.256

5.006 | 0.077 || 2.500 | 0.662

5.000

0.000

200

100

5.048

0.232

5.006 | 0.077 || 1.884 | 0.669

5.000

0.000

500

100

5.000

0.000

5.000 | 0.000 || 1.194 | 0.611

5.000

0.000

10

100

1.630

2.040

1.190 | 1.711 || 4.770 | 0.431

4.436

0.944

20

100

5.468

0.717

5.282 | 0.575 | 3.914 | 0.622

4.982

0.204

40

100

5.436

0.656

5.104 | 0.312 || 3.380 | 0.670

5.000

0.000

60

100

5.428

0.624

5.150 | 0.357 || 2.950 | 0.661

5.000

0.000

60

200

9.358

0.571

5.060 | 0.238 || 2.370 | 0.659

5.000

0.000

60

200

0.348

0.569

5.044 | 0.205 || 1.798 | 0.631

5.000

0.000

Table 3.13:

Weak factors only (r = 5,7 = 1/5), kmax = 8, (o« = 8 = 0), the number
of factors reported is averaged out of 500 simulations, on the right side
are the standard deviations

T

no serial correlations in f; and u;

SC1

SC2 BICs

ER

100

20

5.008

0.109

4.996 | 0.063 || 1.356 | 0.631

4.986

0.118

100

40

5.018

0.147

5.002 | 0.045 || 0.154 | 0.361

5.000

0.000

100

60

5.004

0.063

5.000 | 0.000 || 0.012 | 0.109

5.000

0.000

200

60

5.002

0.045

5.000 | 0.000 || 0.000 | 0.000

5.000

0.000

500

60

5.000

0.000

5.000 | 0.000 || 0.000 | 0.000

5.000

0.000

100

100

5.004

0.063

5.000 | 0.000 || 0.000 | 0.000

5.000

0.000

200

100

5.000

0.000

5.000 | 0.000 | 0.000 | 0.000

5.000

0.000

500

100

5.000

0.000

5.000 | 0.000 | 0.000 | 0.000

5.000

0.000

10

100

1.706

1.713

1.204 | 1.388 || 4.134 | 0.649

3.656

1.468

20

100

5.402

0.649

5.130 | 0.869 || 1.722 | 0.665

4.928

0.308

40

100

5.336

0.558

5.028 | 0.165 || 0.304 | 0.482

5.000

0.000

60

100

5.214

0.434

5.022 | 0.147 || 0.024 | 0.153

5.000

0.000

60

200

5.248

0.472

5.008 | 0.089 || 0.002 | 0.045

5.000

0.000

60

200

5.280

0.492

5.014 | 0.118 || 0.000 | 0.000

5.000

0.000
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3 Determining the number of factors

Table 3.14: Weak factors only (r = 5,7 = 1/5), kmax = 8, (o« = = 0.5), the
number of factors reported is averaged out of 500 simulations, on the
right side are the standard deviations

serial correlations in f; and u; (a = 5 = 0.5)

SC1 SC2 BICs ER

100 | 20 | 5.112 | 0.357 || 5.014 | 0.387 || 2.172 | 0.654 || 4.896 | 0.444
100 | 40 | 5.160 | 0.398 || 5.028 | 0.165 || 0.698 | 0.579 || 5.000 | 0.000
100 | 60 | 5.112 | 0.340 || 5.018 | 0.133 || 0.158 | 0.371 || 5.000 | 0.000
200 | 60 | 5.078 | 0.276 || 5.028 | 0.165 || 0.020 | 0.140 || 5.000 | 0.000
500 | 60 | 5.004 | 0.063 || 5.050 | 0.218 || 0.000 | 0.000 || 5.000 | 0.000
100 | 100 | 5.060 | 0.246 || 5.008 | 0.089 || 0.010 | 0.100 || 5.000 | 0.000
200 | 100 | 5.044 | 0.249 || 5.008 | 0.089 || 0.000 | 0.000 || 5.000 | 0.000
500 | 100 | 5.002 | 0.045 || 5.004 | 0.063 | 0.000 | 0.000 || 5.000 | 0.000
10 | 100 | 1.652 | 1.655 || 1.184 | 1.362 || 4.174 | 0.610 | 3.658 | 1.455
20 | 100 | 5.472 | 0.747 || 5.080 | 0.965 || 1.870 | 0.686 || 4.900 | 0.427
40 | 100 | 5.516 | 0.729 || 5.136 | 0.343 || 0.518 | 0.553 || 4.998 | 0.045
60 | 100 | 5.442 | 0.666 || 5.114 | 0.324 || 0.100 | 0.300 || 5.000 | 0.000
60 | 200 | 5.374 | 0.554 || 5.050 | 0.218 || 0.004 | 0.063 || 5.000 | 0.000
60 | 500 | 5.366 | 0.611 || 5.050 | 0.218 || 0.000 | 0.000 || 5.000 | 0.000

N | T

Table 3.15: Weak factors only (r = 5,7 = 1/10), kmaz = 8, (a = f = 0), the number
of factors reported is averaged out of 500 simulations, on the right side
are the standard deviations

no serial correlations in f; and

SC1 SC2 BICs ER

100 | 20 | 3.606 | 1.784 || 1.628 | 1.661 || 0.000 | 0.000 || 3.838 | 1.918
100 | 40 | 5.004 | 0.063 || 4.954 | 0.310 || 0.000 | 0.000 || 4.998 | 0.045
100 | 60 | 5.006 | 0.077 || 4.998 | 0.045 || 0.000 | 0.000 || 4.996 | 0.063
200 | 60 | 5.000 | 0.000 || 5.000 | 0.000 || 0.000 | 0.000 | 5.000 | 0.000
500 | 60 | 5.000 | 0.000 || 5.000 | 0.000 || 0.000 | 0.000 || 5.000 | 0.000
100 | 100 | 5.004 | 0.063 || 5.000 | 0.000 || 0.000 | 0.000 || 5.000 | 0.000
200 | 100 | 5.004 | 0.063 || 5.000 | 0.000 || 0.000 | 0.000 || 5.000 | 0.000
500 | 100 | 5.000 | 0.000 || 5.000 | 0.000 || 0.000 | 0.000 || 5.000 | 0.000
10 | 100 | 1.300 | 1.173 || 0.724 | 0.926 || 2.562 | 0.766 || 3.010 | 2.006
20 | 100 | 4.586 | 1.234 || 2.458 | 1.598 || 0.004 | 0.063 | 3.472 | 1.477
40 | 100 | 5.284 | 0.494 || 4.880 | 0.535 || 0.000 | 0.000 || 4.940 | 0.359
60 | 100 | 5.246 | 0.449 || 5.010 | 0.134 || 0.000 | 0.000 | 5.000 | 0.000
60 | 200 | 5.252 | 0.474 || 5.010 | 0.100 || 0.000 | 0.000 || 5.000 | 0.000
60 | 500 | 5.280 | 0.492 || 5.016 | 0.126 || 0.000 | 0.000 || 5.000 | 0.000

N | T
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3.6 Additional Tables and Figures

Table 3.16: Weak factors only (r = 5,7 = 1/10), kmax = 8, (o« = = 0.5), the
number of factors reported is averaged out of 500 simulations, on the

right side are the standard deviations

T

serial correlations in f; and u; (v = 5 = 0.5)

SC1

SC2

BICs

ER

100

20

3.944

1.452

2.578

1.708

0.038

0.191

1.702

2.053

100

40

5.118

0.390

4.950

0.309

0.000

0.000

4.496

1.369

100

60

5.124

0.359

5.016

0.154

0.000

0.000

4.994

0.077

200

60

5.064

0.268

5.026

0.159

0.000

0.000

5.000

0.000

500

60

5.006

0.077

5.034

0.181

0.000

0.000

5.000

0.000

100

100

5.070

0.271

5.004

0.063

0.000

0.000

5.000

0.000

200

100

5.048

0.214

5.008

0.089

0.000

0.000

5.000

0.000

500

100

5.000

0.000

5.000

0.000

0.000

0.000

5.000

0.000

10

100

1.408

1.149

0.816

0.951

2.562

0.753

2.750

1.987

20

100

4.602

1.413

2.628

1.720

0.008

0.089

3.284

1.491

40

100

5.458

0.691

4.972

0.558

0.000

0.000

4.858

0.561

60

100

9.530

0.680

5.114

0.330

0.000

0.000

4.980

0.260

60

200

9.318

0.538

5.056

0.230

0.000

0.000

5.000

0.000

60

200

9.356

0.578

5.034

0.181

0.000

0.000

5.000

0.000
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4 Applications of weak factor model in
large dimensional covariance matrix

estimation

4.1 Introduction

Suppose we want to estimate the covariance matrix ¥ of a homoskedaticity multi-
variate process Y;, the sample covariance matrix constructed from T" observations are
very ill-behaved when the cross-section dimension N is as large as T'. The literature
discussing the issue with large-dimensional sample covariance matrix is extremely
large, e.g. some can be found in Ledoit and Wolf (2004), Fan et al. (2011, 2013) and
the references therein.

As discussed in Section 1.2.2, proposing factor structure gives great advantage in
estimating large covariance matrix. Recall that if we assume Y; has factor structure,
ie. Y; = Af;+uy, then we have ¥ = AX A’ +%,. In here, Xy is the r x r covariance
matrix of f; and X, is the covariance matrix of u;. While X; can be estimated by
the covariance matrix of f; (assuming that r is small), ¥, requires more attention
as it is still a NV x N matrix.

Originally, it is assuming to be a diagonal matrix, with ¢-diagonal entry estimated
by the sample variance of u; = y; — 5\; fr (or = yir — 5\; ft if the factors are not

observed and need to be extracted from Y;)!. However, after approximate factor

1See Chapter 2 for notations and the factors identification techniques.
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4.2 The POET estimators for ¥ and ¥,

model is introduced, it is more reasonable to relax the diagonal restriction and only
assume it is sparse.

Therefore, as the final part of constructing the estimator for 3, we need to have
good estimators for >,. In this chapter I focus on the recently proposed estimator
for ¥, in high-dimensional setting, which is discussed in the principle orthogonal

complement thresholding (POET) estimators proposed by Fan et al. (2013).

4.2 The POET estimators for > and X,

Recently, the POET estimators proposed by Fan et al. (2013) has provided a very
useful technique for estimating the covariance matrix of large multivariate series. The
main idea of this method is to decompose the covariance matrix into a low rank and
a sparse components, which is implied by proposing the approximate factor structure
into the observed data.

In fact, this is not the only attempt to identify the decomposition of 3 into a low
rank (AXfA’) and a sparse matrix (X,), for example see Wright et al. (2009), Lin
et al. (2009), etc. Comparing to these approaches, the POET requires a stronger
assumption for the low rank part, i.e. the systematic eigenvalues grow with rate
= N. When this assumption is satisfied, we can identify exactly the factors and
loadings space. This assumption is standard in factor analysis literature, where we
not only require AXsA’ but we also need the factors (and loadings) values. In this
case, the factors and loadings can be estimated consistently by PCA techniques.

The factor structure adopted by Fan et al. only includes strong factors, and hence
the large signal-to noise ratio helps to improve the rate of convergence of the POET
estimator. In the discussion of Fan et al. (2013), Yu and Samworth (2013) point out
that this condition can be loosen in some certain cases. However, Yu and Samworth
do not discuss about the effect of this condition to factors estimation, which is now
shown in our Theorem 2.1. Furthermore, a problem arises for estimating the number

of PCs (or factors) because now the gap that separate the eigenvalues of the factors

89



4 Applications of weak factor model in large dimensional covariance matrix estimation

part and the idiosyncratic errors part is narrow. In this section, I contribute some
discussion regarding to the POET estimator, particularly with results in Chapter
2 and 3 we can show that the POET estimator is still consistent under our weak
factor model. Furthermore, the number of factors is not an important matter for the
consistency of POET. In fact, any numbers of PCs greater than or equal to r will

make the POET estimator consistent.

4.2.1 Steps for constructing POET estimator

The construction of POET estimator can be summarised in the following steps:

1. Suggest the number of factors k to be some known values, or estimate by some

given criteria.
2. Given k, estimate (A*, F¥) by PCA as in Chapter 2.
3. Then the sample residuals covariance matrix are construed: 2113 = (&fj) NxN

4. Applying thresholding operator to iﬁ to obtain an estimator for 3, i.e.

~ fori=j
st (), wa {7 )
NxN

u 1)
~kT _ k ~k . .
Uij == Sij (O'”) fOT 2 # ]

Qe

The operator s;;(.) is the adaptive thresholding. For example, the adaptive

hard thresholding is the one used above when estimating the sparsity level:

Other thresholding rules are the soft thresholding, smoothly clipped absolute
deviation and the adaptive lasso (see Rothman et al, (2009) for more discus-

sions).

5. Finally, the POET estimator for 3 is constructed as: %57 = ARA¥ + 357 since
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4.2 The POET estimators for ¥ and ¥,

F¥ F% /T = I, by our restriction in PCA.

4.2.2 Spiked eigenvalues and the choice for the number of factors

There are a large number of discussants contributing comments to the POET method
of Fan et al. (2013). Many of them gave their concerns about the spiked eigenvalues,
which is implied by Assumption 0 (i) in Chapter 1. For example, Yu and Samworth
(2013) suggest a weaker version of the pervasive condition, which is a specific case of
our proposed model where the factors have strengths N for « € (0,1). Therefore,
the results we have in this paper confirm that the main results of Fan et al. (2013)
still go through, if the strength of the weakest factor grows at least faster than
max(v/'N, N\/W). Of course, the rate of convergence of %7 will depend on
the estimated values for the factors and loadings, and therefore will be slower when

the factors are not pervasive.

In addition, when building up to our main result, Lemma 3.3 implies that the
POET method can be used with any values of £ > r. Consequently, even if one can
not determine a reliable number of factors, choosing a relative large value to start
with is recommended. Based on our developed lemmas, the following theorem can

be derived.

Theorem 4.1. Under assumptions 1-5, if k > r then

. log N VN N
= 0p(y/ 5 +[dr(N)]+\/T[dr(N)})

~ —1
()" -z

(i) || - =,

_ Op( log N VN N

3 N
(i) T T E™ T )

Apart from the idiosyncratic covariance matrix, using X¥7 as an estimator for ¥
is not consistent under the same matrix norm as above. However, as shown in Fan
et al. (2013), the entropy loss matrix norm HE’” — EH converges to 0, whereas

by

Hfl — ZHE does not converge if N > T.
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4 Applications of weak factor model in large dimensional covariance matrix estimation
4.2.3 Simulated examples for demonstration

In this section, I demonstrate the idea behind Theorem 4.1 with a simulated exper-
iment. Consider the same data generation processes as in Section 3.3 of Chapter 3,
ie.

Y, = A(l:m)ft(lsm) + ,YA(erl:r)ft(erl:r) +u.

For simplicity I ignore the serial correlation parameters a and § as in Chapter 3. The
weakness of the factors are obtained by letting v = % In addition, I choose r = 10
which means that the model will have a total of 10 factors. Three scenarios (all-
strong, all-weak, mix-strong-and-weak factor models) will be applied to demonstrate
the results. In each scenario setting, I try k = 1 to 20 (k is the number of principle
components extracted to estimate the idiosyncratic error covariance matrix) and
verify that for any & > 10 the estimators 25’7 are all very closed to ¥,. This
consolidates the result we have in Theorem 4.1, that is POET will work as long as

we extract more than r principle components.

for k=1 to 20

e In the case of strong factors, Figure 4.1 reports Hi‘ﬁ” - X
for 20 simulated models. X, is known as we use this to generate u;, and 25’7
is estimated as described above. It can be seen from there that when k£ > r

the gain in consistency of 57 is negligible.

e In the case of mix-strong-and-weak factors (I let m = 4 to represent 4
strong factors and 6 week factors), once all the strong factors are extracted,
EZ’T is reasonably closed to 3,, which is what we expect. However, better
estimator is obtained if we use at least the true number of total factors, see

Figure 4.2 for results on 20 simulated models.

e In the case of all-weak factors, we can see that the change of HiﬁT -2

right at the value where k = r is more gradual (see Figure 4.3), which is due to

the fact that now the factors are less separated from the idiosyncratic errors.
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4.2 The POET estimators for ¥ and ¥,

In all cases, it can be seen that for any & > 10 the estimators f)ﬁ’T should be consistent
for ¥,. This agrees with the main idea behind the method for selecting the number
of factors in Chapter 3, which states that once we extract more than r principle
components, the sparsity level of the sample idiosyncratic covariance matrix will not

significantly change.

Figure 4.1: Hiff — Y|, £ =1:20 for 20 different strong factor models, T" = 200,
N =200 and r =10
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4 Applications of weak factor model in large dimensional covariance matrix estimation

Figure 4.2: Hiﬁ’T — EUH, k=1":20 for
models, T' = 200, N = 200
strong (v = 1).
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4.3 Remarks

Figure 4.3: Hiqkf — Y|, & =1 : 20 for 20 different weak factor models (v = %),
T =200, N =200 and r =10

5 5 5 £ 5
= 2 B = = 2 4 =
o 3 g m O o o 5 m 5 o] —
SE SEE SE JE E
i - i - i . i 1 i .

e T T 1 e T T 1 1 e | ——— 1 e L — (I L —
E g 15 E g 15 E g 15 E K 15 E g 15
g N N g N N 2 N N 2 N N g N N

Index Index Index Index Index
E E E E E
(=]
2 B 2 8 2 B 2 2 g 2 8
o % = o 32O m 8 . @ F o 8 -
E &3 E o3 E &3 E %1 E =7
i - ] = @ — P - & .

(B T 1 (B T 1 = I = T (A 1
E g 15 E g 15 E g 15 E g 15 E g 15
=] = = =] = = =] = = =] = = =] = =
[ = [ = = = [ =

Index Index Index Index Index
E .o E E E E

o =] =] [m]

22 2 g = 2 _ 2 S g 2 =
T @+ T o [~ T o T a7
% o :\ % 8 _\'\\ g‘ 2 :’\\ % = _\'\_\\ % = _\4‘\
o e T 1 o e L ——— woe | —— woe T 1 ooe T
E 5 15 E 5 15 E s 15 E s 15 E 5 15
[ = [ = = = [ =

Index Index Index Index Index
E o E E E E
5 & S5 o 3 8 5 5 g

(= (=1 | =1 I 2
T & o T 2 o g S @ = o =27
& 3 & &3 & 3 & 3 & 4
in in n = n in

[ T 1 e T 1 1= T 1 1= T 1 (I T
E 5 15 E 5 15 E 5 15 E 5 15 E 5 15
C C = = C

Index Index Index Index Index

4.3 Remarks

The POET estimator is ultimately to obtain an estimator for 3. However, in the path
of constructing this, we need to obtain a consistent estimator for the idiosyncratic
errors covariance matrix >, assuming it is sparse. The result we show in this chapter
is useful in two aspects. Firstly, we can confirm the process is still valid even when the
factors are not all pervasive. Secondly, it makes the estimator for ¥, less dependent
on the number of factors.

Finally, it is interesting to note that the estimator for ¥, also has many applica-
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4 Applications of weak factor model in large dimensional covariance matrix estimation

tions in practice. For example, the statistics used in the asset pricing theory require
an estimator for ¥, 1. More precisely, suppose we have a multivariate linear factor
model:

Yi=a+Afi+uy

and we wish to test if the vector « is zero. This will support the argument of Ross
(1976) for the Arbitrage Pricing Theory, that is the expected excessive return of
any financial asset i at time t (y;;) should equal the expected excessive returns of
some risk factors (f;) times the loading ()\;), if the market is frictionless. Then when
5

1 is known, the Wald statistics includes the terms &' ' (see Sentana (2009)

for a survey in various tests). Therefore an estimator for ¥ ! will be useful for such
applications.

In addition, the rate of convergence obtained in Chapter 2 for weak factors can lead
to a possible improvement when estimating the covariance matrix if segmentation
can be applied to the original data set. Particularly, in this case the original time
series can be divided into several sub-vectors (region), and those sub-vectors are gen-
erated by regional factors that are both contemporaneously and serially uncorrelated
across regions. Therefore, they can be modeled separately. However, out-of-sector
dependence is still possible, due to the idiosyncratic shocks that are not included
in the factors. This factor model has a loading matrix similar to the one in (1.4),

so e.g. in the case of 3 regional factors for 3 regions, we can have the following

representation:
Yy AL 0 0 (1)
Yo |=| 0 Ay 0 @)1y (4.2)
Vi 0 0 Ay || Y

In here (4.2), A; and Y3; are N; x 1 vector, and Ny + No + N3 = N. In order to
differentiate between a factor and a idiosyncratic errors, we assume that the regional
factors are strongly pervasive in each region, and N; — oo, Vi. In this case, the

N x N covariance matrix 3 of Y; can be decompose into the following (assuming
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cov(fi) = I3):

A A 0 0
E=1 0 Ay, 0 |+ (4.3)
0 0 AsAg
It can be seen from Chapter 2 that if can segmentate Y; into Y;; for ¢ = 1,2,3 and
estimate the factors and loadings for each sub vector than the rate of convergence

can be improved. This can be promising for a future research.

4.4 Proofs of results

4.4.1 Proofs of Theorem 4.1

Both parts of this theorem can be proved from the following results in Lemma (3.7)

of Chapter 3. Particularly, recall that we have the following two results: for k > r,

sk .
Oij — Oij

P | max
Z"j

1 1
SCWT>21—O<NQ+T2>7

and

~ 1 1
H(CL,CH) such that V(Zaj)a P (CL < efj < CH) >1-0 <]V2 + T2> .

These two results are equivalent to the probability of events Al and A2 approaching
1 in the proof of Theorem A.1 of Fan et al. (2013). As a result, Theorem 4.1 follows

directly.
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5.1 Observed or un-observed factors model

In this chapter I wish to discuss about a general method that can be used for factor
models selection. Due to the advantage of capturing a large proportion of movements
in big data, factor analysis rapidly becomes more popular in practice. Parallel to
this, researchers nowadays can face a problem with choosing between many potential
factors for a same data set, e.g. in asset pricing, returns of financial assets can be
explained by many types of factors. In this case, one will have to make a decision of
whether to use observed factors (such as Fama-French, Macro factors, etc.) or latent
factors estimated by PCs. There are some studies that attempt to link the factors
statistically extracted to the observed ones, in order to provide more meaningful
insight!. However, if they are not statistically identical then one needs to decide
which factors fit better to the observed data.

In this thesis, Chapter 3 studies a criterion for choosing the number of latent fac-
tors, which is equivalently to select an optimal model of unobserved factors estimated
by PCA. More existing criteria for choosing the number of factors can be found in
the discussion in there. On the other hand, observed factors models also have their
long establishments in asset pricing, with many factors models proposed, including
the well-known Fama-French 3-factor model.

To choose the best observed linear factor model, some well-known methods are

present, for example Sparks et al. (1983) generalise Mallow (1973) C,, criterion to

le.g. see Bai and Ng (2006)
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5.1 Observed or un-observed factors model

the multivariate model. The criterion for a model F with k factors and residuals

sample covariance ¥ (conditional on F) is:
- —1 -
Oy = (T — kmaa) (zﬁmax) Sk (2k — T)Iy (5.1)

In here, there can be some confusion in the notation, because for observed factors
model, £ may not be different across models, so it should be understood that 25 is
Sk

Eumam

conditional of the set of factors used. In addition, refers to the case where all

the available factors are included.

Other well-known criteria for variables selection are the AIC and BIC under the
framework of maximum log-likelihood and a penalty function. The multivariate

versions of them for observed factor models are as follow:

AIC = log (‘zﬁ ) L RN ];(N ) (5.2)
and
BIC = Tlog ()iﬁ )+ (k(N 1)+ [N(NQH)]) log(T) (5.3)

Notice that these are different than the AIC and BIC for unobserved factors in Choi

and Jeong (2013).

We already see how the sparsity level is estimated for the case where the fac-
tors are unobserved. The key parameter in the thresholding value is wr, which is
obtained from the convergence rate of max;<n % Z;le (ak, — uﬁt)2 for k < r and
max;<n % ZtT:l (ﬂft - uit)2 for k > r where {&ft} are the residuals after subtracting
the estimated factors. For the observed case, this quantity will change due to the

fact that we no longer need to estimate the factors themselves. This is derived in
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5 Factor models selections

Fan et al. (2011). Therefore, the thresholding function for each case is as follows:

flogN | 1 i
— + N for estimated factors

\/ IC%TN for observed factors

Notice that the above values for wr correspond to the case with strong factor only,
when the factors are not all strong, we can use the values for wr as shown in the
criteria SC1 and SC2. If one concerns about a situation where some observed factors
are weak, some modification can be done to modify wr in this case, but for simple

illustration I will not pursue it.

To estimate the sparsity level, the hard thresholding procedure as in (3.3) is still
applied. As the other part of the whole criterion, the choice of penalty function has
already been discussed, and it should not be sensitive to whether factors are strong
or weak. Particularly, I will use the following criterion:

kNl/Q
10

SC: m(ZF) +

where the estimated sparsity level m(3F) is defined as:

~k
max;<n Zjvzl I <‘~|:?k‘| >C (\/ 10§N + \/11V>> for estimated factors
Th(zk) _ 9495
w =k
max;< N Z;V:1 I <\&|:?k‘| >C ( 1°§N>) for observed factors.
7 5]
(5.5)

However, a key problem arising when evaluating both observed and unobserved
factors at the same time is whether it is fair to use different thresholding parameter for
each case. Some prior study shows that for the same i‘ﬁ, the thresholding parameters
can have big impact on the sparsity level estimated. If we over- or under- estimate
the sparsity level, it would not be sensible to evaluate different models based on
the sparsity level. Therefore, it is really important that data-driven choice for C' is

applied to all of our thresholding procedure, to minimise the risk of mis-specify the
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sparsity level.

5.2 Empirical Analysis in the FTSE 100 market

In this empirical analysis, I use the multivariate data containing returns of 66 stocks
in the FTSE 100. Most of the empirical studies and simulations use data from the
US markets to validate the Fama-French model, therefore I wish to try using data

in the UK market to extend the study in a larger scale.

5.2.1 Models description

The observed factor models used in this section are the 1-factor CAPM model, the
3-factor Fama-French model, and the 4-factor Carhart model (1997). These fac-
tors include the market returns minus the risk-free rate (Rm-Rf), Small-Minus-Big
(SMB), High-minus-low (HML) and the momentum factors (UMD). Rm-Rf is the
benchmark describing the premium return of the whole FTSE 100 market over the
risk-free rate, which is exactly the factor we have in the well-known CAPM model. In
this case, it is the value-weight return on all FTSE 100 stocks minus the one-month
US Treasury bill rate (obtained from Ibbotson Associates). SMB factor represents
the excess returns of stock with small capitalisation to stock with big capitalisation.
HML factor represents the excess returns of stock with high book-to-market ratio
to stock with low book-to-market ratio. The reason for including these two factors
is that Fama and French (1993) observe that asset with small capitalisation and
high book-to-market ratio (value stock) tends to give higher return than the rest.
Momentum factor measures the excess of high return stocks and low return stocks
recently, because it is observed that stock which recently perform well can keep its

2. Momentum factor is added here to see if it is in fact a good factor

momentum
for returns in the UK market. We usually refer to these 4 factors as Fama-French

type. The values of these factors are obtained from The Xfi Centre for Finance and

2See Carhart (1997) for more discussion.
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Investment at the university of Exeter. More descriptions on how to construct the
values of the factors can be found on Kenneth French’s website.

I use the monthly returns of 66 stocks (N = 66) in the FT'SE 100 available from 1
Jan 2003 to 31 Dec 2010 (T = 95). The returns are calculated by the logarithm of the
ratios of prices between the first date of any two consecutive months in this period.
This sample period includes the time when the global financial crisis happens in
2008. We expect to have high volatility and good amount of cross-section correlation

in the idiosyncratic errors in the asset returns.

5.2.2 Empirical Results

In Table 5.1 I report the results from all the criteria for the observed model selec-
tion, including the estimated level of sparsity m(XF) and the sparsity criterion (SC)
m (%) 4+ k g(N)/10. In here, the data-driven method is used to select the constant
when estimating (k).

We can see that all the criteria perform very differently, for example the AIC sug-
gests market return, SMB, HML as the 3 factors in the best model whereas the BIC
suggests market return only. Other criteria also give different result. Therefore fur-
ther examination should be taken when choosing the model, such as cross-validation.

For the unobserved factors estimated by PCs, we also try different criteria to
examine how many factors for the FTSE 100 asset returns, see Table 5.2. Notice
that the criterion SC1 and SC2 in Chapter 3 have the adjusted value of wr for the
possibility of weak factors, but they still work if the factors are all strong. In this
case, it is suggested that 4 and 3 factors exist among 66 components by the SC1 and
SC2 respectively.

For better comparison with results in table 5.1, we also apply the sparsity criterion

under the assumption that all factors are strong. In this case, we use wr = IO%FN +

—L and the constant of thresholding are chosen by data-driven method. This is

\/N)

shown in Table 5.3. Based only on the column SC, it can be seen from table 5.1 and
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5.3 that only 2 factors should be included in the model, which are market returns

and SMB in the case of observed factors. However, using the 2 PCs as the estimators

for the latent factors yield slightly better result, as the SC value of PCs factors is

lower.

Also, these numbers have meaning if we ignore the penalty part and look at m(XF)

only. In this case, this indicates what conditional on these factors, any idiosyncratic

errors are at most correlated with 5 or 3 others in the cross-section, so these factors

capture quite well the amount of correlations for returns of 66 companies in the

FTSE 100 during this period.

Table 5.1: Some criteria for each observed factor model

Factors included m(F) SC AIC BIC 1C, |l >k (%)
Rm-Rf 12 12.8124 -351.01 -27526.22 16248.08 0.2488442

SMB 61 61.8124  -348.1545 -27254.95  31729.10 0.2688127

HML 39 39.8124  -348.3557 -27274.06  26276.41 0.2779500

UMD 60 60.8124  -347.0888 -27153.70  35949.29 0.3419941
Rm-Rf, SMB 5 6.6248 -351.7284 -27421.36 580.49 0.2071120
Rm-Rf, HML 32 33.6248  -351.7803 -27426.28 421.04 0.2347538
Rm-Rf, UMD 33 34.6248  -350.7663 -27329.96 231.76 0.2507485
SMB, HML o7 58.6248  -348.8321 -27146.21  26150.12 0.2529516
SMB, UMD 66 67.6248  -347.8230 -27050.34  31049.13 0.2702243
HML, UMD 61 62.6248  -348.0539 -27072.28  25390.25 0.2758726
Rm-Rf, SMB, HML 6 8.4372 -352.2783  -27300.49 632.88 0.2095658
Rm-Rf, SMB, UMD 6 8.4372 -351.4926 -27225.85 607.40 0.2100846
Rm-Rf, HML, UMD 7 9.4372 -351.5913 -27235.22 449.09 0.2359544
SMB, HML, UMD 36 38.4372  -348.5143 -26942.91  25434.83 0.2538530
Rm-Rf, SMB, HML, UMD 7 10.2496  -352.0831 -27108.84  653.6978 0.2123541

Table 5.2: Number of latent factors suggested by different criteria

ER (no zero)

BICs5 (no zero)

SC1

SC2

BICs

ER

3

1

4

3

0

0
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Table 5.3: Sparsity levels and sparsity criterion after each number of factors ex-
tracted, assuming that all factors are strong.

Number of factors | m(XF)) [ m(XF) + ka(N)/10

0 61 61

1 9 5.8124
2 3 4.6248
3 3 0.4372
4 3 6.2496
) 1 5.0620
6 1 5.8744
7 1 6.6868
8 1 7.4992
9 1 8.3116
10 1 9.1240

5.3 Remarks

In this chapter, I propose to use adaptive thresholding procedure directly applied to
the covariance matrix of idiosyncratic errors. However, unlike the standard use of
thresholding to provide the estimated covariance matrix, I only use thresholding to
estimate the level of sparsity of the true covariance matrix. Ultimately, estimating
the level of sparsity of the idiosyncratic errors covariance matrix is very useful for
constructing the SC value, which in a way measures the goodness of factor models.
Based on the empirical results, it can be seen that the SC provides informative values
which can be used to compare the observed and unobserved models.

However, one challenge in using SC is that estimating the level of sparsity requires
good estimation for the value of C. For comparing factor models, choosing a right
value of C needs to be careful. A relatively small value of C' does not make enough
entries to zero, and the large value of C forces everything to zero. In both case it is
hard to differentiate the level of sparsity between two thresholded covariance matri-
ces. Therefore, I have to use the data-driven method for selecting C in this Chapter,
which takes considerably longer time than traditional model selection methods such

as AIC or BIC.
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6 Concluding remarks and further

directions

The research pursued in this thesis is mainly regarding to estimating the factor
models in the case where not all factors are strongly pervasive. As discussed in
several applications, factor model is a powerful empirical tool in Economics and
Finance, and therefore our findings can be a useful contribution to the current rich

literature.

6.1 The findings of the thesis

In Chapter 2 it is shown that under some regularity condition, the factors space
can still be consistently estimated if the weakest factor has up to a certain strength.
As we can see, in Theorem 2.1, the convergence rate is significantly affected when
the pervasiveness condition is relaxed up to a level d,(N). Particularly, this rate is
[drgv)}Q + T[di\éj\/)]Q so in order to identify the factors, we need VN = o(d,(N)) and
N/d.(N) = o(v/T). In addition, due to some lemmas used in the proof of theorem

2.1, we also require N+v/Iog N/d,(N) = o(v/T), hence the lower bound for d,.(N) is
max(v'N, N\/W). When T is as large as N, this is approximately /N log N.
Therefore, if d,(N) achieve the rate N for some a € (3,1), the consistency of
sample PCs as estimators for the factors space can be assured, although clearly
stronger factors are easier to identify.

In addition, in Chapter 3 I propose a new way to select the number of factors,
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which can work when the factors are weak. Based on simulations, it is recommended
to use SC'1 and SC2 when we think the factors can have various strengths. Monte
Carlo simulations verify the performance of this criterion under weak factor model,
however in some cases the performances are not always stable. In the near future,
more study regarding this class of sparsity criterion will be pursued.

One of the direct consequences of our findings is the consistency of the POET co-
variance matrix estimator, even when the underlying factors model is not as strong
as originally assumed. Moreover, it is shown that the number of factors (or orthog-
onal PCs) should not play a crucial role in the POET. However, estimating more
factors than what is required may lose efficiency of the covariance matrix estimated.

A final contribution in this paper is factor model selection, in which a common
problem of which factor model to choose is tackled. This should be useful in practice,
because once factor model is considered as a successful tool, we will often face the
difficulty of choosing a best model: observed factors or unobserved factors. It is also
straightforward to apply to the case where one can have a mix model between ob-
served and unobserved factors, in which the key component in thresholding function

should be used as in the unobserved case.

6.2 Future research

A first extension to chapter 2 would be to examine the asymptotic distribution of
the factors estimated in the weak model. Furthermore, the performance of the spar-
sity criterion is sensitive to the practical choices of the thresholding parameters and
penalty functions, which are only theoretically shown to satisfied some conditions.
Therefore, more practical way of choosing these values in order to improve the per-
formance of the sparsity criterion should be further studied.

One of the important applications of factor model in Economics is the factor-
augmented model, which is also called forecasting with diffusion indexes. For such

model, an extra level of convergence needs to be derived for the estimated coefficients
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in the main regressions equation. The results for the case of strong factor model is
well established, but an adaption to our case needs to be developed in the future.

Similarly to the weak factor model is a sparse VAR model, because in both mod-
els some variables typically on the right-hand side do not affect the majority of
cross-sectional components. However, I focus on the case where the cross-sectional
components may not be clusterised into uncorrelated subgroups and we have to ex-
tract factors directly from the original data. The consistency of the factors and
loadings estimated by principle components (PCs) then depends on the strength of
the weakest factor. It is worth noting here that after the factors are identified (under
certain restrictions), we can apply the LASSO method for estimating the loadings to
exactly identify the zero cases. This can be a promising area, as one need to show
the convergence of the LASSO estimated loadings to the true space. This is unlikely
to be straightforward because of the high dimension and the weakly pervasiveness of
the factors.

In the other case of the where it is possible to segmentate all the cross-section
components into regions based on their dependence structure, a weak factor can be
interpreted as a regional factor. A possibly better approach in here is to the extract
the regional factor from each region, instead of from the whole original data. If
natural segmentation in practice exists such as industries in the market or regions in
the global economy, empirical work can be done to examine to improve the factors
estimated from each region, comparing to from the whole data set. More important,
the clear next step is to find an automated way for segmentation and work out the

rate of convergence of the regional factors estimated from the estimated regions.
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