Electronic Journal of Statistics
Vol. 14 (2020) 2892-2921

ISSN: 1935-7524
https://doi.org/10.1214/20-EJS1741

Consistent estimation of
high-dimensional factor models when
the factor number is over-estimated

Matteo Barigozzi

Department of Economics, Universita di Bologna
Bologna, Italy
e-mail: matteo.barigozzi@unibo.it

Haeran Cho

School of Mathematics, University of Bristol
Bristol, UK
e-mail: haeran.cho@bristol.ac.uk

Abstract: A high-dimensional r-factor model for an n-dimensional vector
time series is characterised by the presence of a large eigengap (increasing
with n) between the r-th and the (r+1)-th largest eigenvalues of the covari-
ance matrix. Consequently, Principal Component (PC) analysis is the most
popular estimation method for factor models and its consistency, when 7 is
correctly estimated, is well-established in the literature. However, popular
factor number estimators often suffer from the lack of an obvious eigengap
in empirical eigenvalues and tend to over-estimate r due, for example, to the
existence of non-pervasive factors affecting only a subset of the series. We
show that the errors in the PC estimators resulting from the over-estimation
of r are non-negligible, which in turn lead to the violation of the conditions
required for factor-based large covariance estimation. To remedy this, we
propose new estimators of the factor model based on scaling the entries of
the sample eigenvectors. We show both theoretically and numerically that
the proposed estimators successfully control for the over-estimation error,
and investigate their performance when applied to risk minimisation of a
portfolio of financial time series.
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1. Introduction

Factor modelling is a popular approach to dimension reduction in high-dimen-
sional time series analysis. It has been successfully applied to large panels of time
series for forecasting macroeconomic variables (Stock and Watson, 2002a), build-
ing low-dimensional indicators of the whole economic activity (Stock and Wat-
son, 2002b) and analysing dynamic brain connectivity using high-dimensional
fMRI data (Ting et al., 2017), to name a few.
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In this paper, we consider one of the most general factor models in the liter-
ature, the approximate dynamic factor model, which permits serial dependence
in the factors and both serial and cross-sectional dependence among the idiosyn-
cratic components. More specifically, given an n-dimensional vector time series
{x¢ = (z14,---,2ne) |, 1 <t < T}, we investigate the problem estimating the
factor model

zi = N £ + e, (1)

where \; and f; are r-dimensional vectors of loadings and factors, respectively.
We refer to x;: = )\ZT f; as the common component and ¢;; as the idiosyncratic
component, and assume the number of factors, r, to be fixed independent of n
and T.

The main assumption that guarantees the asymptotic identification under (1)
is the existence of a large (increasing with n) eigengap between the r leading
eigenvalues of the covariance matrix of x; and the remaining ones. Intuitively,
since the eigengap is assumed to increase with n, the more series are pooled
together, the more the contribution of the factors to the total co-variation in
the data is likely to emerge over the idiosyncratic components (‘blessing of
dimensionality’). As a consequence, a natural way of estimating (1) is via Prin-
cipal Component (PC) analysis, through which the common components are
estimated as the projection of the data onto the space spanned by the leading
eigenvectors of the sample covariance matrix, i.e., given some estimator 7 of the
factor number r, the PC estimator of the common component is defined as

7
~pc __ o~ ~T
Xit = Z Wi W j Xt (2)
=1
where Wy j = (g1, .., Wy nj)  is the normalised eigenvector corresponding

to the j-th largest eigenvalue of the sample covariance matrix of x;. The PC
estimator (2) allows for consistent estimation of the common component of
model (1), provided that both n,7 — oo (see Bai, 2003, and Fan, Liao and
Mincheva, 2013).

However, the theoretical properties of PC estimators have always been in-
vestigated conditional on 7 being a consistent estimator of r, and the problem
of determining r has typically been treated separately. Many methods exist
for estimating the factor number: Bai and Ng (2002), Alessi, Barigozzi and
Capasso (2010), see Onatski (2010), Ahn and Horenstein (2013), Yu, He and
Zhang (2018), Trapani (2018), and Bai and Ng (2019), to name a few, all of
which exploit the postulated existence of the eigengap. On the other hand, it
is often difficult to identify the large gap from empirical eigenvalues. In par-
ticular, it is known that the presence of moderate cross-sectional correlations
in the idiosyncratic components shrinks the empirical eigengap by introducing
some so-called ‘weak’ factor (Onatski, 2012), and we empirically demonstrate
that commonly adopted factor number estimators often over-estimate r in such
situations. Moreover, as noted in Barigozzi, Cho and Fryzlewicz (2018), insta-
bilities in the factor structure tend to spuriously enlarge the factor space and
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introduce further difficulties to determining the number of factors. Finally, as
shown later in the paper, different estimators frequently return discordant re-
sults, thus making it ambiguous for the user to choose a single value to rely
on.

1.1. Our contributions

The question is, what do we do if we have a range of possible candidate esti-
mators of 7, or if we believe that none of the estimators is reliable? One may
use the largest number of factors returned by available methods, or set it to be
even larger, with the expectation of avoiding the hazard of under-estimating the
factor-driven variation, which is a problem without any clear solution.

In this paper, we first show that over-estimation of r can incur non-negligible
estimation error when considering the worst case scenarios for individual com-
mon components (see Proposition 2). To the best of our knowledge, this problem
has not been investigated in the literature before. Identifying the theoretical dif-
ficulties arising under the time series factor model, we propose a novel blockwise
estimation technique that enables rigorous treatment of the PC-based estima-
tors which is another contribution made in this paper.

In order to mitigate the lack of a reliable estimator of r, we propose a modified
PC estimator which performs as well as the ‘oracle’ estimator constructed with
the knowledge of true r and, consequently, makes our estimation procedure free
from the difficult task of estimating r accurately.

More specifically, the factor model (1) is usually characterised by the following
eigengap conditions (see e.g. Fan, Liao and Mincheva, 2013):

(C1) there exist some fixed c;,¢; such that for 1 <j <r,

0 <¢; < liminfm < limsupm < ¢j <00
n—00 n n—00 n
and ¢;11 <¢; for j <r—1,

(C2) peq < Ce < oo for any n,

where 1, ; and p. ; denote the j-th largest eigenvalues of the covariance ma-
trices of the common and idiosyncratic components, respectively. The linear
divergence of eigenvalues in (C1) is a prevailing and natural assumption in
the factor model literature, implying that all series in the panel are equally
important for the recovery of the factors. From (Cl1), it follows that w, ; =
(Wy 145+ Wy.mj) |, the normalised eigenvector of the covariance matrix of x;
corresponding to pu,,;, has its coordinates asymptotically bounded as
max) <;<y, [Wy,ij| = O(n~Y/2) for all j < r (see (6) below). Thanks to the eigen-
gap and the Davis-Kahan theorem (Yu, Wang and Samworth, 2015), the coordi-
nates of the r leading eigenvectors of the sample covariance matrix of the data,
Wy 4, j < r, are also bounded asymptotically as maxi<;<, maxi<;<n |Ws,ij| =
O,(n~1/2). On the other hand, precisely due to the lack of this eigengap, mean-
ingful control of the behaviour of W, ;, j > r + 1 is not obvious under the
dynamic factor model in (1).
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Motivated by these observations, we propose to modify W, ; via scaling as

5 SC

w

v =V Wy with v = max{l,égl max. |Wg,i51}, (3)
which ensures that the entries of the modified eigenvectors are bounded by
some 8,, of order n~1/2. By substituting (fV;C] in place of W, ; in (2), we obtain a
novel scaled PC estimator of the common component. While conceptually and
computationally simple, the scaled PC estimator attains the same asymptotic
error bound as the oracle PC estimator obtained with the true r, successfully
curtailing the error attributed to spurious factors without requiring the accurate
estimation of the factor number beyond that 7 > r 4+ 1. We also propose a well-
motivated choice of the tuning parameter ¢,,.

The good performance of the scaled PC estimator when r is over-estimated,
in contrast to that of the PC estimator, is demonstrated on simulated datasets.
In addition, we investigate the impact of the non-negligible errors in the PC
estimator (or lack thereof in the modified PC estimator) on large covariance
matrix estimation through an application to risk minimisation of a portfolio of
financial time series.

1.2. Relationship to the existing literature

Recently, Bai and Ng (2019) adopted the eigenvalue shrinkage for minimum-rank
factor analysis under time series factor models. Our approach is distinguished
from theirs in that we aim at avoiding the reliance on the accurate estimation
of the factor number itself in establishing the theoretical consistency of the
estimator of common components. Sharing the aim closer to ours, Fan and Liao
(2019) propose a diversified factor estimator obtained as cross-sectional averages
of the data with respect to pre-determined weights and show their robustness
to over-estimating the number of factors.

We mention two other approaches to time series factor analysis for which our
work can be relevant. First, assuming that all serial dependence in the data is
captured by the factors, Lam, Yao and Bathia (2011) and Lam and Yao (2012)
proposed an alternative approach to factor model analysis. Since their method
is also based on eigenanalysis of a suitable covariance matrix, our methodology
can be readily adapted to this case as well. Second, Forni et al. (2000) considered
a richer factor structure where factors are allowed to have lagged effects on the
data. Estimation of such model is in general based on spectral PC analysis, but
other approaches exist that require standard PC analysis at the initial or final
step (e.g., Forni et al., 2005, Bai and Ng, 2007, Forni et al., 2009, and Doz,
Giannone and Reichlin, 2011), and our proposed modifications can be easily
adopted for this purpose.

Finally, we note that there are some links between the model and the esti-
mators proposed here and the vast literature on statistical models and methods
based on random matrix theory, see El Karoui (2008), Cai, Ma and Wu (2013),
Donoho, Gavish and Johnstone (2018) and Donoho and Ghorbani (2018), and
also Paul and Aue (2014) for an overview.
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Structure of the paper

The rest of the paper is organised as follows. We introduce the approximate
factor model in Section 2, where we also discuss its estimation via PC, and
we investigate the behaviour of factor number estimators as well as the impact
of over-estimating the factor number on the PC estimator. In Section 3, we
motivate and introduce the modified PC estimator based on scaling, and study
its theoretical properties. Comparative simulation study of PC-based estimators
is conducted in Section 4, and we apply the proposed estimators to financial
data analysis in Section 5. All the proofs of the main theoretical results are
in Appendix A. An extended version of this manuscript containing additional
theoretical and simulation results is available as Barigozzi and Cho (2020).

Notation

For a given m x n matrix B with b;; denoting its (4, j) element, its spectral
norm is defined as ||B|| = /u1(BBT), where ui(C) denotes the k-th largest

eigenvalue of C, its Frobenius norm as |B|lp = /> %, Z?Zl b7;, and also
IBlmax = maxi<i<m maxi<j<p |b;|. The sub-exponential norm of a random
variable X is defined as || X ||y, = infx{k : E[exp(|X|/k)] < 2}. For a given set
I1, we denote its cardinality by |II|. For any vector a = (a1,...,a,) € R™, we
denote |laljp = {1 < i < m : a; # 0}] and ||aljcc = maxi<i<m |a;|. Also, we
use the notations a V b = max(a,b) and a A b = min(a,b). The notation a < b
indicates that a is of the order of b, and a > b indicates that a='b — 0. We
denote an m x m-identity matrix by I,,.

2. The approximate dynamic factor model

2.1. Model and assumptions

Recall the factor model in (1), where an n-dimensional vector time series x;
(14, ..., Zne) | is divided into the common component x; = (Xit,-- -, Xnt) =
Af; driven by the vector of r latent factors f; = (fis,..., fre)|, with A =
[A1,...,A,] T as the n x r matrix of loadings, and the idiosyncratic component
€1 = (E1ts---,nt) . Without loss of generality, we assume E(fj;) = E(e;z) = 0
for all 4, j, t.

We now list and motivate the assumptions imposed on the approximate dy-
namic factor model (1) (see e.g., Fan, Liao and Mincheva (2013) and Barigozzi,
Cho and Fryzlewicz (2018) for similar conditions).

Assumption 1 (Identification).
(i) E(ff]) =1, for all t > 1.
(ii) There exists a positive definite r x r matrix H with distinct eigenvalues
and such that n"*ATA — H as n — oo.
(iii) There exists A € (0,00) such that ||Allmax < A.
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(iv) There exists C. € (0,00) such that, for any ¢ > 1,

i i a;aiE(eieiry) < Ce

i=11=1

for any sequence of coefficients {a;}; satisfying > ., a? = 1.
(v) E(fjieir) =0foralli <mn, j <randtt <T.

We adopt the normalisation given in Assumption 1 (i)—(ii) for the purpose
of identification; in general, factors and loadings are recoverable up to a linear
invertible transformation only. Assumption 1 (iii) is a commonly found assump-
tion in the factor model literature (see Assumption B in Bai (2003)) which, to-
gether with Assumption 1 (ii), requires that factors influence all cross-sections
to a similar degree. Assumption 1 (iv) allows for mild cross-sectional depen-
dence across idiosyncratic components. In other words, we are considering an
approzimate factor structure, as opposed to the classical exact factor model
where €; is assumed to be uncorrelated cross-sectionally. It is possible to relax
Assumption 1 (v) and allow for weak dependence between the factors and the
idiosyncratic components (c.f. Assumption D of Bai and Ng, 2002).

In order to motivate the assumptions further, we adopt the notations

T
1 1
u:A(TEE@ﬂOATZAM}Ig:TEEmd)am

t=1 t=1

r,=T, +T..

If f; and e; are covariance stationary, then these matrices are the correspond-
ing population covariance matrices. Also, we denote the eigenvalues (in non-
increasing order) of I'y, I'. and I'y by gy ;, pe,; and pg j, respectively. Then,
Assumption 1 leads to (C1)-(C2) in Section 1.1, i.e., f1y,;, j < r diverge linearly
in n as n — oo, whereas ji. 1 is bounded for any n. This condition coincides with
Definition 2 in Chamberlain and Rothschild (1983) and Assumption 2 in Fan,
Liao and Mincheva (2013), and it is also in the same spirit as Assumption C.4
in Bai (2003) where cross-sectional dependence of idiosyncratic components is
assumed to be weak.

Moreover, (C1)—(C2) imply that, due to Weyl’s inequality, the eigenvalues of
L., pe j, satisfy the following eigengap conditions:

(C3) The r largest eigenvalues, fiz 1, .., lg,r, diverge linearly in n as n — oo;
(C4) the (r 4 1)-th largest eigenvalue, fi; r41, stays bounded for any n.

From (C1)—(C4) above, it is clear that for consistent estimation of the common
components, approximate factor models need to be considered in the asymptotic
limit where n — o0, i.e., these models enjoy what is sometimes referred to as
the blessing of dimensionality. In particular, we require:

Assumption 2. n — oo as T — oo, with n = O(T") for some « € (0, 00).
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Under Assumption 2, we operate in a high-dimensional setting that permits
n > T, unlike in the random matrix theory literature where it is typically
assumed that n/T — y € (0,00) (Johnstone, 2001). Furthermore we assume:

Assumption 3 (Tail behaviour).
(i) maxi<j<, maxi<¢<r || fjtl|y, < By for some By € (0,00).
(i) maxi<i<7 |l€t]lyy, < Be for some B. € (0,00), where |&y,
SUPyeR~: ||v|=1 HVT€t||w1~

Assumption 4 (Strong mixing). Denoting the o-algebra generated by {(f;, e¢),
s <t <e} by FS, let a(k) = maxi<i<r SUPacrF _ BeFs, [P(A)P(B) — P(AN
B)|. Then, there exist some fixed c,, 3 € (0, 00), such that a(k) < exp(—cok?)
for all k, T € Z™T.

The sub-exponential tail conditions in Assumption 3, along with Assump-
tion 4, allow us to control the deviation of sample covariance estimates from their
population counterparts via Bernstein-type inequality (see Theorem 1 of Mer-
levede, Peligrad and Rio, 2011) under the approximate dynamic factor model.
We stress that either strict or weak stationarity of f;; and &;; is not required
in performing the PC-based estimation, provided that the loadings are time-
invariant.

2.2. Estimation via principal component analysis

The most common way to estimate the approximate factor model (1) is by
means of PC analysis, and the asymptotic properties of the PC estimator have
been well-established: in particular, we refer to Fan, Liao and Mincheva (2013)
where a set-up similar to ours is considered.

Recall that the PC estimator of the common component: XI5 =

7 ~ AT ~ . . . .
> j=1 Wa,ijW, ;X¢, where Wy ; denote the j-th leading normalised eigenvector

of the sample covariance r,=7"1 Zle x;x, , and 7 is an estimator of the
number of factors r. Theorem 1 of Barigozzi, Cho and Fryzlewicz (2018), which
is a refinement of Corollary 1 of Fan, Liao and Mincheva (2013), establishes a
uniform bound on the estimation error over 1 < i <mnand 1 <t <T of the PC
estimator when 7 is known, i.e., 7 = r, under Gaussianity of the idiosyncratic
component. Here, we generalise the theorem to the case of sub-exponential dis-
tributions as specified in Assumption 3. Its proof can be found in Section B.2
of Barigozzi and Cho (2020).

Proposition 1. Under Assumptions 1-4, the PC estimator X}, with 7 = r
satisfies

- log(n) =1
L . -
mmax max [ — Xie = Op {( TV ﬁ) log(T) ¢ -

Two key results are required for proving Proposition 1. First, we make use
of the eigengap between p,, and g 41 increasing linearly in n (see (C3)-
(C4)), which ensures that the eigenspace of Iy is consistently estimated by the
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r leading eigenvectors of f‘x More specifically, there exists a diagonal r x r
matrix S with entries +1, such that

— 23/2, /7T, — T log(n) 1
W, —w,s| < 2Vl X':0p<”v>, (4)

T T n

where W, = [Wej, 7 < r]and W, = [w, ;, j < r]. The result in (4) follows
from the modified Davis-Kahan theorem of Yu, Wang and Samworth (2015),
the lower bound of ¢.n on p, , from (C1), and the closeness between T, and
I';, under Assumptions 2-4 (see Lemma 3 (i) in Section A.1). We can further
show that

= log(n 1
m\d(wm—wxsﬂ\:op( gT”v%) (5)
where ¢; an n-vector of zeros except for its i-th element being one, see Lem-
ma 3 (iii).
Secondly, denoting the eigendecomposition of the covariance matrix of the
common components by T'y = W,M, W with M, = diag(fiy,1,-- -, fy.r),
(C1) leads to

‘s
2
wa,z‘j
j=1

max
1<i<n

= o o] Wl < max ! T W I = 0 2 ).

1<i<n

i.e., asymptotically, each element of W, is O(n~'/?). This, combined with (5),
leads to
- 1
max max |4 =Op <ﬁ> : (7)
The bound in (7) serves as the main motivation behind introducing the modified
PC estimators in Section 3.

Remark 1 (Optimality of PC). The PC estimator is appealing for the fol-
lowing reasons. First, under the assumption of spherical idiosyncratic compo-
nents, €; ~iiq N,(0,0°L,) for some 0 > 0, the PC estimator of the loadings
is asymptotically equivalent to their Maximum Likelihood estimator (Tipping
and Bishop, 1999). Second, the sample principal subspace estimator is mini-
max rate optimal, see Theorem 5 of Cai, Ma and Wu (2013) which shows that
EHV/VIWI -~ W, W% =< rn/(uy,,T). This, combined with (C1), is compa-
rable to the convergence rate reported in (4), although the latter is obtained
under the more general approximate dynamic factor model. Third, when allow-
ing for non-spherical and possibly correlated idiosyncratic components, the PC
estimator by definition delivers the linear combination of the data with largest

variance in the sense that, for the j-th PC, Va\r(vAv;jxt) > Var(w " x;) for any w

satisfying |w| = 1 and w W, j» = 0 for any j' < j — 1, where @() denotes
the sample variance operator.
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2.3. (Owver-)estimation of the number of factors

In practice, the true number of factors r is unknown and its estimation has
been one of the most researched problems in the factor model literature (see the
references in the Introduction). Based on the conditions (C3)—(C4), a prevailing
approach is to identify a ‘large’ gap between the successive estimated eigenvalues
Pz, 1 < j < rmax of the sample covariance matrix I'y, where rpay denotes the
maximum allowable number of factors often required as an input parameter to
the estimation procedure. Here we focus on two of the most popular methods.

The information criterion-based method proposed by Bai and Ng (2002) es-
timates r as

- : 1~ -
r=argmin IC(g), where IC(q) = log - Z e | +q-9(n,T), (8)

120 Tmax ot

with a penalty function g(n,T) satisfying g(n,T) — 0 and {(nAT)-g(n,T)} —
oo as n,T — oco. The eigenvalue ratio-based estimator by Ahn and Horenstein
(2013), returns

Haz,q
W.
j=q+1 /1’551.7

9)

Implicitly, the information criterion in (8) performs thresholding on the scaled
sample eigenvalues ﬁ;yq with respect to g(n,T), and selects an index ¢ among
those that correspond to fi; , surviving the thresholding. On the other hand,
the eigenvalue ratio approach in (9) considers the ratio of the successive scaled
eigenvalues without taking into account the size of the eigenvalues. This differ-
ence frequently leads to distinct estimators from the different approaches, not
to mention that, as shown in Alessi, Barigozzi and Capasso (2010), the various
choices of g(n,T) often result in different factor number estimators. Another
parameter whose choice may affect the estimation result for both of the esti-
mators (8)—(9) iS rmax- Moreover, while (C3)—(C4) are asymptotic conditions,
the lack of an obvious eigengap in the empirical eigenvalues poses a challenge
in the estimation of 7. Consequently, the estimated number of factors is highly
variable as the following quantities vary: the dimensions n and 7', the degree of
cross-sectional correlations in the idiosyncratic components, and the signal-to-
noise ratio represented by the ratio between Var(x;:) and Var(g;:), see e.g., the
numerical studies in Ahn and Horenstein (2013) and Trapani (2018).

For an illustration, we conduct a comparative simulation study by applying
the two estimators (8) (with g(n,T) = (n+T)log(n AT)/(nT), i.e., ICy of Bai
and Ng (2002)) and (9) with a generous but reasonable choice rmax = [V A T,
to datasets simulated under Model 1 as described in Section 4. The results are
reported in Figure 1. It is apparent that the estimator (8) fails to return the true
number of factors r = 5 in the presence of moderate degree of cross-sectional cor-
relations in &, especially when n is small. While (9) performs considerably better

log(1 +
r=argmax GR(q), where GR(q) M

= — with ) =
12<Tmax log(1+7i; 441) Hew
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Fic 1. Boz plots of T returned by (8) (BN) and (9) (AH) over 1000 realisations gen-
erated under Model 1 with T € {500, 1000, 2000} (top to bottom), n € {200,500, 1000}
(left to right) and ¢ € {0.5,1,2} (left to right within each plot, controls the noise-to-
signal ratio); horizontal broken lines indicate the true factor number r = 5.

for this particular data generating process, we provide in Section C.1 of Barigozzi
and Cho (2020) the scenarios where this method also fails to return the correct
number of factors. We note that the performance of the estimators does not
improve with increasing sample size T'. In almost all cases considered, the factor
number is over-estimated, i.e., 7 > r, with (9) occasionally delivering 7 < r.

Obviously, when 7 < r, the PC estimator (2) or indeed, any estimator of the
common component does not capture the contribution from one or more factors,
which inevitably incurs a non-negligible error and no remedy to this problem
exists. To circumvent this problem, the user may be tempted to increase 7 based
on the reasoning that the contribution of spurious factors beyond the r-th one is
negligible and thus such a strategy would be risk averse. However, this reasoning
is incorrect as we show in the formal theoretical treatment of the impact of over-
estimation of r on factor analysis in the next section.

2.4. PC estimator when r is over-estimated

While Onatski (2015) shows in his Proposition 1 that the errors due to the
over-estimation of r is negligible once aggregated over cross-sections and time,
a formal analysis of the impact of the over-estimated factor number on the PC
estimators of individual common components has not yet been conducted to the
best of our knowledge.

Recalling the PC estimator (2), we have the following decomposition of the
estimation error when 7 > 7,

r 7

obc _ ~ ST ) ~ ST

Xit — Xit = § We,ij Wy Xt — Xit + § Wy ,ij Wy jXt- (10)
Jj=1 j=r+1
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The rate of convergence for the error in the oracle PC estimator (first term in
the RHS of (10)) is given in Proposition 1. Our interest lies in the theoretical
treatment of the second term representing the over-estimation error. This faces
two main challenges.

(a) The large eigengap between pi, , and py 41 = 0 (see (Cl)) and Davis-
Kahan theorem play a key role in controlling the distance between the
empirical principal subspace spanned by the r leading eigenvectors of T',,
and those of Iy, as reported in (4). On the other hand, due to the lack
of eigengap between the successive p j, j > r + 1 (see (C4)) or any other
structural assumptions, the behaviour of W, ; for j > r + 1 cannot be
controlled in a meaningful way:.

(b) The eigenvectors W ;, 1 < j <7, are obtained from the full sample covari-
ance matrix and thus are dependent on x;, 1 <t < T, which, together with
the issue noted in (a), makes it difficult to analyse the stochastic properties
of v’?fljxt for j >r+1.

With these difficulties, we derive the following uniform but uninformative
upper bound on the over-estimation error:

T
max max E Wy ijé\v;jxt <
1<i<n 1<t<T | | i ’ ,

j=r+1 Jj=r+1

— 0, (Vi log(T)). (11)

In the next section, we propose modifications of the PC estimator which
directly address the issue raised in (a) but first, we introduce a novel ‘blockwise’
estimation technique which, under the time series factor model (1), allows for
bypassing the issue raised in (b) and hence enables a rigorous theoretical analysis
of the PC estimator when ¥ > r + 1. For this, we split the data into blocks
of size by, say {x¢,t € I;} for I, := {({ — 1)by + 1,...,min(lby,T)}, £ =
1,...,Ly := [T/br]. Also, denote by Iy := {1,...,T}\ Ume{e 041} Iy, i.e., the

set of indices that do not belong to I, or its adjacent blocks, and by W, ) the

j-th leading eigenvector of 1“55 = L]} thg %X, , i.e., the sample covariance

matrix constructed by omitting the ¢-th and its adjacent blocks. Then, we obtain
the blockwise PC estimator of y;; as

max |- mae [

P = ZA“ W) Tx, for tel, 1<(<Ly. (12)

:vzg

In other words, the common components are estimated in a blockwise manner
as projections of x; onto the principal subspace of the subsample obtained from
omitting the current block as well as its immediate neighbours. We select the
block size by to balance between avoiding the asymptotic loss in efficiency by
having |I;| > T — 3br as large as possible, and ensuring that the dependence

between v’?/;eg and xy, t € Iy is sufficiently weak under the strong mixing condi-
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tion in Assumption 4 (ii), hence permitting the rigorous theoretical treatment

of (vAvgg)Txt for j >r+1.

Proposition 2. Let Assumptions 1-4 hold and assume r +1 <7 < T for some
fizxed 7. Additionally, assume that f; and €; are weakly stationary. Suppose
o) | = —a/2
12 s Pani] = Op (), ()

for some 1 <€ < Ly and a € [0,1], and let by = 10g1/5+6 T for B in Assump-
tion 4 and some fized § > 0. Then,

n(l—a)/Q ( % vV %) log(T)

The proof of Proposition 2 is provided in Appendix A.2. Condition (13) is
T ~

nA o T
j=1 Wa,ijWy Xt

max max |XP° — yu| = O
1<i<n1<t<T % ¢ P

(14)

very general and its motivation is as follows. Writing x;; = >
we have

Z @i’ijﬁgjd <oo as foralll<i<mn, (15)

Jj=

el

T

1 2
E Lt
t=1

nAT
1

which implies that maxij<i<n ‘{U\a:,ijl == O(//J\;i/2

vergence of the sample covariance matrix n~!||T, — Ty || = O,(y/1og(n)/T) (see
Lemma 3) and (C4) yields i, ; = Op(ny/log(n)/T) = op(n) for j > r+1. These
arguments hold for blockwise estimators as well, and indicate that there may

). In addition, the rate of con-

be (spuriously) large coordinates in the empirical eigenvectors vAvfg-, j>r+1
that fall in the regime of @ < 1. In other words, (13) is merely a consequence of
the boundedness of i j, 7 > 7 + 1 without any further structural assumptions
on the model (1).

It has been shown that for a random matrix M € R"*7" with independent
entries, the eigenvectors of T-'MTM are ‘delocalised’ in probability with the
bound 1/y/n up to a logarithmic factor (see Theorem B.3 of Vu and Wang
(2015) and a survey given in O’Rourke, Vu and Wang (2016)). In view of this,
when x; ~ijq (0,T,,) and follows an ezact factor model with I'. = I,,, the con-
dition (13) is met with o = 1 up to a logarithmic factor, and the consistency of
the PC estimator derived in Theorem 1 carries over even with 7 > r. However,
under the approximate time series factor model adopted in this paper, there is
no such theoretical guarantee to the best of our knowledge. In Section 4, we
verify that, under a variety of data generating models, the non-leading empiri-
cal eigenvectors indeed exhibit ‘sparsity’ with few very large coordinates, thus
corresponding to the regime a ~ 0.

The following Examples 1-2 provide the lower bounds complementing upper
bounds in (13) and (14) for a particular example where I'. follows a sparse
spiked covariance model. Together, Proposition 2 and Examples 1-2 are indica-
tive of the potential pitfalls stemming from the over-estimation of r for the PC
estimator of the common component.
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Example 1 (Lower bound on maxi<j<, Mmax,i<;j<s |Ws,j|). We assume that
. = A,vv' 4021, with ||v|o < n® for some o € [0,1) and v'v = 1. Also, we
suppose n =< T* for some k > 0 (see Assumption 2). This leads to

T, = WXMXW; + A,vv ! + 0%, (16)

where W, is the n x r matrix of normalised eigenvectors and M, the r x r
diagonal matrix of eigenvalues of I'y . Further, we assume that A, < n" for some
max(0,1 —1/(2k) + a/2) <v < 1,and let vw, ; =0 forall j =1,...,7. In
this model, the idiosyncratic component has a one-factor structure with a weakly
pervasive factor where its ‘strength’ A,, increases with a. We may interpret this
as the weak factor being prevalent in all the elements belonging to a group
defined by the support of v. In time series setting, such a structure has also
been considered by De Mol, Giannone and Reichlin (2008), Lam, Yao and Bathia
(2011) and Onatski (2012), among others.

When v > 0, the model (16) does not fulfil Assumption 1 (iv). However, even
when v € (0,1), the oracle PC estimator obtained with ¥ = r can be shown
to be consistent by adapting the proof of Proposition 1: From ||IA‘I -, <

IT, — Ty + [|IT||, we yield

_ 1 1
W, — W, S| =0, ( og(n) ,, ) , and

T nlfu

1<i<n 1<t<T

pe log(n) 1
max max [X; — Xit| = Op {( T M n(lfz/)/2) log(T)} : (17)

Under model (16), for large enough n, we have

9 .
. My 0 forl1<j<mr,
: <171 <
Wi = Vg for 1 =J =0 with Mz, 5 = An+02 fOI‘j:T’+1,
J v forj=r+1 J
) o2 forr+2<j<n.

Asin (4), we apply Corollary 1 of Yu, Wang and Samworth (2015) and yield

2°/2| T, — T

Min(pe r — P 415 Pl — Har2)

-0, (n“\/ logy(vn)> = 0yn"?) (15)

for some s € {—1,1}, i.e., W, 41 achieves consistency in estimating v albeit at
a slower convergence rate than that reported in (4). Also, the sparsity of v leads
to ™2 (maxi<;<n |v;|) "' = O(1), and thus from (18), for some fixed Cy > 0,

[Werp1 = sv]| <

N _, [log(n) _
; = . 1—v > a/2'
jmax |Wa i ,rp1 max lv;] + O, (n Con (19)
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Example 2 (Lower bound on the estimation error in (14)). Continuing with the
model (16) imposed on I',,, we further assume that x; ~jiqg N, (0,T';) and n < T
for simplicity (i.e., K = 1) such that v € ((1+ «)/2, 1). Under independence, we
simplify the blockwise estimator as

Abpc ZA(Z A(Z) Tx, for tel, £=0,1,

ng

with Ip = {2u, 1 <u < |T/2|} =L and I = {2u+ 1,0 < u < |T/2]} = .
Suppose that 7 = r + 1. Then there exist fixed C > 0, 1 < k < 4 such that

=0 T
max max X — Xit| = maxmax‘w ‘ ‘ X
1<z<n1<t<T| i~ Xl 2 (=01 ter, | »brl (Wers1)
— max max max E wm (W L — Xit

1<i<n £=0,1 tel,

£)
Wor

> C1n~*/? max max | (W _H)Txt‘ — C’grf(lﬂ’)/2 log(T)

(=01 tel,
> Csn~ 2. /A, log(T) — Con®/?71/2, /log(T) > CynV=/2/log(T)

where all the inequalities except for the first are understood as holding with
probability tending to one. The second inequality follows from (17), (19) and
that n =< T, with the rate /log(T) due to the stronger Gaussian assumption
we impose here in place of the sub-exponential tail in Assumption 3 (ii). The
penultimate inequality holds by Theorem 3.4 of Hartigan (2014) since for each

0 =0,1, we have (W') ) Tx, ~iiq N(0,52) for ¢ € I, with

52> A, {(wa(c?-—&-l)TV}Q +o? > A, {1 + Op(n_a/z)} +0°

by applying Corollary 1 of Yu, Wang and Samworth (2015) as in (18). For
comparison, we derive the upper bound on the estimation error in this setting as
in Proposition 2. From (19), we have maxy—( 1 maxi<i<pn |wx i T+1| = n~%?2 and
by adopting the arguments analogous to those used in the proof of Proposition 2,

it is readily seen that

max max |{oP¢ — yu| = O, (n"=/2/log(T)),

1<i<n 1<t<T

i.e., the lower bound matches the upper bound in terms of the rate.

Examples 1-2 demonstrate that in the presence of weak factors, the PC
estimator can incur non-negligible error increasing with n due to the ‘localised’
behaviour of W, ;, j > r + 1 when the factor number is over-estimated. In
practice, such situations can emerge when the idiosyncratic component exhibits
a group structure that induces the presence of weak factors. Chudik, Pesaran
and Tosetti (2011) discuss the plausibility of semi-weak and semi-strong factors
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corresponding to ||T¢|| < n” with v € (0,1) in real datasets. In Section 5,
the daily returns of the stocks comprising the Standard & Poor’s 100 index
are analysed where Figure 6 shows a clear group structure in the idiosyncratic
component which is in line with the model (16). We also refer to Barigozzi and
Hallin (2017) where the network structure in the idiosyncratic component of the
similar dataset has been analysed in detail.

Remark 2 (Large covariance matrix estimation). Fan, Lv and Qi (2011) and
Fan, Liao and Mincheva (2013) investigate the problem of large covariance ma-
trix estimation with an estimator comprised of a factor-driven covariance matrix
of the common component and a thresholded idiosyncratic covariance matrix
under the assumption of sparsity on T'. (see (30)); in the former, the factors
are assumed to be observable and the latter extends the estimator to the case
of unobservable factors. For the consistency of the thresholded idiosyncratic
covariance matrix, Assumption 2.2 of Fan, Lv and Qi (2011) requires &;;, an
estimator of €;¢, to satisfy

T
1 N 9 N
1r£1iagxn T Zl |€it —ei]” = 0p(1) and 1rélia§:><n lréltaSXT |€ic —ei] = O,(1), (20)

and Lemma C.11 of Fan, Liao and Mincheva (2013) verifies the conditions for the
PC estimator combined with the estimator of r proposed in Bai and Ng (2002).
However, Proposition 1 indicates that the second condition in (20) may be
violated when 7 > r. Moreover, our numerical studies in Section 4 demonstrate
that neither of the conditions in (20) are fulfilled by the PC estimator when the
idiosyncratic components are moderately correlated, which in turn implies that
the covariance matrix estimator of Fan, Liao and Mincheva (2013) will suffer
from relying on the accurate estimation of r. We further explore this point by
applying our methodology to estimating the covariance of a panel of financial
time series in Section 5.

3. Modification of the PC estimator
3.1. Scaled PC estimator

Recall that due to the presence of an eigengap (C3)—(C4) and the consistency
of the r leading eigenvectors of T', (see (4)), we obtain the uniform bound of
Op(n~Y2) on |@, |, j < r, see (7). In other words, with large probability,
there exists some fixed ¢,, > 0 such that |7ﬁm-j|, 7 < r is bounded by Con 2
uniformly in 1 <4 < mand 1 < j < r. Motivated by these observations, we
propose the scaled PC estimator

7
X =)W (W) Txe,  where (21)
j=1

~ 1 o~ ) vn N
W;(:j =V Wy with v; = max {1, g 11;1%){“ |wx,ij} . (22)
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We can choose ¢, such that with large probability7 the proposed scaling does
not alter the contribution from w, ;, j < to X35 by yielding v; = 1 for j <r,
even though it is applied without knowing r. On the contrary, for w, ;, j > r+1,
any large contribution from the spurious factors is scaled down by the factor of
Vj.

Remark 3 (Choice of ¢,). In our numerical analysis, we observe that the
performance of the scaled PC estimator does not vary much with respect to
reasonably chosen ¢,,, see Figure 2 (the details of the experiment is deferred to
Section C.5 of Barigozzi and Cho (2020)). Unlike e.g., the methods based on
singular value thresholding, our scaled PC estimator does not ‘kill’ any factors
including the spurious ones, and thus avoids the hazard of under-estimating the
contribution of the factors completely provided that 7 > r. We find the choice of
cw = 1.1 X v/n maxi<i<p |Wg,i1| works reasonably well and adopt it throughout
the numerical studies, which is shown to work well for a range of models in
Section 4.
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Fic 2. Bozx plots of the estimation errors of Xo(cw) averaged over 1000 realisa-
tions generated under Model 1 of Section 4.1 with ¢ = 1, n € {200,500,1000}
(left to right) and T € {500,1000,2000} (top to bottom), for c., € {0.8,...,1.5} X
VN maxi<i<n |Wei1| and the cross-validated choice (‘CV’) (left to right within each
plot).

Scaling preserves the orthogonality among w3°;, j < 7, which facilitates the
theoretical treatment of the scaled PC estimator. Following the same reasoning
as in Section 2.4, we continue the discussion on the theoretical properties of the
scaled PC estimator by considering its blockwise counterpart, which, recalling
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the notations from Section 2.4, is given by

z,0]

e =Y a0 @)% for tel, 1<<Ly, (23)
j=1

(¢ )

) is defined analogously as in (22) with vAvC(f

~SC,
where W, i

in place of Wy ;.

Proposition 3. Let Assumptions 1-4 hold and suppose r +1 <7 < F for some
fized 7. Additionally, assume that f; and €; are weakly stationary. Then, there
exists a fized constant c,, satisfying

Cw > VN X max max max |y
1<U<Lp 1<i<n 1<j<r

such that

max max |[X5¢ — x| = O, { < log(n) Y L) log(T)} . (24)

1<i<n 1<t<T T vn

The proof is provided in Appendix A.3. Compared to Propositions 1 and 2,
Proposition 3 establishes that under the same conditions, the scaled PC esti-
mator attains the same rate of convergence as the oracle PC estimator obtained
with the true number of factors, without requiring such knowledge and regardless
of the behaviour of W, j, j > r+ 1.

3.2. Relationship to capped PC estimator

Similarly motivated by the uniform boundedness of |w, ;;| for j < r (see (7)),
Barigozzi, Cho and Fryzlewicz (2018) proposed the capped PC estimator of x;;:

7
Xit = Z@;p” (VAV;I,)J‘)TXta (25)
j=1

where each element of Wi,

s obtained by capping W, ;; as

DL, = By I (|@I,ij| < %) + sign(@y 1) - %H (mw,m > %) (26)
for some fixed ¢,, > 0. Capping can be viewed as the projection of each W ;
onto the {o-sphere of radius c,n~1/2. As with scaling, asymptotically, capping
does not alter the contribution from the leading r eigenvectors of I';, while
it truncates any large contribution from spurious factors when 7 > r + 1, all
without the knowledge of the true r. We generalise Theorem 2 of Barigozzi, Cho
and Fryzlewicz (2018) whereby lifting the assumption of Gaussianity imposed
on &; in the latter; the proof can be found in Section B.3 of Barigozzi and Cho
(2020).

Proposition 4. Let Assumptions 1-4 hold and suppose r +1 < 7 < 7 for
some fized 7. Then, there exists a fized constant c, satisfying c, > /n X
maxi<i<n maxlgjgr\ﬂ)\r’iﬂ such that maxi<;<n maxlStSTng — Xit| =

Op(logT).
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Refinement of the upper bound given in Proposition 4 is a difficult task as
reasoned in (a)—(b) of Section 2.4, even when considering its blockwise version,
)??fp, due to the lack of orthogonality of the capped eigenvectors. Nevertheless,
Proposition 4 shows that the capped estimator X5 improves upon the worst
case performance of the PC estimator reported in (11).

Unlike the capped PC estimator, the scaled PC estimator shrinks down the
eigenvectors after modification from [|W, ;||* = 1 to [|[Wi[* = j_l, which
further curtails the spurious contribution from W ;, j > r ¥ 1 as demonstrated
in the following example.

Example 3. For simplicity, let us ignore the stochastic nature of w,_; and sup-
pose that W, ;» for some j' > r+1 is approximately sparse. That is, there exists
S c{1,...,n} with |S| = O(1) and a fixed ¢y > 0 such that |Wy ;| > co, 7 € S,
while max;¢ s [@g,i;/| = O(n~'/2). Then, we have W5, [|* < ¢y (coy/n) !, which
shrinks the overall contribution of the j’-th estimated factor to x5¢ by the fac-
tor of y/n, in comparison with that to the PC estimator. In the same sce-
nario, however, capping does not always lead to [[W";, || = o(1). Consider e.g.,
W = (1/v/2,1/\/2(n = 1),...,1/3/2(n —1))T and ¢, /v/n > 1/y/2(n — 1),

in which case w2, || > 1/v/2.

3.3. Relationship to eigenvalue shrinkage

Recalling that maxi<i<n |Ws 5| = O(A;;/Z) (see the discussion following (15)),

we may re-write the scaling factor v; using the choice

cw = 11X \/_IIEaX |w$21‘

as suggested in Remark 3:

maxij<;< Wy 44 C'A 1
v; = max {1, <icn | zﬁ| } = max< 1, iﬂz’ , such that
1.1 X maxi<i<n [Wg,i1]| M,

Xit = Z min { ij;’i ) } Wy szTJXt
with some fixed C; > 0. In other words, for some choice of c,, the scaled
PC estimator admits a representation as a PC estimator combined with the
eigenvalue-based shrinkage. Ideal choices for C; are Cj > [iy /g1 for j > r+1,
and C; < [z ;/He1 for j < r which, however, are infeasible since they require
the knowledge of r. We consider a simpler but feasible choice of C; = 1 for all
j, and define the modified PC estimator based on eigenvalue shrinkage:

floj ~ o
Xit —Z uzi Wi (W) T (27)

Its blockwise version Y5 is defined analogously with vAvg(fg and the correspond-

~(£)

ing eigenvalues f,
;

replacing W, ; and [i ;, respectively. This estimator is ex-
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pected to keep under control the over-estimation error, since iy ;/fiz,1 = 0p(1)
for j > r 4+ 1 while being asymptotically bounded away from zero for j < r.
Hence, Y@ preserves the contribution of the leading PCs although with a pos-
sible bias. From the simulation studies in Section 4, we observe that any bias
incurred by over-shrinkage is well compensated by its effectiveness in shrinking
down the spuriously large over-estimation error.

Remark 4 (Eigenvalue shrinkage). The good performance of the shrinkage es-
timator in (27) may be explained by its link to the literature on eigenvalue
shrinkage-based estimators. Donoho, Gavish and Johnstone (2018) and Donoho
and Ghorbani (2018) investigate the optimal eigenvalue shrinkage for spiked co-
variance matrix estimation when x; ~jig Ny, (0,T';) with piz1 > .00 > pg > 1
and p,; = 1, j > v+ 1. It has been shown that for any loss function consid-
ered therein, the optimal eigenvalue shrinkage function n yields n(fiy ;) < fig ;-
Heuristically, shrinkage of eigenvalues not only accounts for the upward shift
of empirical eigenvalues, but also the inconsistency in empirical eigenvectors
(Donoho, Gavish and Johnstone, 2018).

4. Simulation studies
4.1. Set-up

We consider the following data generating model which allows for serial corre-
lations in f;; and both serial and cross-sectional correlations in €.

Ty =12 Z)\ijfjt + \/Esit, 1<i<n;1<t<T, where (28)

j=1
fjt = Pf,jfj,t—1 + Ujt,  Eit = Pei€it—1 1 Vit,

with factor loadings A;; ~iia N(0,1), factor innovations uj; ~iq N(0,1/(1 —
p%j)), and the autoregressive parameters as py; = py—0.05(j—1) with p; = 0.5.
For the idiosyncratic innovations v;;, we consider the following two models.

Model 1. With H = ].O, €it ~iid N(O, 1 7[)?’1) and ﬂz ~iid Umf{7015, 015},
we generate vy = (1 + ZBfH)_l/Q(eit + B Z;;{H’l# er), and set pe; ~iid
Unif{0.2, —0.2}. This model has been taken from Bai and Ng (2002) except
that we select the parameters p. ;, 8; and H of smaller magnitude such that the
problem of identifying r is in fact easier here than in the original paper.

Model 2 (Cai, Ma and Wu, 2015). The vector v; = (vys,...,0n¢) " is
such that v, = F},/Qet, where T', = VAV T +1,,, and e; ~jiq Ny, (0, (1 —p?)i)In).
The diagonal matrix A has r non-zero eigenvalues taking equidistant values
from 20 to 10, and V is chosen as the r leading left singular vectors of a matrix
M € R™ ", whose first [on] rows are drawn independently from N(0,1) and
the rest are set to zero. By construction, this models adds r additional ‘weak’
factors stemming from the large (although bounded for all n) eigenvalues of T,,.
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Model 1 provides a benchmark as it is popularly adopted in the factor model
literature, while Model 2 mimics the case of weak factors considered in Exam-
ples 1-2.

We control the ‘noise-to-signal’ ratio with ¢ € {0.5,1,2} such that larger
values of ¢ correspond to the low signal-to-noise ratio. Throughout, we set
r = 5, and consider T' € {500, 1000, 2000} and n € {200, 500,1000}, and o €
{0.2,0.5,0.9} for Model 2.

We explore the in-sample estimation accuracy of the PC estimator Xy in
(2), the scaled estimator X35 in (21), the capped estimator X;; in (25) and
the shrinkage estimator 3@ in (27), with and without blockwise estimation for
which we set by = [log? T]. For estimating r, we consider the two estimators
(8) (‘BN’) and (9) (‘AH’), setting rmax = [Vn A T]. For comparison, we also
investigate the performance of the oracle estimator Y€ defined as the PC
estimator (2) obtained with the true r. For each setting, 1000 realisations have
been generated. We provide the results obtained under Model 1 in the main
text, and additional simulation results under Model 2 are available in Section C
of Barigozzi and Cho (2020). Based on Figure 1, we report the results when the
factor number estimator (8) is used, in order to contrast the behaviour of the
proposed modified PC estimators to that of the PC estimator in terms of their
‘insensitivity’ to the over-estimation of 7.

4.2. Results
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Fic 3. Boz plots of [|[W3 ;|| averaged for 2 < j < r (‘< 1’) against that averaged
forr+1 <35 <7 (> r’) averaged 1000 realisations generated under Model 1 with
n € {200,500,1000} (left to right), T € {500,1000,2000} (top to bottom) and ¢ €
{0.5,1,2} (left to right within each plot).

First, we investigate the amount of scaling and capping applied to w, ; when
j <randj>r+1,in order to verify whether the asymptotic argument in (7) is

valid for finite n and 7. Figure 3 plots the norm of the scaled eigenvectors || W5, ||
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in (22) averaged over 2 < j < rand r+1 < j < T, respectively, for varying T, n
and o. The results confirm that across different scenarios, scaling does not alter
the contribution from the leading r eigenvectors of I';, while curtailing that
from W, j, j > 7+ 1 by yielding ||[w3°;|| < [[W. ;|| =1, j > r + 1 especially for
large n. This in turn indicates that there are a few spuriously large coordinates
in Wy, j > r + 1, corresponding to the regime a ~ 0 in Proposition 2. As
shown below, this leads to the undesirable behaviour of the PC estimator while
affecting the modified PC estimators to a much lesser degree.
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FIG 4. erTavg(X5) and erfmax(X5) of XoF, XP, Xis and X5 estimated using the entire

sample (‘all’), and their blockwise counterparts (‘block’), averaged over 1000 realisa-
tions generated under Model 1 with T = 500, n € {200,500, 1000} (top to bottom) and
¢ € {0.5,1,2} (left to right within each plot). The vertical errors bars represent the
standard deviations.

Next, we evaluate the accuracy of an estimator X5, of x;: relative to that of
the oracle estimator, using the following error measures

_ T -
n”! Z?:l > (X — Xit)?

elTavg = = 21 ’
E{n*l Zf?:l Zt=1(x?tracle o Xit)2}
. T ’\Q _ . 2
eITax = maxy <i<n Y - (X3 — Xit) ’

E{maxi<icn 3y (XY — xi0)2}

where E denotes the average over all Monte Carlo repetitions, and o denotes the
use of PC, capped, scaled or shrinkage estimator and their blockwise counter-
parts. We note that errp,,x is specifically to capture the possible deterioration
in the estimators for individual 7 due to the over-estimation of r, and both mea-
sures are closely related to the conditions in (20). Figures 4-5 show the average
and standard deviation of err,,, and erryax over 1000 Monte Carlo realisations.
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Fic 5. erravg(X5:) and errmax(X5:) under Model 1 with T = 2000.

Overall, blockwise estimators do not lose efficiency compared to their whole
sample counterparts or, even perform slightly better in terms of the relative
efficiency compared to the oracle PC estimator. It is evident that PC estimator
exhibits the worst performance in almost all cases, in terms of both the average
and variability of the two different error measures. Indeed, errbS —indicates
that the PC estimator with an over-estimated factor number can be worse by
hundredfold than the oracle PC estimator for some coordinates.

Capping and scaling lead to considerable improvement with respect to both
error measures, with and without blockwise estimation, and marginally the
scaled PC estimator tends to return smaller estimation errors. We note that
5(\?? yields the smallest estimation error in many scenarios. Exceptions occur
when n is relatively larger than T: the PC-based estimator of the factor space
is expected to be highly accurate in this setting due to the blessing of dimen-
sionality, and the bias introduced by eigenvalue shrinkage tends to deteriorate
the performance of Y3 (see Figure C.8 in Barigozzi and Cho (2020)).

As the signal-to-noise ratio decreases, the gap between the performance of X,
and our modified estimators gets closer, as the consistent estimation of y;; itself
becomes more challenging, i.e., the error due to the over-estimation of r in (10)
becomes dominated by the first term. Increasing n also tends to close this gap as
the performance of the estimator of r improves. This, however, has the opposite
effect on errmax()?ftc) since the maximum is taken over the n cross-sections. In
general, err,y, and errpy .y evaluated at modified PC estimators exhibit much less
fluctuations as n and T vary. Noting the close relationship between erraye (%)
and errmax(Xh, ) and the conditions in (20), the results reported here indicate
that the popularly adopted covariance matrix estimator based on factor analysis
will suffer from the over-estimation of 7.
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5. Real data analysis

We consider risk minimisation for a portfolio consisting of the log returns of
the daily closing values of the stocks comprising the Standard & Poor’s 100
(S&P100) index between July 2006 and September 2013 (denoted by {z, ¢ <
n, t < T} with n =90 and T = 1814) following the exercise conducted in Lam
(2016). The dataset is available from Yahoo Finance.

As evidence of structural changes has been observed in a similar financial
data dataset (Barigozzi, Cho and Fryzlewicz, 2018), we choose to adopt a rolling
window of size T = 253 (number of trading days each year) and evaluate the
performance of a portfolio on a monthly basis (with 21 as the number of trad-
ing days each month). At the beginning of each month, different methods are
adopted to estimate the covariance matrix of stock returns using one year of
past returns. Each portfolio has weights given by

~

a 301, ~
Wy = arg min wSw=—"kE" fork=1,....,M=[(T -T)/21],
wekmwT1,=1 ’ 1)>91,

where flz denotes some covariance matrix estimator based on the k-th rolling
window Ry, = [21(k — 1) 4 1,21(k — 1) 4+ TJ, and 1,, denotes a vector consisting
of n ones. At the end of each month, we compute the total excess return, the
out-of-sample variance and the mean Sharpe ratio, given by

M min(21k,T—T)

~o\ T
E E (wk) Xfurﬁ
k=1 t=21(k—1)+1

M min(21k,T—T)
{(QE)TXTH —A(ER)} and

== 21(k—1)+

1 <L 7(5))
(s - > 10
M= 5( Z

where (20) (f);) and 32(22) denote the total and mean excess return and

the out-of-sample variance calculated for each portfolio from f];
For covariance matrix estimation, we consider the following two approaches
that separately estimate the factor-driven and idiosyncratic contributions.

Exact factor modelling (EFM). We force the covariance matrix of the id-
iosyncratic component to be diagonal and obtain

C= TN (RP) TR+ ding (TN YD (&) TER), (29)
teERy teERy

where the operator diag(A) returns a diagonal matrix with the diago-
nal elements of A in its diagonal, X}, t € Ry is obtained from I', j =
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T Yier, X¢X; and € = x, — x}°. Similarly, we yield P 3¢ and
f]?ch with xP, %3¢ and X5" replacing x}° in (29), respectively. Also, we
consider their blockwise versions f]zpc, ich’ izsc and EZSh with the size
of blocks b = [log® T7].

POET (Fan, Liao and Mincheva, 2013). We adopt the POET estimator

SR =T YRR T(TT Y @TE), (30)
teERy tERy,

where T (-) performs an element-wise hard-thresholding (except for its
diagonals) with an adaptively chosen threshold recommended by Fan, Liao
and Mincheva (2013) including a constant selected via cross-validation.

The results obtained for varying 7 are reported in Table 1; note that 7 = 6
is selected by the information criterion of Bai and Ng (2002) applied to the
whole data. We note that 7 = 2 may already be over-estimating the number
of factors, in that the idiosyncratic component estimated with 7 = 1 exhibits a
prominent group structure and this may be falsely detected as a factor via PCA,
see Figure 6. As demonstrated in Example 1, possibly highly structured nature
of the idiosyncratic component may lead to some elements of W, ;, j > 2 being
(spuriously) large, and poor performance of the corresponding PC estimator
(see also Proposition 2 and Example 2). The EFM-based method combined
with the PC estimator with 7 = 2 performs the best among all the methods.
With 7 = 6, the POET yields large negative total excess returns and large
out-of-sample variance, which confirms our observation in Remark 2 that the
covariance (precision) matrix estimation based on factor modelling is susceptible
to the errors arising from factor number estimation. Overall, the methods based
on EFM perform better than the POET according to all measures considered.
Among the modified PC estimators, the one that applies the largest amount
of shrinkage (X3") achieves the most consistent performance with regards to
the choice of 7. Interestingly, the blockwise approach yields marginally better
performance than the corresponding whole sample counterparts.

TABLE 1
Performance of portfolios constructed with different covariance estimators.

r=2 r=4 rT=6
method T G SR T G SR T G SR
EFM x¢ | 25.032 0917  0.932 -28.321 0.936  0.003 -22.515 0.818  0.460
x| 22513 0922 0.865 -31.045 0.883  -0.028 || -21.691 0.753  0.439
Xi° 20.164  0.900  0.888 -24.468 0.832  0.133 -27.461 0.742  0.301
Xt 14.072  0.890  0.809 4.079 0.861 0.652 4.618 0.835  0.703
)A(?pc 21.288 0.835  0.907 -17.115 0.813  0.331 -14.934 0.750  0.468
)A(?c" 20.807 0.842  0.888 -19.331 0.818  0.270 -14.538 0.756  0.478
X9 | 20.626  0.833  0.886 -16.133 0.804  0.367 -13.939 0.760  0.469
X0 | 18.866  0.828  0.859 10.638 0.825  0.766 10.605 0.822  0.777
POET -76.446  6.061 -0.315 || -299.643 69.678 -0.331 || -355.691 85.428 0.254
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Fic 6. Heatmap of the correlation matriz of the idiosyncratic component estimated
with 7 € {1,2,4,6} (from left to right, top to bottom). The variables are ordered via
hierarchical clustering with the complete linkage method.

6. Conclusions

Factor number estimation is a challenging task due to the lack of a clear gap
in empirical eigenvalues, and various estimators tend to over-estimate r in the
presence of moderate cross-sectional correlations in the idiosyncratic component.
In this paper, we make the first attempt at establishing the non-negligibility of
the error due to the over-estimation of r in the widely adopted PC estimator.
In doing so, we propose a novel blockwise estimation technique, which enables
rigorous treatment of this over-estimation error under a time series factor model.
Also, we propose the modified PC estimators which are easily implemented and
perform as well as the oracle PC estimator with obtained with r known, and
verify this via extensive simulation studies. In practice, we recommend the use
of 5@? unless n is much greater than T (an unlikely setting for e.g., economic and
financial data), which shows very good practical performance both on simulated
and real-life datasets.

Appendix A: Proofs
A.1. Preliminaries

The following lemmas hold under Assumptions 1-4. Their proof can be found
in Section B.1 of Barigozzi and Cho (2020).
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Lemma 1. max;<;<, maxi<¢<7 |Xit| = Op(log(T)), maxi <ij<, maxy<i<7 |€it| =
O,(log(T)), and maxy<;<, maxi<i<7 |2i| = Op(log(T)).
Lemma 2. Let by satisfy by — oo and T~ 'by — 0, and Ly = [T/br].

() maxicezr, n B Ty = 0, (/50 v 1),

(i) maxi <e<r, maxi<icn ™ 2lo] (T )] = O, ( ey f)

Also, there exists an orthonormal matrix Sy, € R"*" which, for Wgﬁ ) = (W, (¢ ) <
r], satisfies

(i) maxscrery [W) WS = 0, (/2502 1)

(iv) maxi<p<r, maxi<icn v/ @] (W = W, 8))[| = 0,

~~
<E
2
<
S
~—

Lemma 3.

() 0! [Fs ~ Tyl = 0, (/522 v 1),

(i) maxi<icnn™2|lp] (.~ Ty)[ = O, ( togle) )
1

iil) maxy<;<n V7 ||} \/7\\/'1; - W.,S)||=0 log(n) \, L) for some ortho-
<< Pi X P T
normal r X r matrix S.

Lemma 4. Let ((t) denote the index of the block for which t € Iy, and by =
log"/# T for some § > 0. Then, maxi<;<7 |(W t)) e| = Op(log(T)).

A.2. Proof of Proposition 2

Recall the definition of ¢(¢) in Lemma 4. Note that

max max |XoP¢ — xi| < max max ‘ E Ag(t) Aé(t) t— Xit
1<i<n 1<t<T P ! 1<i<n 1<t<T W5 t 1‘
Az(t
+ max max E Wy s + max max E g“ st
1<i<n 1<t<T J 1<i<n 1<t<T J
j=r+1 j=r+1
=14+ 11+1II.

From Lemmas 1 and 2 (iii)—(iv), using the analogous arguments as those
adopted in the proof of Proposition 1 in Section B.2 of Barigozzi and Cho
(2020),

I < max max |<pTWZ(t)(WE(t)) x; — ¢, W xSer) (W l(t)) x|

1<i<n 1<t<T

+ max max |p, W Sg(t)(W N Txy — o] W WTXt|

1<i<n 1<t<T

+ max max [p W, W &
1<i<n 1<t<T
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—0, { ( k’gT(n) v %) log(T)} . (31)

Let Wé(t(zurl) . = [vAvf;(;), r+ 1 < j < k]. Under Assumption 1 (i), it fol-
lows that W;'(— AATWX = M, and hence W, may be regarded as the left
singular vectors of A. Then, from the orthogonality of eigenvectors, (C1) and

Lemma 2 (iii),

max [(W) )TA| = max ||(W)

T M1/2
1<4<Lp @, (r+1):k 1<0< Ly x,(r+1):k) W, My |

T 1<4<Lr z,(r+1):k - NG
(32)

W S nlog(n 1
< max ||(W(€) )T (W, S, — WO ||M)1</2|| =0, ( g(n) v )

for any fixed k > r 4 1. Together with the condition (13) and Lemma 1, it yields

IT=0, {n_a/Q . ( nlojgj(n) v %) .log(T)}

=0, { (\/nl—a;og(n) V. \/n(11+a)> log(T)} .

Finally, from Lemma 4, IT] = O,(n~%/?log(T)), and the conclusion follows.

A.3. Proof of Proposition 3
Recall the definition of ¢(¢) in Lemma 4. Note that

‘ i E(t Asc£ t))

max max |[Yo¢ — x| < max max W, 3

1<i<n 1<t<T 1<i<n 1<t<T

— Xit

+ max max ’ Z el Abce(t)) Xt’

1<i<n 1<t<T Waij
I S S |
+ max max ‘ @ (W2 Z(t)) Et‘
1<i<n 1<t<T Wa1j
- = - j=r+1

=IT+IT+1II

Since scaling does not alter the r leading eigenvectors with probability tending
to one, thanks to the arguments leading to (7) and Lemma 2, we derive that

I = O,{(\/log(n)/T Vv 1/y/n)log(T)} as in (31). Next, due to the orthogonality
~ S E(t)
of W, , ] <7

o A%CZ(t) Aic/(f) () xxrl(t) \T
1 = max J;I%XT! 2;1 )" - WD (WD) T
] T



Consistent estimation of high-dimensional factor models 2919

~0, {( logT(”) v %) 1og(T)}
~sc,l

from the bound on I and the uniform boundedness of |@, ; j(t) |. Finally, Lemma 4
and the definition of |ﬂ)\f:;§(t)\ yield ITT = O,(log(T")/+/n), which concludes the
proof.
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