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Abstract

Principal components (PC) are fundamentally feasible for the estimation of
large factor models because consistency can be achieved for any path of the panel
dimensions. The PC method is however inefficient under cross-sectional depen-
dence with unknown structure. The approximate factor model of |(Chamberlain
and Rothschild) |[1983] imposes a bound on the amount of dependence in the error
term. This article proposes a constrained principal components (Cn-PC) estima-
tor that incorporates this restriction as external information in the PC analysis
of the data. This estimator is computationally tractable. It doesn’t require es-
timating large covariance matrices, and is obtained as PC of a regularized form
of the data covariance matrix. The paper develops a convergence rate for the
factor estimates and establishes asymptotic normality. In a Monte Carlo study,
we find that the Cn-PC estimators have good small sample properties in terms
of estimation and forecasting performances when compared to the regular PC
and to the generalized PC method (Choi| [2012]).

1 Introduction

Factor models constitute the dominant framework across many disciplines for realistic
parsimonious representation of the dynamic behavior of large panels of time series.
Principal components estimators (PCEs) of the common factors can be easily com-
puted in panels where the cross-sectional dimension N is large and possibly larger
than the sample size T. PCEs are feasible for any path of the panel dimensions and
are consistent for both N and T' going to infinity ( [Forni et al.| [2009, 2005, |2004]; Bai
[2003]; Bai and Ng| [2003]; |[Stock and Watson| [2002alb]). However, principal compo-
nents are not efficient in the presence of heteroscedasticity or dependence in the error
term. Methods based on maximum likelihood (ML) and generalized principal compo-
nents (GLS) type methods depend on estimating a high-dimensional covariance matrix,
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which is a challenging problem in large systems (N > T') when errors are dependent
and heteroscedastic.

In this article, we remedy this situation and propose an estimation method that (i)
incorporates the dependence features of the data, (ii) doesn’t require estimating a large
covariance matrix, and (iii) is computationally tractable to ML. The approximate factor
model allows dependence in the errors both in the time and cross-section dimensions.
This dependence is however bounded by the assumptions in |Chamberlain and Roth-
schild| [1983]. The central idea of this article is to incorporate these assumptions as
external information into the principal components analysis of the data. This amounts
to imposing a bound on the covariances between the errors as a constraint in the prin-
cipal components framework. The proposed constrianed PC (Cn-PC) estimator can be
computed by performing singular value decomposition of a regularised data covariance
matrix. This estimator has a dual that can be cast as a penalized PC estimation.

This article is related to a large literature on factor models and a much smaller lit-
erature on estimation when N is large and the errors are cross-sectionally dependent.
Common factors can be consistently estimated using principal components or maxi-
mum likelihood (ML). The fundamental result in the literature is that common factors
can be consistently estimated for both N and T going to infinity, with no restrictions
on the relative rates of convergence, and under fairly general conditions on the time
and cross-sectional dependence of the errors, (Stock and Watson| [1998],|2002a}b, 2006];
Bai and Ng| [2002]; Bai [2003]; Kapetanios| [2010]; |Onatski| [2010]). The idiosyncratic
error component in these studies is homoscedastic and independent. The ML esti-
mation provides a natural framework to account for heteroscedasticity and temporal
dependence(Forni et al. [2004]; Forni et al| [2009]). Doz et al.| [2012] establish the
properties of maximum likelihood estimators for factor models in large panels of time
series under heteroscedasticity. Breitung and Tenhofen| [2011] propose a two-step gen-
eralized least squares estimation that generalized principal components to account for
heteroscedasticity and serial correlation in a dynamic factor model with possibly large
N. (Choi [2012] considers efficient estimation using generalized least squares type PCEs
to account for heteroscedasticity and dependence but the framework is only applicable
to panels with small N.

We are not aware of substantive econometric research which has looked at the issue
of efficiency of PC estimators under cross-sectional dependence when NN is large. Does
this thin literature reflect a lack of potential and practical relevance for the suggested
estimator? The answer is no. First, a decade or so ago, Boivin and Ng [2006] doc-
umented through extenssive simulation analysis the potential effects of the presence
of dependence on the PC estimators. They find that "Weighting the data by their
properties when constructing the factors also lead to improved forecasts’, an that with
cross correlated errors the estimated factors may be less useful for forecasting when
more series are available. Second, cross-sectional dependence is a likely feature of the
data in many applications. Let us consider the example of forecasting inflation and in-
dustrial production for the United States. A dataset that is widely used is provided by
Stock and Watson| [2006] and contains monthly observations from 132 macroeconomic
series including real variables such as sectorial industrial production, employment and
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hours worked; nominal variables such as consumer and price indexes, wages, and money
aggregates; and stock prices and exchange rates. The series are tested for unit root
and necessary transformations are carried out to achieve stationarity. Assuming a fac-
tor structure for the dataset, We estimate a factor model using principal components
(see details of estimation in next section) and use Bai and Ng [2003] information cri-
teria to estimate the number of common factors. The residuals from the estimation
are then used to compute the sample covariance matrix and sample correlation matrix.
Figure (/1)) is a heat map plot of the sample correlation matrix with each pixel represent-
ing the sample correlation coefficient between series ¢ and j for i,j = 1,--- , N(= 123).
The errors correlation matrix is not diagonal, many of the predictors are highly cor-
related and the correlations are clustered. The estimated dependence does not have a
recognizable pattern or structure. Figure displays sample sums (denoted 7;) of the
i'" row of the sample covariance matrix, for instance, 7; = ijvzl |Qij|, where Qij, is the
sample covariance between series ¢ and 7, Boivin and Ng| [2006]. The amount of cross-
sectional dependence varies across groups of predictors and the relative differences of
these numbers are large. However, without imposing a structure on the cross-sections
dependence (as is the case for time dependence), incorporating these features of the
data poses distinct methodological and computational challenges.

To our knowledge, Bai and Liao [2016] is the most relevant study to this article.
and Liao| [2016] propose ML estimation with penalization of a large covariance sparse
matrix. The method produces joint estimates of the factors, the loadings and the
covariance matrix and is shown to be more efficient than PC estimators (PCEs) or GLS
type PCEs. Bai and Liao| [2016] paper is related to a growing literature on estimating
large covariance matrices. See among others, Ledoit and Wolf [2004], Ledoit and Wolf
[2012] and |Lam and Fan| [2009a]. Advances in matrix theory have opened a new line of
research into consistent estimation of large matrices. Once a consistent estimate of the
covariance matrix is achieved, a GLS type estimation or ML can be implemented in a
two-step plug-in estimation approach. Bai and Liao| [2016] presented results for both
a two-step and a joint estimator. The Sparsity assumption of the errors covariance
matrix requires many off-diagonal elements to be zero or nearly zero. This assumption
is stronger than the weak cross correlation of Chamberlain and Rothschild [1983].




The objective of this article is methodological and practical. This article proposes a
novel PC-based estimation of factors in systems with large N (possibly larger than T'),
and where the errors are cross-sectionally dependent. The suggested estimator solves
the PCEs problem under a constraint derived from the assumption of bounded depen-
dence in the sense of (Chamberlain and Rothschild| [1983]. This constrained system
can be solved using the method of principal components. The constrained estimators,
denoted Cn-PC estimator, are obtained by performing eigenvalue decomposition to a
regularized data covariance matrix. The constrained estimation has a dual problem
that can be cast as shrinkage estimation where the regularization is applied to the
cross-sectional correlations in the data. The asymptotic properties of the Cn-PC esti-
mators of the factors are derived using the existing techniques of Bai and Ng| [2002],
Bai| [2003], and |Choi [2012]. We derive a convergence rate for the Cn-PC estimators of
the common factors and show asymptotic normality. The Cn-PC estimator is compu-
tationally more attaractive (than ML-based estimators) because the estimation doesn’t
require, (i) explicit assumption about the structure of sparsity of the covariance matrix,
or (ii) estimating and inverting large covariance matrices.

In small samples, Monte Carlo simulations suggest that the Cn-PC has improved accu-
racy compared to the PCEs, and to GLS-type estimators. Applyied to the problem of
forecasting U.S. inflation and industrial production using the ’diffusion indexes’ frame-
work of Stock and Watson| [2002a], we find relative improvement in accuarcy. However,
the gains are not substantial and depend on the target series.

The rest of the paper is organized as follows. Section 2 reviews some results of the
dynamic factor models and the method of principal components. Section 3 introduces
the C-PC estimator and Section 4 establishes asymptotic convergence result and its
relative efficiency to PC estimator. The small sample properties of the estimators are
compared in Section 5 by means of Monte Carlo simulations. Finally, Section 5 con-
cludes. Proofs are deffered to the Appendix.

Notation

The following notation is used throughout the paper: E(.|Z;) and E(.) denote condi-
tional expectation given variables in Z; and given information at time ¢ respectively, A’
denotes the transpose of A, when A = [a; ;] is ¢ X p matrix, A’ = [a;,] is of dimensions
p X g, A® B denotes the Kronecker product of matrices A and B, for A = [a;;] and
B = [by], A® B = [a;;B], A~" denotes the inverse of a matrix A, ¢, is a m-vector
of ones, I, is an m x m identity matrix, diag(A) = (a1,1,a22, ..., an,) Wwhen A = [a; ]
and, by “vector” we mean column vector, for any positive number a, [a] is the largest
integer smaller than or equal to a.

2 Preliminaries

Let X;; be the observed data for the i’ cross-section unit at time t (i = 1,---, N, t =
1,-+-,T). Consider the static factor model representation of the data:
Xit = NF, + ey, (2.1)
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where F; = {Fy}1<k<r, is an r x 1 vector of common factors, \; = {\jx}1<p<, is the
corresponding vector of factor loading for cross-section unit ¢, and e;; is an idiosyncratic
component. The only observable quantities are the X;;, both the common factors F}
and the loadings \; are not observed and are estimated. In fact, the number of factors
r is also in principle unknown. For the purpose of this analysis, r is assumed to be
known. There are several methods for determining the number of factors r. Some
methods are based on the fit of the factors based forecasts, Stock and Watson| [1998] .
While other methods use information criteria, Bai and Ng| [2002].

Let X, -+, X, be observations from the N —variate response variable, the factor struc-
ture in vector form:

X, =AF,+e,t=1,--- T, (1.1)

where F} is the r x 1 vector of common factors, A is an N x r matrix of factor loadings,
A={N\, -+, Ny}; g is the N x 1 vector of idiosyncratic component of the model. Let
Uy be the covariance matrix for the N — variate response variable, ¥y = E(X,X}).
Then the factor structure implies a variance decomposition in the form

\IJN :ANQFA/N-f-QN, (12)

where the subscript N is explicit to show that the factor structure depends on the num-
ber of cross-sections. The existence and uniqueness of the approximate factor structure
requires that the largest r eigenvalues of Wy are unbounded with respect to N, the
remaining eigenvalues are constant (Chamberlain and Rothschild| [1983],Brown| [1989]
and (Connor and Korajczyk| [1993]). The approximate factor structure of (Chamberlain
and Rothschild [1983] generalizes the strict factor model which assumes diagonal er-
ror covariance )y to allow for a more general covariance structure of the error term
allowing for both time and cross-sectional dependence amongst the errors. The cor-
relation between the idiosyncratic components is assumed to be weak both serially
and cross-sectionally to allow for identification and estimation of the factor structure.
The dimension of the panel in (Chamberlain and Rothschild| [1983] approximate factor
model can be large in both N and T'. In fact the high-dimensional property is needed
to derive the desirable statistical properties of the estimate of both the factors and the
loadings in an approximate factor model. The model assumes weak cross-sectional cor-
relation, which is literally defined at the limit: as the number of variables grows larger,
the correlation between these variables becomes smaller. At the limit, when N goes
to infinity, the correlation dies out which ensures consistent estimation of the number
of factors and the space spanned by the common factors (Stock and Watson| [2002a]
and Bai and Ng| [2002]), and inferential theory (Bai [2003], Bai and Ng| [2003]). The
consistency result is achieved even if the estimation method doesn’t exploit features
of the data, such as heterogeneity in the signal to noise ratio, and non-spherical error
component.

In matrix notation, the model is written as

X =FAY + e, (2.2)
where X = [X,,---,X;]" is the T x N matrix of observations, e = [e;,--- ,e;] is a
T x N matrix of idiosyncratic errors, FO = [F?, ... | F9]"is the T x r matrix of common
factors and A® = (X0, A%  is N x r matrix of factor loadings.



The underlying assumptions of the approximate factor structure are standard in the
literature and are being reproduced here for completeness (see )Bai and Ng| [2002] and
Bail [2003]).

Assumption A1 (Factors). E||F?||* < co and T~ Y|, FOFY — Yp as T — oo for
some positive definite matriz Y.

Assumption A2 (Factor Loadings). E||\?||* < X < oo, and [[N~' 30 NAY —
YAl = 0 as N — oo for some r X r positive definite matriz 3.

Assumption A3 (Error term). There exists a positive constant M < oo, such that
for all N and T,

1. E(el‘t) = 0,E|€it|8 S M,'

2. E(ele,/N) = vn(s,t), |vn(s,8)] < M for all s and T Zstl Zthl Iy (s, t)] <
M;

3. Eei, ejr) = Tije with |14 < |75 for some 7;; and for all t; in addition,

4. Eleq, ejs) = Tijus and (NT) S ST S8 SN masl < M
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5. for every (t,s), E ‘N‘lﬂ Ziil eiseir — Eleiseq)]| < M

Assumption A4. Weak Dependence between Factors and Idiosyncratic Errors:

(g

This paper uses the usual normalization trick in the PC literature to enable identifi-
cation of the factor structure of either %Zle EF) =1, or SV AN, = L. The
model being analyzed in this paper is a static factor model in the sense that X, has
a contemporaneous relationship with the factors. Under the regularity conditions in
Assumptions A1-A4 (Bai and Ng [2002], Stock and Watson| [2002b]), the factors and
factor loadings can be consistently estimated as N and T are both large using the
method of asymptotic principal components, Connor and Korajczyk| [1989]. Techni-
cally, the principal component (PC) estimator minimizes the total sum of squares

A
772 Fleu
VT =

V(A,F) = tr[(X—FA)(X—FA). (2.3)

The PC estimator minimizes (2.3) subject to the normalization ¥'F/T = I,. The
estimator has a simple interpretation in terms of the singular value decomposition of



the sample covariance of the data. Consider the spectral decomposition of the sample
covariance matrix of X, ¥y = %X’ X:

Uyl =TA,
where A = diag(dy,--- ,dy) is a diagonal matrix with d; corresponding to the [**
highest eigenvalue of Wy, and I" = (¢1,- -+, ¢n) is the matrix whose columns corre-

sponds to the normalized eigenvectors of Wy. The 'normalized” PC estimator of F are
Frpi = ﬁgpﬁciﬂ for k=1,--- ,r;|De Mol et al.|[2008]. The PC estimator for A can be

computed as OLS projection of X on the estimated f“, A= %X’f‘ = [I7... Let us assume
that the processes are stationary, abstract from serial correlation and focus only on the
role of the cross-sectional dependence assumption. Assumption (A3.3) is sufficient and
necessary for the asymptotic properties of the PC estimators derived in the literature.
Bai and Ng| [2002] derive consistency results for the estimated number of factors, and
the space spanned by the estimated factors under approximate factor model. Refer-
ring to mathematical appendix of [Bai and Ng [2002], the result that PC estimated
factors F) span (up to an orthogonal rotation H*) the space of the true factors Fj,

ie, C%r (% Zthl | FF — Hk/F}HQ) = 0,(1) at a rate Cyr = min{N, T}, requires that
N72lejA|* = O,(N~1). The latter follows from E (Tfl ST ||N*1/26;A||2) < AM,

where ||A;]] < A < oo, which is a direct implication of Assumption (A3.3) as shown in
Bai and Ng [2002]” Lemma 1. Further more, this average convergence rate is sufficient
for consistency of the estimated number of factors using Bai and Ng| [2002] criteria.

The assumption doesn’t explicitly play a role in the PC estimation. In fact, the min-
imization of the system implicitly assumes that the error covariance matrix is
diagonal and homoscedastic. A number of studies have shown the importance of de-
viation from the assumption of spherical e; on the small sample properties of the PC
estimators. |Boivin and Ng [2006] provide an empirical assessment of the extent of
which likely features of the data affect the properties of the PC factors estimates F.
Their study finds that forecast based on weighted had smaller errors that forecasts
based on OLS-PC estimation. Their result points to a need to develop more efficient
estimators that fully exploit information in the data. Let us assume for the moment
that the errors are independent across time and that the time and cross-sectional dy-
namics are separable, F(ee;) = §2. If Q is known, a generalized least squares type
principal component (GLS-PC) estimator can be constructed by minimizing,

Vo(AF) = tr[Q'(X—FA')(X-FA)]. (2.4)

This GLS-PC estimator is studied by (Choi|[2012] for the case N < T with heteroscedas-
tic errors, where 0 = diag[FE(ey, -, E(en:))], and with block diagonal cross section
dependence with n blocks, where Q = Q; @ Qs - - - P .. Breitung and Tenhofen [2011]
considers similar type estimation for dynamic factor models with heteroscedasticity and
serial correlation. Estimation requires an estimate for the covariance matrix 2. Feasi-
ble estimators include, the sample covariance matrix Qy = 771X — FA’)/(X — FA/).
however, for high-dimensional systems with N > T Qu is singular. A candidate esti-
mate for €2 is the sample covariance matrix. However, when N > T, ) is singular and
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minimizing Vg (A, F) is unfeasible. To overcome inverting a singular matrix, Boivin
and Ng [2006] propose a weighting scheme that accounts for heteroscedasticity and
cross correlation. The weighting scheme is then applied to the PC estimator minimize

T T

V(N Fyowy) = anZ — NF,)?, (2.5)

t=1

where choices of the weights include (i) wy; is the inverse of the diagonal element of Qr
estimated using data up to time T and, (i) w; is the inverse of N=* SN [Qp (4, §)|.

In principle, if an estimator of Q! is available, a GLS type PC estimation can be
carried out. The random matrix literature has a rich body of work on estimating large
dimensional covariance matrices. Some of the results in this literature have been used
in the factor model literature. The approach is to estimate a sparse covariance matrix
using threshholding or penalized maximum likelihood.

Bai and Liao [2016] apply the estimator principal orthogonal component threshholding
estimator of Fan et al.| [2013] to derive a two-step estimator, and use a penalized
likelihood (Lam and Fan| [2009b]) for their proposed joint estimation procedure. In their
study, two estimators are proposed. The first is a two-step estimator that minimizes
the negative log-likelihood function,

1 1
—L1(A, Q) = Slogldet(AA + Q)| + -t (Sx(AA + Q) 7). (2.6)

where Sx is the sample covariance matrix of the data. An estimator of €2y is obtained
in a first step estimation using threshholding. The second joint estimator they propose
is an [;—penalized maximum likelihood estimator that minimizes,

1
i#j

The second estimator penalizes the off-diagonal elements of the covariance matrix.

3 The Cn-PC Estimator

Let us consider Assumption (A3.3) of bounded cross-sectional in an approximate fac-
tor model. The eigenvalues of the error covariance matrix 2 = E(e,e}) in (Chamber-
lain and Rothschild| [1983]’s factor model must be bounded. Under the assumption
of (covariance) stationarity, E(e;sej) = 7, all the eigenvalues of 2 are bounded by
max; .~ | |7;;|. Thus Assumption (A3.3) is implied by the assumption of % | |7;| <
M for all i and all N, |Bai and Ng [2002]. The ordinary PC (OLS-PC, Breitung and
Tenhofen| [2011]) minimizes the total sum of squares

mlr/l\lmlze ! Z Z ez (3.1)

irF i=1 t=1



The inequality in Assumption (A3.3) can be written as:

N N
1 .
N ZZSlgn(Tij)Tij S M, (32)
i=1 j=1
where 7;; = E(eyej) and ey = Xy — N Fi.
In this article, the estimated factors solve an optimization problem that combines the
PC objective function and the assumption of bounded cross-sectional correlation. The

factors and the loadings are estimated by solving the PC optimization in (3.1)) under
the restriction implied by (3.2]). The proposed estimation solves:

N
minimize (NT)~" Z e (3.3)

HirFi i=1 t=1 Z

N N
s.t ZZSign(Ti]’)Tij < M (34)

i=1 j=1

The sign function is defined as sign(a) = —1,0,1 for a < 0,= 0,> 0. For a scalar a,
sign(a) = a/lal, that is, sign(a) = a/va2.
Let S be N x N matrix with elements [S;;] defined as,

Sii = 0 (3.5)
Si; = sign(E(eqejr)) for i # j. (3.6)

The elements S;; are functions of the model parameters, S;; = S(\;, \j, F1). An esti-
mate of S;; can be defined using the estimated parameters of the model,

N

Sy = S(Xi,&j,ﬁt) (3.7)

T
. 1 S A S
= sign (T E (Xt — N Fy) (X — )\;Ft)) (3.8)

t=1

Under regularity conditions, for i # j plim S(S\i,j\j, Ft) = sign(7;;) as T — oo. See
Appendix for details.

In the following, let us assume that the population S;; are known. This is of course
unfeasible since in practice the variance covariance matrix is unknown. We argue that in
many applications, institutional knowledge and theory may provide information about
the direction of co-variation between variables without the knowledge of its strength.
In this sense, inference about the sign of the correlation is more precise than inference
about its value.

Let £1(F,A) = 73 eje, and Lo(F,A) = 7 351y €Se, — M. The optimization in
(3.3)-(3.4) can be written as:

mir/l\irlglize {Li(A, Fyr)|Lo(Fy A7) <0} (3.9)
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under the normalization of either T-' 37 | F,F/ = I,, or N"'3°% AN = I,. This
optimization problem can be solved using the theorem of Kuhn-Tucker.

Note that both £; and L, are of magnitude of order N. Let us assume that the
number of factors r is known and concentrate on the estimation of F' and A for a given
r. Treating the system in (3.9)) as a convex programming problem, the Lagrangian is

1
/;(A, F, ,u) = Nﬁl(/\, F) —f—/LNT[,Q(F, A) (310)

The matrix S has diagonal elements equal to zero and off diagonal elements that are ei-
ther 1 or —1. The lagrangian is similar to that of a shrinkage regression where the cross
correlations are shrunk towards zero. The parameter pyr represents the cost/penalty
for deviation of the solution from and thus plays the role of a shrinkage factor.

Proposition 1. The constrained principal component estimator (CPCE) for F°, de-
noted F, which solves is VT times the matriz consisting of the eigenvectors cor-
responding to the r largest eigenvalues of the matriz XAy X', where Ay = In + untS,
where unr is the Lagrange multiplier parameter. The Cn-PC' estimator for A°, denoted
A s given by A= 1XF

See Appendix A.

Under the additional assumptions

Assumption A5 (Error term). There exists a positive constant M < oo, such that
for all N and T,

1. let E(¢.Se,/N) = on(s,t), then S.1_ |on(s,t)| < M for all t.

2. for everyt,s, and N, assume that E |N*1/2 e/ Se, — E (e.Se,)] ‘4 < M;

) 2
3. foranyt and N, there exists a positive constant M < oo such that E H \/LNAO Se,|| <

M.

Theorem 1. For any fized (known) r > 1, there exists a suitable (r x r) full rank
rotation matriz H such that under Assumption A1-AH

OWLE

where H = (—A/“;‘VNA> ( }F

/FO

= Op(‘SK/ZT) + O (MNTaNT)

WNT( ZHFt H'F )—0(1),

where dyr = min{N, T} and wyr = min {dnr, SnrinT}-

) Vit Or equivalently,

10



See Proof in Appendix B.

As in the standard principal components estimation, the true factors F are identified
only up to a scale. What is considered is the space spanned by the true factors identified
by a rotation HF? of FP. In Theorem , the time average of squared deviations
between the Cn-PC estimator and those that lie in the true factor space goes to zero
as N, T — oo. The rate of convergence depends on the panel structure but also on the
regularization factor puny.

Note that the Cn-PC estimator are implicit functions of pyr. When puyr = O(1)
(equivalent to h = 0 in Proposition below) the Cn-PC estimator of F'is the principal
component estimator of the factor space consisting of the eigenvectors corresponding
to the r largest eigenvalues of XX'/T (see for example, |Stock and Watson| [2002a], Bai
and Ng| [2002], Bai [2003]). In this case, Theorem [1]implies the same rate of convergence
as in |Bai and Ng| [2002] which is equal to dyr and is determined by the smaller of N
or 7.

Theorem [1] establishes conditions under which the convergence of the Cn-PC estimator
is faster/slower than that of the ordinary PCEs.

Proposition 2. Let uyr = 5;,},}, then the rate of convergence in Theorem |1| is:

(i) wir = 512\%_’1) for h >0,
(ii) Wiy = 835 for h < 0.

In the case of h > 0, w3, < 0% and thus the Cn-PC estimator converge (in the sense
of Theorem (1)) to factors that lie in the true factors space at a rate slower than Bai and
Ng| [2002] ordinary CPEs. The two methods are implying a different rotation matrix
‘H which means the convergence is towards different rotation of the space spanned by
the true factors. Thus the estimated factor spaces are not directly comparable.

Lemma 1. Assume in addition that, then Y- S°_ yn(s,1)2 < M for some M < oo

uniformly in t,
2

e | B = HE|| = 0,(0).

The proof is similar to that of Theorem

3.1 Choosing M

The ’shrinkage’ parameter pyr can be estimated from the objective function L(i1).
The system is a function of M, the amount of cross-sectional correlation allowed in the
approximate factor structure. M is a tuning parameter that controls the amount of
shrinkage that is applied to the estimated 7;;. Clearly, pn7 increases as M decreases.
The relationship between puyr and M is a correspondence and not a function. Al-
though positive values of uyr correspond to a single value of M, the value puyr = 0

relates to all M in [% SN Zjvzl |E(é(0);:€(0)¢)] oo), é(0);; are the residuals from the
unconstrained PCA. If the factor structure is strict, then there is no need for shrinkage.

11



Let My = ZZ IZ] . ‘T 1Zt 1€(0);4€(0)¢|, then values of M < M, will increase

shrinkage and induce more sparsity of the error covariance matrix. The complimentary
slackness conditions are used to deduce an estimate jiy7 of puy7. If the constraints are
not binding and + SV Z;V | |E(eqwejr)] < M, then the constrained maxima are the

PC solution (F,A,O) On the other hand, if + ZZ 1 Z] | |E(eiejr)] > M, then by

the complimentary slackness we must have i > 0 and + PP DN e [Eleaes)| =

Chamberlain and Rothschild (1983) showed that asset prices have an approximate
factor structure if the largest eigenvalue of Q@ = FE(eie)) is bounded. The largest
cigenvalue of © is bounded by max; I, ||7;;]|, where 7; = E(eqej;), (Boivin and
Ng| [2006]).Under the assumptions of an approximate factor model, there should exist
a M such that Zjvzl |7l < M < oo for all @ and N. This assumption is vital in
the development of the approximate factor structure theory. However, there is no
indication as to how much cross-correlation is permitted in practice. |Boivin and Ng
[2006] use 7* = max;7; /N, where 7 = Z;VZI TS éué;e| as indicator for M/N,
which should be small and decreasing with N. That is, the bounding quantity M is of
order O,(N).

There a correspondence between the tuning parameter pyr that controls the amount of
regularization and the threshold M. If M is greater or equal than the L; ; —norm of the
PC regression sample covariance matrix, My = Zjvzl Zfil |75l, Tij = Zthl et/ T,
then the PCA estimator is, of course unchanged by the proposed regularization. For
smaller values of M, the constrained problem shrinks the estimated cross-sectional
correlations towards the origin in the L; ; sense. One-way to calibrate and estimate M
is cross-validation. Using a normalized parameter m = M /M, to index the constrained
estimates of F' and A over a grid of values of s between 0 and 1 inclusive. The value
m yielding the lowest estimated value for some risk function is selected. The risk can
be measured in terms of fit of the factors estimates I and/or in terms of prediction
error for factor based h—steps ahead forecasts. In our analysis, we present the path of
solutions indexed by a fraction m of shrinkage factor of Mj.

Penalized principal components regression

A closely related optimization problem to constrained PC regression problem in (3.10))
is the constrained regression

N T N N
miI}\ii%ize (NT)™! Z Z € + Knt— Z Z |E(eiejt)] (3.11)

i=1 t=1 i=1 j=1

Problems (3.10 ) and (3.11]) are equivalent (Osborne et al. [2000]). For a given kp;, 0 <
Knt < 00, there exists a M > 0 such that the two problems share the same solution,
and vice versa. Generalizing the result in

In (3.11), the parameter &, is easily interpreted as shrinkage/regularization parameter
applied to large cross-section correlation parameters. The Lagrange multiplier pyrp is
the price of deviation from the bounded cross correlation constraint imposed by the
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approximate factor structure. The two parameters are exchangeable for all practical
purposes.

4 Limiting distributions of constrained principal com-
ponent estimators
In this section, We study the asymptotic distributions of the proposed constrained

PC estimators. In particular, these estimators are compared to the properties of the
ordinary PC estimators of Bai| [2003] and the generalized PCEs of |Choi| [2012].

Assumption A6. Moments and Central Limit Theorem

1. for any t, N and T, there exists an M < oo such that

2
< M,

T
1 , /
s Hﬁ > RSt~ E (€5

2. for any N and T, there exists an M < oo such that

2

T
> AYSe P < M

1
EHWM

3. for each t, as N — o0,

\/_Aolet N(0,%,)

where ¥, = limpy_00 A" E(e,e})A°;

4. for each i, as T — oo,

\/_ZF%“ % N(0, D;),

where ®; = ph’mTHoo% Zt:l 2521 E(F’tOFtO/eiteiS)‘

Assumption A7 (Factor Loadings*). |[N7'AY AyA? — ¥),|| — 0 as N — oo for
some r X 1 positive definite matriz Y.

Assumption A8. The eigenvalues of the r X r matriz (Xp, - Xp) are distinct.

Assumption A9. The tuning parameter unr satisfy:

1. 5o = olunr), ﬁ%]\sz = o(unt) and pyr = o(1);
2. NT Y izy |Tisl = 0.
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Theorem 1. Suppose that Assumptions A1-A7 hold.

1 If YN,

TunT

VN <Ft - %’Fto) 4 N(0,VV2QU, Q1) (4.1)

Proof in Appendix B.2

Efficiency of Cn-PC estimator

The main motivation of this paper is to improve on the existing estimators in terms
of efficiency. The ordinary PCEs have asymptotic distribution (Theorem 1 of |Bai and
Ng| [2003]):

VN (Fi= H'ED) % N(0, Vo QupeiQl Vi), (4.2)
where Qppe = Exl/ QTOPC%;/CZ, Yope 1s eigenvector of Z}\/ ’y FZ}\/ ? and Vope = QopeXn Qe
Let X;; be the observed data for the i cross-section unit at time ¢ (i = 1,---, N,t =
1,---,T). Consider the static factor model representation of the data:

Xit = A;Ft + Eity (43)

where Iy = {Fit}1<k<r, is an 7 X 1 vector of common factors, \; = {A\ix }1<k<, is the
corresponding vector of factor loading for cross-section unit ¢, and e;; is an idiosyncratic
component. The only observable quantities are the X;;, both the common factors F}
and the loadings \; are not observed and are estimated. In fact, the number of factors
r is also in principle unknown. For the purpose of this analysis, r is assumed to be
known. There are several methods for determining the number of factors r. Stock
and Watson| [1998] develop a consistent estimator for r based on the fit of factor based
forecasts. Bai and Ng| [2002] use information criteria to penalize the sum of squared
residuals in model to construct consistent estimator for r.Let X;; be the observed
data for the " cross-section unit at time t (i = 1,---,N,t = 1,-- -, T). Consider the
static factor model representation of the data:

Xit = )\;Ft —I— Eit, (44)

where Fy = {Fit}1<k<r, is an 7 X 1 vector of common factors, \; = {A\ix }1<k<, is the
corresponding vector of factor loading for cross-section unit ¢, and e;; is an idiosyncratic
component. The only observable quantities are the X;;, both the common factors F}
and the loadings \; are not observed and are estimated. In fact, the number of factors
r is also in principle unknown. For the purpose of this analysis, r is assumed to be
known. There are several methods for determining the number of factors r. See for
example, Stock and Watson| [1998] and Bai and Ngj [2002]. It is very hard to compare
the asymptotic variance covariance matrices in (4.1)) and because the Cn-PC
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estimator and PCEs are estimating different objects. These estimators are estimating
different rotations of the true factors because H in the PCEs and H in the Cn-PC
estimator are generally different.

Consider the case of a factor structure with one common factor. This is an interesting
case where H and H are identical and equal to the scalar E;l/z. In this case, PCEs
and Cn-PC estimator are estimating the same object F;/v/Xp. Since in this case (of
r=1),7T=Tp.==1, Q= Qopc = E;UQ, then the Cn-PC estimator of F}

FO 1

X 1
F, + —=N (0, =% v z—i) 4.5
t \/Z_F \/N ( EF Ax TTHA ( )

and the PCEs have

. FO 1 1
Fiope —2—+ —N (0, =—2'¥ 2—1> , 4.6
t,op \/E_F \/N < EF A FTHA ( )
where
NSA

YA« = XA + punr plim > YA, (4.7)

because § is positive definite and g7 > 0. In this case, the Cn-PC estimator are more
efficient than the PCEs with ratio of (asymptotic) variances equal to:

V(F}ope) ( , A’8A>2
— =1+ lim .
V(E) UNT P N

Note that the variance of the Cn-PC estimator decreases to zero as puyr — o0o:

. 0,
lim V(F;) = lim

5 Monte Carlo Simulations

5.1 Simulations designs

This section presents the Monte Carlo experiments designed to study the small sample
properties of the proposed Cn-PC estimator and their performance relative to the
ordinary PCEs in the presence of cross-correlated errors. The experimental design for
the Monte Carlo simulation adopts the same covariance structure as in |Boivin and Ng
[2006]. Let the total number of cross-sections N be divided into three groups of sizes
Ny, Ny and N3 such as, N = Ny + Ny 4+ N3. Let the errors u; be the building blocks
for the errors dynamics with u; ~ N(0,1),2 = 1,--- , N, and construct the errors e;
where

Ny ey = orug,

Ny : ey = oouyy,
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Figure 3: Sparsity of the errors covariance matrix, N = 50

) I c
N3t ey = o3y, € = uy + Zj:l PijUjt

In this experiment, the errors in the first Ny series are mutually uncorrelated, the errors
in the next Ny are also mutually uncorrelated but their variance differ from the first
series, 05 > o7. Cross correlation is introduced in the last N3 series. The latter are
correlated with a proportion C' from the N; group. The cross correlation matrix §2;3
therefore has C'- N3 non-zero elements. The correlation coefficients p;; denote cross-
correlation of series i € {1, N, } and j € {N; + Ny + 1, N} and is drawn from a uniform
distribution U[0.05,0.7]. The error variance in the third group is o3 = 07.The error

covariance matrix takes the form:

Q= o7, 1<i< N

Qi = o3, Ni+1<1 <N+ Ny
Qii:a;f, N1+N2+1§Z§N
Q”: O, 1§Z,]SN1+N2

Qij:O‘lo'gpij, Z§O7N1+N2+]-SJSN

Figure |3| displays an example of the pattern of dependence structure in the simulation
design. The variances are equal to one, and thus the graph represents a sparcity plot
for both the covariance and the correlation matrix. In this example, there is clustering
of correlations between group 1 and group 3 as well as within group 1 and group 3
series.

The common factors and the loadings are fixed throughout the simulation, which cor-
responds to analysis conditional on F® and A°. The number of factors r is known and
fixed. The study considers two cases, r equal to one and two. The panel dimension
takes combinations of T" = 50,100, and N = 50, 100, 150. Data are generated through
Xit =D 1 NimFme + €. Our Monte Carlo results are based on L = 2,000 repetitions.

For each repetition [ = 1,--- , L, the Monte Carlo experiment is carried out as follows.

(i) Compute the ordinary principal comApo%lent§ estimators of F&)DCE, /AX(OZ)I;CE and
the estimated errors e, pop = XU — A(Ol)PC EFS}DC - Using the sample covariance

matrix QOPCE = ¢’¢/NT, construct an estimate for sign matrix, SO,
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(ii) Given a value of M = m - My, where m € [0, 1], compute (F(l), ,uNT>

(a) Begin with a starting value unt = pio, here we take pg = 0.5+/tr(é’é) /tr(é' Ané),
and A, = Iy — uS, find the optimal solution to the dual objective function
L(p):

fin = arg max, (NT) ™" [tr XA, X' — tr F,;XAMX'FM} —-M, (5.1

where F u 1S VT times eigenvectors corresponding to the largest r eigenvalues
of Uy, = lX’ A,X. This is iterated to convergence and to optimal values

F ®, MSV)T

(b) Compute the Cn-PC estimator for the loadings as a linear projection of X
on FO: AD = %X’F(Z).

(iii) Compute the following measures of performance.

- Percentage explained variation. Boivin and Ng| [2006] use the percentage of
variation in the true factors captured by the estimated structure,

. <F0’ﬁ<l> (Forp)” ﬁ<l>’F0)
@ _
SF,FO o tr(FO’FO) : (5‘2)

- Small sample bias. The estimated factors and the true factors are not di-
rectly comparable. The estimated factors span a transformation of the true
factors. In comparing the small sample bias of the Cn-PC estimator and
the benchmark PCEs, one has to account for the differences in the rotation
matrices H and H. We compute the small sample bias of the (rotated)
factors F, = H L F}:

L
bias®) = Z F — Fo. (5.3)
fork=1and t=1,[T/2,T
- Empirical mean squared errors (MSEs). For each Ft(l), we compute

R 2
MSEs® = 1|0 — Ft“(”H . (5.4)

5.2 The ’Diffusion Index’ framework

Consider the forecasting model whereby we are interested in the one h-ahead forecast
of a series ;. The series to be forecasted in both Monte Carlos are generated by

.
0 _
Yirn = Bo + E BiFjt + €vn = Yro tynjt + €t
j=1
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where ¢; ~ N(0,02), and o2 is chosen such that the R? of the forecasting equation is
ky. The infeasible diffusion index forecast is §jzo ;45;, Which only requires estimation of
p. The feasible diffusion index forecast is denoted yp , e which requires estimation
of both the factors and 3. A forecast using the observed N series is not feasible if N
is large. However, one can use the factor structure of X;; in equation and use
FY = {F}}};_, to account for the important drivers of common variation in X:

Jroenz, = Bo+ FB. (5.5)

This forecast is unfeasible since the true factors F are unobserved. Given estimates
Fin ={Fun }§=17 using the data from the N series and conditional on information at
time Zt, a feasible factor augmented forecast, also known as a ’diffusion index’ forecast

(Stock and Watson| [2002a]), is

:&Ft,Nut"F”It = BO + Ft,,NB' (56)

The feasible "diffusion index’ forecast requires the estimation of both F; and 5 and thus
depends on the properties of the 'generated’ regressors F; y. We compute the empirical
mean-squared-forecast errors (MSFE) and, Boivin and Ngj [2006]

1 R . 2
MSFEgﬁ@Fo = j ; (yFO,t+1|t — yﬁ,t+l|t> (57)
1 T+J-1 ) )
SB»B = j <yf7',t+1|t - yﬁ,t+1|t) (58)
t=T

The Statistic measures the loss in forecast accuracy due to F; being unobserved
and estimated. If the estimated factors are consistent and span the same space as the
true factors, the difference in forecasting performance of the two predictors Ft ~ and
F 0 should be negligible and S, o GO close to one. The larger is SyF 70 the closer are
the diffusion index’ forecasts to those generated by the (infeasible) forecasts based on
observed factors. The statistic in ((5.8)) assesses the accuracy of the ’diffusion index’
forecasts relative to the conditional mean forecasts which requires only estimation of
F;. Smaller values of S 5, are desirable.

A pseudo-out-of-sample forecasting experiment with 10 years rolling window corre-
sponds to T' = 120 and is carried out for 10 years into the future, J = 120. The
panel size in this experiment are 7' = 120 and N = 131 to reflect the panel dimensions
commonly used in macroeconomic forecasting.

5.3 Simulation results
Fixed M

Table [Ij reports the small sample bias and sample standard deviation of the estimated
factors Fy; for j = 1. For the sake of brevity, the results are computed for ¢ equals
to [T/2] and T. The number of factors in this design experiment is r = 1. Note
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Table 1: Small sample bias and standard errors for the estimated factors F} 1, for t = [T/2], T
and r =1

Cn-PC PCE
Flr/21 Fra Flry21 Fra
T N bias std bias std bias std bias std
50 50 -0.018 0.190 -0.092 0.163 -0.024  0.037 -0.139  0.097
100  0.001 0.179 -0.207  0.092 0.033 0.031 -0.025  0.008
150 -0.155 0.136 0.293 0.137 -0.211  0.103 0.353 0.166
100 50 -0.004 0.118 0.008 0.092 -0.046  0.025 0.121 0.015
100 -0.128 0.102 -0.109 0.106 -0.120  0.079 -0.114  0.054
150 -0.168 0.105 -0.049 0.115 -0.126  0.063 -0.013  0.053
150 50 -0.007 0.089 0.026 0.078 -0.032  0.053 0.070 0.081
100 0.018 0.097 -0.113  0.086 0.054 0.022 -0.180 0.032
150  0.093 0.062 0.031 0.065 -0.000  0.020 -0.065 0.021

The results are for the sampling distribution of F} = J’lﬁ’t, J = H for Cn-PC and J = H for PCE. The shrinkage
factor M is chosen by a 10—fold cross-validation.

Figure 4: Accuracy of the Cn-PC estimators of common factors: Empirical MSEs

Average MSE for F. T=50, N=135, r=1 Average MSE for F. T=50, N=135, 1=2
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Note: The MSEs are computed for the rotated estimated factor matrix Ft = Jﬁ't. The shrinkage factor M is equal to
My for which the constrained problem has the same solution as its dual penalized PC regression.

that in all of Monte Carlo results, the number of factors r is assumed to be known.
The threshold M = M for which (3.11) and have the same solution. Results
show that overall, the proposed constrained estimators (Cn-PC estimator) have smaller
bias compared to the ordinary principal components estimators (PCEs). The sample
standard deviation of the Cn-PC estimator is larger than those of the PCEs for panel
dimensions considered in the experiment. Figure 4| displays the sample MSEs for
the rotated factors matrix F; estimated using the Cn-PC over a grid of values for the
regularization parameter uy7r and for a given M. The results shown are equivalent to
the penalized PC estimator that solves . Results for the PCEs are reported in
dashed line. The left panel is for the case with one true factor, and the right panel
is for the case of two factors in the population model. As expected, the proposed
technique with puyr = 0 gives the same factors’ accuracy in terms of MSEs as the
standard principal components method. As the penalization increases, the MSEs for

19



Figure 5: Accuracy of Cn-PC estimators of common factors F: S b Fo
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model with 7 = 1, decrease sharply. For r = 2 DGP, the MSEs of F, also reaches a

stable value after some dynamics for small py7. The relationship between MSE and
U7 18 not monotonic.

5.3.1 M indexed path

Figure 5| displays the path of the statistic S o indexed by m = M /M. Note that in

this experiment, the Cn-PC estimator £, and ity are jointly estimated. The Cn-PC
estimator results are shown in circle-dot dashed line, and the PCEs in bold dashed
line. The left panel plots the results in case of a covariance matrix Q° of design 1 and
the right panel for design 2 covariance matrix. The right panel shows that the PCEs is
doing a pretty good job with statistic values in the 90% range. However, there is also
a clear advantage of the Cn-PC estimator with values that range from 0.97 to 0.98.
For the more elaborate covariance structure in the left panel, the estimated factors
span less perfectly the true factors. The PCEs are low in the 0.40 range. The Cn-PC
estimator improves the ability of the factors estimates to span the factor space with
values reaching 0.75. The plot suggests that the relation between M and Sp 5 is not
monotonic. There are some values of M for which the Cn-PC estimator do slightly
worse than the standard techniques.

These plots display how the estimated statistics are affected by the model threshold
selection method. These can be graphical tools for selection of the parameter M in
similar way as the 'ridge-trace’ plot is used in the context of ridge regression, (Hoerl
et al.|[1975]). Such plots provide a visual assessment of the effect on coefficient of the
choice of the ridge regularization parameter, thus allowing the analyst to make more
informed decision. The selected M* corresponds to the threshold value at which the
value of the statistic of interest stabilizes.

In Table [2] the estimator GLS-PC refers to |[Choi [2012] estimator which uses PCE
sample covariance estimator to compute a feasible generalized PC efficient estimator.
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Figure 6: Empirical mean squared errors (MSEs) of Cn-PC estimators of common factors F
and common components C'
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Table 2: Efficiency of estimated common factors: Sp o and MSE

Sp o MSE}
T N PC CnPC PC-GLS PC Cn-PC PC-GLS
100 25 013 0319 0434 217 216  2.13
50 012 0382 0.157 184 176 177
150 50 0.0  0.337  0.185 178 195 197
100 0.0 0580  0.078 1.83  1.89  1.94
55 50 0.24 0505  0.072 1.94 195 175
50 25 0.26 0341  0.252 1.96  1.36  2.02

The OLS-PC are very inaccurate in terms of Sj po. The GLS-PC performs better in
case of T' large and N small. However, as N becomes larger, PC-GLS becomes less
accuarate. When N is large, GLS-PC performs poorly with S po considerably lower
than the ones for the PC and Cn-PC estimators. The low accuracy of PC-GLS can be
explained by the poor accuarcy and unstable estimator of the covariance matrix when
N is large and close to T.

Sample correlations

Similar to the use 'ridge-trace’ plot which shows graphically the effect of the shrinkage
parameter on the coefficients in the linear regression model, one can look at the effect
of the threshold M on the elements |7;;| and the sample cross-section correlations. We
use this strategy to select the threshold M for the results in this section.

Figure m shows histograms of the sampling distribution of w;; for a selection of values
for + and 5. We select cases where w?j =0 and w?j # 0 in the population model. The
dotted vertical line marks the true population value. The Cn-PC estimators are shown
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Figure 7: Distribution of w; ;
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in the black colored histogram.

In the top two panels, the results show that for the PCEs estimates of the sample
correlations, the distributions is almost symmetric around zero and fat tailed. The
Cn-PC estimator estimates are much smaller and concentrated around a small average
value. This observation is regardless of the true population value. This is due to
the fact that the Cn-PC estimator is shrinking the average absolute value of these
correlations. The shrinkage is not applied to each correlation coefficient.

The Cn-PC estimator’ correlations are shrunk relative to the PCEs. This reduction in
the size of the correlations is less significant for the case of N =T = 150, although the
spread is still smaller.

Figure |8 shows the sampling distribution of maximum average cross correlation 7*.
The results show that overall, the estimated 7* based on Cn-PC estimator are lower
than those based on PCEs. In the first panel with N = 50 and 7" = 100, 7* for Cn-PC
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Figure 8: Sampling distribution of 7*
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Figure 9: Accuracy of the 'Diffusion Index’ forecasts
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estimator support ranges from 0.02 to 0.46, while for PCEs, the range starts from 0.47
to 0.66.

These results depend on the panel dimension. For 7' = N = 150, the results are less
promising, although the distribution of 7* is skewed to the left favoring lower values.

Simulated forecasts

Figure @ displays the statistics Sy, and Sj 5 indexed by m = M /My. The dotted-
dashed circle line plots the results for Cn- PC estimator, while the benchmark PCEs
are shown in the straight dashed line. The plot also shows results for the weighted-PC
estimator (Boivin and Ng| [2006]) which uses as weights, w;r equal to the inverse of
Nt Zjvzl |€;;| for each error e;; in the PC objective function. The results correspond to
a panle with 7" = 120 and N = 130 to reflect the panel dimensions that are encountered
in macroeconomic forecasting and arbotrage pricing applications. The plots correspond
to averages over 1000 replications.

As expected, the weighted-PC estimator outperforms the PCEs with smaller values of
Syy and Sp 5. The shrinkage factor M = m - My matters for the performance of the
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Table 3: Pseudo-out-of-sample mean squared forecasts errors for US inflation and industrial
production

IPS10 PUNEW
r =10 r=>5 r =10 r=>5
h=12 PC Cn-PC PC Cn-PC PC Cn-PC PC Cn-PC
1970-2002 MSFE 0.51 0.51 0.52  0.50 0.64 0.62 0.57 0.57
Var 0.85 0.85 0.66 0.66 0.53  0.53 0.60 0.60
1970-1985 MSFE 0.32 0.31 0.31 0.31 0.43  0.40 0.38 0.38
Var 0.95 0.94 0.75 0.75 0.45 0.45 0.56  0.56
1985-2002 MSFE 1.09 1.08 1.13  1.11 1.65 1.63 1.46 1.40
Var 0.53  0.50 0.39 0.43 0.87 0.85 0.77 0.75
1PS10 PUNEW
h=1 h=4 h=1 h=4
r=7 PC Cn-PC PC Cn-PC PC Cn-PC PC Cn-PC
1970-2002 MSFE 0.72 0.70 0.57  0.57 0.78 0.75 0.67 0.67
Var 0.42 0.38 0.56  0.56 0.27 0.27 0.37 0.37
1970-1985 MSFE 0.66 0.61 0.49 0.49 0.75 0.71 0.56  0.55
Var 0.46 0.43 0.56  0.56 0.26 0.25 0.42 0.41
1985-2002 MSFE 0.86 0.86 0.86 0.86 0.82 0.82 0.97 0.97
Var 0.28 0.28 0.54 0.54 0.28 0.28 0.25 0.25

Cn-PC. Unlike the resuls we have documented earlier with respect to the accuracy of
the factors, there is no pattern to the relationship between M and the diffusion index
forecasts. But the results, show that, for small values of m, the Cn-PC can outperform
the weighted-PC by sizable margins.

6 Empirical Example

This section applies the Cn-PC estimator to a forecasting experiment for the U.S. Index
of Industrial Production (IPS10) and Consummer Price Index (PUNEW) using the
dataset provided by [Stock and Watson| [2002a]. The data include real variables such as
sectoral industrial production, employment and hours worked; nominal variables such
as consumer and price indexes, wages, money aggregates; in addition to stock prices
and exchange rates. The data series are transformed to achieve stationarity: monthly
growth rates for real variables(industrial production, sales - - -) and first differences for
variables already expressed in rates (unemployment rate, capacity utilization, ---). The
dataset comprises of monthly observations from 1959:01 to 2003:12 and 131 time series.
The sample is divided into an in-sample portion of size 7' = 120 (1959:01 to 1969:12)
and an out-of-sample evaluation portion with first date December 1970 and last date
December 2003. Therefore, there are a total of M = 397 out-of-sample evaluation
points split into pre- and post-1985 periods with cat-off date December 1984. The
models and parameters are re-estimated and the 12-step-ahead forecasts are computed
for each month t = T'+12, - - - T+124 M —1 using a rolling window scheme that uses the
most recent 10 years of monthly data, that is data indexed t —12—T+1,--- ;t—12. In
this empirical example, the Cn-PC estimator is computed using a threshhold parameter
M that is chosen using a ten-fold cross-validation.

Table [3[ reports the mean squared forecasts error (MSFE) relative to the random walk
and the variance (var) of the forecasts relative to the variance of the series to be forecast.
We consider three sample periods and consider different values for the forecast horizon
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h. The number of factors r is selected using Bai and Ngj [2002] information crieterion
IC,,, which returns and estimate of # = 7. We also show results for arbitrary values
of r =5,10.

It is observed that the gains in forecasts accuracy depends on the sample period and
on the target series. Generally, the gains are not significant and range from 0% to 6%
decrease in the pseudo-out-of-sample mean-squared forecast errors.

Consumer price Index forecasts appear to benefit the most from incorporating depen-
dence features using the Cn-PC estimators of the predictors F,. These benefits are
more appreciable during the period of post moderation of 1985-2002. This is sup-
ported by the findings in the literature. During this period, predictability of the price
and output series is problematic partly because of instabilities in the data and of the
inflation targeting policy of the Federal Reserve Bank.

7 Conclusion

This paper proposes a novel PC-based method for incorporating features of cross core-
lation in the data in large factor models. The method allows for approximate factor
structure in the sense of (Chamberlain and Rothschild| [1983] and embeds the assump-
tion of bounded cross-sectional dependence as external information in the PC method.
This constrained estimation is easily implemented within the classical principal com-
ponents analysis. The method does not require estimation of large covariance matrices
and works through a shrinkage mechanism applied to the sample cross covariances.
The Monte Carlo results show that the Cn-PC estimator is generally more efficient
than the PC and GLS-PC for large systems. Applied to real data, the results suggest
that improvements in the accuracy of the estimated factors does not always leed to
improvements into the forecasts accuracy but the results depend on the target series
and on the forecast horizon.

Future research into inference using the Cn-PC estimator is warranted. Applications of
the Cn-PC may include tests for the number of common factors and tests of hypothesis
on the factor space.

Appendix Al: Cn-PC Estimators

The critical points of the function ([3.10) are found by solving the first order conditions
on the feasible set:

R = (7.)
(I[)IMMﬁ = 0 (72)

oOF
N N
M > (NT)™' > &8¢, finr >0, finr <M — (NT)™! Zé@sg) =0 (7.3)
t=1 t=1

25



The conditions in ([7.3]) are known as the complementary slackness. The first two sets
of conditions in ((7.4) and (7.6)), lead to the following:

I) - i In + fintS) &, =0 (7.4)
(S (im)l

(a1 - Z (Iy + finrS) &, (7.6)
F_t (A (I + finrS) A)‘ N (In + inrS) X, (7.7)

Substituting ([7.5]) into the Lagrangian and imposing the identification restriction F'F /T =
I,., this concentrates out A to obtain a reduced Lagrangian that is a function of F' and

W

N
— | M/N - (NPT) Y se,
t=1

T
‘C(Fa/lNT7T) = (NT)_lzé;ét
t=1

= (NT) 'trace [¢ (Ix + intS) €] — M
trace X (Iy 4 jineS) X' trace F' (X (Iy + finyS) X') F

- NT N NT ~ fvrM
For a given [inr, the optimization problem is identical to maximizing trace F’ <w> F

with respect to F'. The estimated factor matrix, denoted by FH ~p to the latter problem
is the matrix with columns consisting of the principal components of, X (Iy + fin7S) X'.

Technically, consider the spectral decomposition of the matrix of,

Wy =X (In + inrS) X

\IIN”aFﬂ = FﬂAﬂ,
where A, = diag(dyz, - ,dn,) is a diagonal matrix with d,; corresponding to the
a™ highest eigenvalue of Wy 5, and I, = (p1,4, -+ ,¢n,4) is the matrix whose columns

corresponds to the normalized eigenvectors of Uy ;. The 'normalized’ constrained PC
estimators (Cn-PC estimator) of F(j1) are Fkt = \/_gok i Xy, for k=1,

To summarize,

Finr VT x first r principal components of X (I + jinrS))X', (7.8)
]\ﬂNT D Ny = X/ﬁﬂNT/T7
N
pot M=(NT)™' ) éSe, (7.10)
t=1
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I solve for (F}, /1) which minimizes the reduced Lagrangian £(F,u) in (7.8) subject to
the constraint F'F/T = I,.. The problem can be solve as in the standard primal-dual
procedure, whereby the Lagrangian is further concentrated to a reduced function of p,
after replacing F' by F (). The dual problem solves the maximum of the concentrated
objective function, £(u), which is equal to:

(NT)™ |tr X (In + jineS) X' —tr F, (X (In + jineS) X') Ejny | — fine M (7.11)

UNT

APPENDIX B: Proofs of Main results

B.1. Proof of Theorem 1

The main results in this paper can be proven using some of the Lemma’s of Bai and
Ng| [2002] and Bai [2003]. I will be therefore omit many of the details that are not
worth reporting. In all of the proofs, I assume that the true number of factors (in the
population) r is known.

Proof of Theorem 1 Let Vyr be an r X r matrix consisting of the largest eigenvalues
of the matrix ﬁX (In 4+ pnrS) X’ in descending order. Denote Ay = Iny+punrS. The
Cn-PC estimator estimates for the common factors F are defined as the eigenvectors
corresponding to the largest eigenvalues of the matrix X AyX’ and thus satisfy the
relation £ = ﬁXANX’ F Vyz by the definition of eigenvalues and eigenvectors. Let

AN ANA F'F
N T

from |Choi| [2012] (if Ay is replaced with Q~!)who generalized the original expressions
in |Bai [2003] and |Bai and Ng [2002] (corresponding to punr = 0),

the rotation matrix H = ( > Vur- Then the following relation originates

A 1 Ao 1 L
F-FH = <= (XANX) FVyz — ~7F (NANAN) F'FVyr
1 .
= 7 XANX' = F (N ANA) F') FVyp
1 .
= w7 (eAne + e ANAF + FN Aye) FVyr.
In vector form, the relation becomes,
A 1 A
F,—HF, = WVA?%F’ (eAne, + FON Aye, + eAyAF)) (7.12a)
1 I 1 I 1 I
= V]\?Ilw (ﬁ ; FSQLANQt + ﬁ ; FSFB A/ANQt + ﬁ ; FSQ;ANAEO>
(7.12b)
= Vyr (anrs +byr + enri) (7.12¢)
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Let Ay, be the j'h column of the matrix Ay with elements Ay ;;, then we can write:

1 T 1 T N N
aNTt = ﬁ Z FSQ;ANQt = ﬁ Z F Z Z eisAN,ijejt

1 j=1 =1

N N
Z (elselt + uUNT Z Sileiselt)]

=1 k£l

Note that the latter comes from the fact that the elements of Ay = Iy + unrS are
equal to Ay;; =1fori=1,--- N and Ay,;; = unrS;; for 1 <i# j < N.

T
anT: = —m F, s€i + [ F S;1es€
NTt NT g Z €ls€lt NTNT ; kzﬂ 1€is€lt
T N
= NL Z Z €sei + UNT 7 NT Z F (Z Z S’Lle’LSelt - Z elselt>
5; N =1 1 l ;z 1
= sei(l — + F, Sieis
T ; lzl ersei( UNT) + INT s NT ; 521 Zzl 1€isCl
1. 1. 1 = 4 e
= |7 Z Fiyn(s,t) + T Z Fosse| (1 — pny) + penr NT Z F Z Z Sileiselt] )
1 —1 s=1  I=1 i=1

where yy(s,t) = E (N_l Zf\; eiteis> and ¢y = gl% —n(s,t) are defined as in Bai and
Ng| [2002]. Similarly, we can write:
T /
1 ~ AU (IN + S)Gt
— Fs -~ /=t ,
e h (5

T

1 ~

byt = [T Z Fonse | (1 = pnr) + pive

where 1y = FYAY¢,/N. The last term cy7, is equal to byr, since, e, AFY/N = 1.

s=1

Using the Cauchy-Schwarz inequality, that states (3_1", z5)> <m Y . 22, we have

s=1"7s?
1E, = H P <3 (lanrall® + lowrell + llenral®)

and

T

T

1 A 3

T S OIE, -HEF|? < T > (lanrell® + lbvrel* + lenral®) -
t=1

t=1

Now

laxze* < 3(1 = pvr)? 2HZ Eyn(s, 0P +3(1 = puve) T QIIZF%tH

s=1 s=1

+ 3ufeT 2HZFZZS’16”6“/NH

=1 =1
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Bai and Ng| [2002] in the proof of their Theorem 1 in page 213, show that

T T
YOI Eo(s )
t=1

T
T Fuu/TIP = O, (N7Y).
s=1
For the last term in ZtT:1 ants/T

T- Z I Z F, Z ZszleweZt/NTH

= s=1 =1 =1

T T T
SEYS Sueren/NT =3 Rbw(s ) + 3 Fuow(s. 1)
s=1 =1 =1

where

€N(87 t) = N_lggggt - QN<37 t)
Now,

1 o 1 o g v
I= > Feon(s, )]l < <fZHFsHQ> (TZ\@N(SJ)F)
s=1 s=1 s=1

- oo 5)

because of the normalization F”F' /T = I, and Assumption A5(1). Thus, + >,_, ||+ >°._, Fion(s, )|
O, (#)- Now,

1T
7!

'ﬂ |

T el A 1/2 A T 27 1/2
Z S 13 ||2 < f (T ZHFSH) ﬁzz (Z&N(Svt)gN(‘S,vw)
@)

2
since £ (Zt_l En(s, t)én(S, t)> < T? max,,; F|éx(s,t)|*, and from Assumption A5(2)

Elén(s, )] = N2E\N V21¢ Se, — E(e\Se))|' < N2M.

To summarize,

T

1 1 1

T ZH“NT,tH2 = [Op <T> +0Op (N)} (2u%r — 2unt + 1)
t=1
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For bNT,t7

1 1, 1w FYAYSe
fZHbNT,tH2 < fZ Z snstH 1_NNT) +MNTTZH_ZF (Tt>”2
t=1 t=1 s=1 s§=

The proof of Theorem 1 in Bai and Ng [2002] show that: %ZtT:lH% S FEaul? =
A
<
IR
= s—l t=1
O,

O, (N~1). Consider the second term,
A Se
( Z||FII2> ( Zn 0||2> s
1
N

2
Z 1 ET: <FOIAO/S€t>
because of Assumption A5(3), and Assumption A1(1). Thus,

—anmP 0, (7 ) e + (uve = 171

Combining all the results, we have

ML

’HFt

0 ()]
— Vit [0, (032) + O, (13r0r2)] -

The last step is to characterize the convergence of the matrix Vyr,

[Vaell = o |7 (xAvx) 7
< HFF/TH IXAyX'/N||
< 0,(1) - piy (XX /N XX /N]|)
= un0,(1).
At last,
1 1<y 2
LS ()] < e[ e
< tiny [0 (057) + Op (trdnT) ] -
and thus,

‘2 < [0y (un7OnT) + Op (937)] -
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B.2. Proof of Theorem 2

From (7.12),

T T T
. 1 Z A 1 Z ISy 1 Z -
s=1 s=1 s=1

Vit (ante + by + vt
= Vyrll +pnIl],

where
1 o~ - 1 o - 1~ - 1 o~ -
I = T;FS’VN@J) + T;Fs%t‘i‘ T;FSUSt_'_ T;stsm
where &, = FY A%, /N, and
T T / / T / ’
1 . e/ Se 1 . [(FYAYSe 1 . [(FYAYSe
IT==—Y F=-=4_) F(—=—) 4+ F+—=).
PR A A () A ()

Lemma 2. If uyyr = O(1). Then

powenevilo () o () o () o ()

Lemma [2| follows from the earlier result of Theorem [I| and the proof can be carried out
in similar way as that of [Bai, 2003, Lemma A.2 pages. 159-160].

The limiting distribution is determined by the dominant term in the expression [7.13
which depends on the panel dimensions and on the tuning parameter.

Lemma 3. Let \/N/TMNT — 0. Then under Assumptions A1-A7,

VN (Ft - %’Ft) = Vgh (zf:}ﬁng’) [(Aj_;t) + pinr (%)} +o(1) (7.14)

We have A”Se,/v/N = O,(1) by Assumption 5(3) and punr = 0,(1) by Assumption

7(1) thus )
VN (E - ’H’Ft> =Vl (EsleFsFS ) (A\/O_AQ;) + 0,(1) (7.15)

By Assumption [A€]3),

(/\\/ONQ) 4 N(0,T,).

Lemma 4. Under Assumptions A1-AJ,



(i)

1 A X..ANX, D
= _F F
Vit T ( TN ) =V,
(i)
F'FO (AY ANA®\ F'FO
T ( N > T Y

Lemma 5. Under Assumptions A1-A4 and A7,

, F'FO
pll,’nq—‘,N—)OO T = Q’
where Q is an invertible r X r matriz given by Q = VI/ZTEX:/Z, with V' consisting
of eigenvalues (in descending order) of Xp. - Xp and T is the corresponding matriz of
etgenvectors.

Proof. The result in lemma |5/ can be proven using the same methods as in the proof
of Proposition 1 in Bai [2003]. Key elements of the proof. By Lemma (ii) and
X = FOAY + ¢, we have (respectively):

o o 1/2 ’ . o o\ 1/2 o T
(A AnA ) et o (XANX ) . (A AxA ) (F F) Vo

N N N T

and
(Bnt + dyrRyy) Rnr = RV,

’ 1/2 / ’ 1/2 ’ 1/2 /
where Byr = <—AO “?VNAO> <FOTFO> (AO “;‘VNA()) , and Ryp = (AO “;‘VNA()) <F0TF>
Let Tnr = Ry7 V3 with Vi, the matrix consisting of diagonal elements of Ry Rnt.
Then (Byr + dytRyy)Ynt = YnrVar, which implies that Yy is an eigenvector of
Byt + dNTRR,IT, and we have

—1/2
Q = plim ) Ve Viip = S0 27V 2,

FY R i AY ANA°
=plm (———
p N

where 7" is the eigenvectors for the matrix B = plim By + dNTR]’VlT = Z}fZ FZjl\/f.

Proof of Theorem follows due to Lemma [2| and Lemma 4] and we have limiting
distribution of VN ( Fy — H’ Fto) is therefore a N(0,=;) where

Et - V71Q\IftQ'V71 (716)
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