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Chapter 1

Introduction

In the last century, the increasing amount of quantitative data available due to the improvements of informa-
tion technology has been accompanied by the development of dimensionality reduction techniques allowing
the researchers in all disciplines to easily interpret the data. Latent - or unobserved - factor models have been
among the earliest tools proposed by the statistical literature since the beginning of the twentieth century
to summarize the vast amount of quantitative information, and capture its relevant dependence structure. In
this type of models, the repeated observations over time of a numerical variable for different units of mea-
surement - or individuals - are assumed to be functions of (a) few unobservable factors common to all the
units in the panel examined, and (b) observational errors with negligible dependence to the factors. Un-
doubtedly, linear factor models are the most widely used and studied among the general class of unobserved
factor models. For this type of models, individual observations are a linear combination of a small number
of common factors and idiosyncratic errors. This statistical tool has been used to examine a wide variety
of phenomena in economics and finance, as it can be exploited to efficiently describe the common features
of multiple observable variables, and it often involves limited computational complexity even if applied on
large panels of data.

Among the first and most prominent applications of factor models in economics and finance are empirical
models of macroeconomic fluctuations and models of financial asset pricing. In the latter case, the stochastic
return of an asset is a linear combination of few systematic risk factors, plus an asset-specific random shock.
This idea is at the core of the equilibrium arbitrage pricing theory explaining returns of assets in large
economies initiated by Ross (1976). The typical dataset used in empirical finance consists of a large number
of observations, usually returns, for many different assets, i.e. they feature a large cross-sectional dimension.
In these settings, the natural estimators of the common factors for a linear factor model consist of computing
cross-sectional averages of the observations at each date, mainly using extensions of the principal component
methods as in Chamberlain and Rothschild (1983), Connor and Korajczyk (1986), Connor and Korajczyk
(1988), Connor and Korajczyk (1993), Bai and Ng (2002), and Bai (2003). Also Macroeconomics has
contributed - both from the theoretical and empirical sides - to the development of factor models for large
number of economic indicators, especially with the seminal contributions of Forni and Reichlin (1996), Forni
and Reichlin (1998), Stock and Watson (1998), Forni, Hallin, Lippi, and Reichlin (2000), Stock and Watson
(2002a). The main findings in this strand of literature is that business cycle fluctuations are determined
by few factors driving a large cross-section of macroeconomic time series. These factors are particularly
useful for the construction of leading and coincident indicators of the economic activity, or when used in



forecasting, nowcasting, and other policy exercises.

This thesis considers new latent factor models, and their estimation methodologies, suitable for settings
relatively unexplored in the econometric literature as (i) a nonlinear model for the joint dynamics of a large
cross-sectional distribution of asset returns, and the persistence of the ranks of the individuals inside it; (ii)
approximate linear latent factor models for large panels of mixed-frequency data; and (iii) small scale state
space models featuring multiple time series with stochastic volatility and observed at different frequencies.

Regarding point (i), the literature on asset allocation has found convenient to use the linear models de-
veloped in asset pricing theory to obtain a parsimonious representation of the expected excess returns of the
different assets to be included in a portfolio, and of their dependence structure as measured by the associ-
ated variance-covariance matrix. These models, depending on the dynamic specification of the factors and
the errors, allow to predict the evolution of the entire cross-sectional distribution of returns, the expected
return and the riskiness of each asset, and those of the portfolio itself. They proved to be central tools to
solve, both theoretically and empirically, asset allocation problems consisting on the maximization of the
risk-adjusted performance of the portfolio, where the risk adjustment is due to the manager’s utility func-
tion which is written on the portfolio value. More recently the literature on “fund tournaments”, initiated
by Brown, Harlow, and Starks (1996), has noted that money managers might also be interested in the relative
performance of their portfolios with respect to competitors, justifying new types of utility functions defined
on the rank, or relative position, of the portfolio return within a certain cross-sectional distribution of com-
peting returns (see, for instance, Guéant (2013)). In order to solve portfolio allocation problems based on
the maximization of these new rank-based utility functions, standard linear model of asset returns might not
be flexible enough as they imply a specific dynamic for the shape of the entire cross-sectional distribution
of returns, and also for the relative positions of asset returns inside the cross-sectional distribution. In the
literature there seem to be no available model for the disjoint characterization of the dynamic of the shape
of the cross-sectional distribution of returns, and the dynamic of the relative positions of the assets inside
it, which is valuable to solve rank-utility maximization problems. Inspired by - but differently from - the
copula model of Bonhomme and Robin (2009), we propose a model with two type of latent factors: the first
one driving the functional form of the cross-sectional distribution of returns, while a second type of factors
driving the autoregressive coefficient of the ranks of the single individuals. The latter factors allow to capture
commonalities over time in the persistence of the relative positions. This model implies a wider range of
possible rank dynamics than the standard linear factor model, due to the various nonlinearity features, and at
the same time can be estimated by maximum likelihood on a large panel of assets, as the estimators involve
only the alternation of time-series and cross-sectional averages of appropriate functions of the data.

Turning to point (ii), the vast majority of the models mentioned up to this point assume that all the avail-
able data are (time) sampled at the same frequency. Nevertheless, the data used in empirical research in
economics and finance are often observed at different frequencies, for example stock returns are available
at daily or higher frequency, while macroeconomic indicators are usually published at monthly or quarterly
frequency. On one side, the direct use of mixed frequency data generates new opportunities to better under-
stand the underlying structure of the economy, but on the other it poses some challenges from an econometric
point of view. In fact, empirical research generally avoids the direct use of mixed frequency data by either
first aggregating higher frequency series and then performing estimation and testing at the low frequency
common across the series, or neglecting the low frequency data and working only with the high frequency
series. The literature on large scale factor models is no exception to this practice, see e.g. Forni and Reichlin
(1998), Stock and Watson (2002a,b) and Stock and Watson (2010), although recently a number of mixed
frequency factor models have been proposed. Usually these models rely on small cross-sections, as in the
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seminal papers of Mariano and Murasawa (2003), Nunes (2005), Aruoba, Diebold, and Scotti (2009). Stock
and Watson (2002b) and Jungbacker, Koopman, and Van der Wel (2011) are among the rare recent attempts
to extend these models to large panels of mixed-frequency observables. Moreover, often the data sampled at
different frequencies are of a slightly different in nature, therefore a natural question to ask is whether groups
of data corresponding to different frequencies share any common factor, or their dynamics are decoupled.
Therefore, there appears to be need of a generic class of linear models which can be easily estimated using
extensions of principal component methods (i.e. that do not require computationally intensive recursive esti-
mation methods), and can handle large panels of mixed frequency observables, allowing for common factors
pervasive to all data, and also for factors loading only on the group of data observed at a specific frequency.

Concluding with point (iii), the first type of factor models developed for panels with small cross-sectional
dimensions, and actually very much used also for modeling single time series, are known under the name of
“state space models”. In order to be able to identify and estimate the latent factors from the data, specific
parametric assumptions are explicitly made on the dynamic specification for the latent factors and for the
idiosyncratic errors, and not only on the dependence structure between the factor and the observables. When
the specifications of the first two dynamics are linear and Gaussian, and the observables load linearly on
the factors, then maximum likelihood estimation is possible using a special kind of filtering algorithm for
the latent factor, called Kalman filter. When either one of the linearity and Gaussianity assumptions on the
idiosyncratic errors are relaxed, like in the case of idiosyncratic errors featuring stochastic volatility (which
can be seen as an additional latent factor loading on its variance), then ad-hoc nonlinear filters can be ap-
plied for maximum likelihood estimation. An advantage of these models is that they can be easily adapted
to handle mixed frequency observables. On the other hand, any departure from the linearity and Gaussian-
ity assumptions, or the increase of the number of observables, often imply an higher computational burden
of the filtering technique, with the associated risk of numerical instability of the estimation procedure. In
these situations the use of the indirect inference methods (see Gouriéroux, Monfort, and Renault (1993),
Smith (1993) and Gallant and Tauchen (1996)) becomes a fast and easy to implement alternative, provid-
ing an appropriate auxiliary model - i.e. a misspecified model matching the main features of the true one,
and easily estimable - can be found. In a recent paper, Bai, Ghysels, and Wright (2013) find a one-to-one
mapping among the optimal forecast of a low frequency variable attainable from a state space model with
mixed frequency observables, and a specific type of Mixed Data Sampling (MIDAS) forecasting regres-
sions, i.e. regressions involving as explanatory variables the same high frequency variables included in the
state space model (MIDAS regressions were introduced in the seminal paper of Ghysels, Santa-Clara, and
Valkanov (2006)). This insight, together with the older tradition in finance of using ARCH-type auxiliary
models to estimate stochastic volatility models (see, for instance, Engle and Lee (1999)), allow to have the
proper auxiliary models to perform indirect inference estimation of small scale state space models featuring
stochastic volatility in the idiosyncratic term of the observables.

The objectives of this thesis are the development of new econometric methodologies for the estimation
of latent factor models on large and mixed frequency datasets, and their application to asset allocation, the
study of comovement in the output growth of different sectors of the US economy, and the forecasting of
European GDP. The rest of the thesis is articulated in three additional chapters. Chapter 2, corresponds
to an article coauthored with Patrick Gagliardini and Christian Gourieroux, and presents a new type of
asset allocation strategies based on a novel dynamic model of the cross-sectional distribution of returns
and the ranks of assets inside the same cross-sectional distribution. These strategies are implemented on a
large panel of US stocks, and are shown to perform well compared to traditional asset allocation strategies.
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Chapter 3, corresponds to a paper coauthored with Elena Andreou, Patrick Gagliardini and Eric Ghysels,
and proposes a new class of approximate latent factor models suitable for large panels of data observed at
different frequencies. An empirical application uncovers the common components of monthly data output
growth rates of the US Industrial Production sectors, and the yearly output growth rates of all the remaining
sectors of the US economy, mainly services. Chapter 4, corresponds to a paper coauthored with Patrick
Gagliardini and Eric Ghysels. It introduces indirect inference estimators for state space models featuring
mixed frequency observables and stochastic volatility, and considers an application to forecasting quarterly
European GDP using monthly macroeconomic indicators. The content of each chapter is outlined more
extensively below.

Detailed outline of the chapters

Chapter 2: Positional portfolio management

The second chapter, corresponds to the paper Positional Portfolio Management. It introduces a new type of
asset allocation strategies named “positional portfolio” strategies. Positional portfolio management is based
on the maximization of the expected utility of the future rank, or position, of the portfolio value, as opposed
to the traditional portfolio management which focuses on the expected utility of the future portfolio value
itself. Specifically, we study positional portfolio management in which the manager maximizes an expected
utility function written on the cross-sectional rank, or position, of the portfolio return. This objective function
is introduced to reflect the portfolio manager’s goal to be well-ranked among competitors. This goal, which
does not necessarily coincide with the standard objective of maximizing the risk-adjusted performance of
the portfolio, is compatible with the desire of the manager to increase his/her asset under management, and
therefore his/her fees, when faced with potential new investors who value only the relative performance
with respect to competing funds. In this respect, also the manager might be more interested in relative
performance than in absolute performance, as documented by the literature on “fund tournaments” (see
e.g. Brown, Harlow, and Starks (1996) and Guéant (2013), among others).

To implement positional allocation strategies, we specify a nonlinear factor model for the asset returns
featuring unobservable individual heterogeneities and latent dynamic factors. The model disentangles the
dynamics of the cross-sectional distribution of the returns and the dynamics of the ranks, or positions, of
the individual assets within the cross-sectional distribution. We estimate our model on a large set of stocks
traded in the NYSE, AMEX and NASDAQ markets between 1990/1 and 2009/12, and implement the posi-
tional strategies for different investment universes. The factor model that we specify allows enough reduction
in the dimension of the parameter space to be able to implement the strategies on the same large dimensional
set of assets considered for the estimation. We compare the performance of positional strategies with tra-
ditional momentum, reversal, mean-variance, minimum-variance and equally-weighted portfolio allocation
strategies. We find that the positional strategies implemented out-of-sample outperform momentum and re-
versal strategies, as well as mean-variance and minimum-variance strategies in terms of average positional
utility and Sharpe ratio. The performance of the positional strategies is similar to that of the equally-weighted
portfolio according to these criteria, but the former outperform the latter in terms of probability to be well-
ranked. The fact that the strategies based on our model perform well when implemented both in-sample,
and out-of-sample, is an indication that the model is sophisticated enough to capture relevant features of the
dynamics of the cross-section of US stocks returns.



Chapter 3: Is Industrial Production Still the Dominant Factor for the US Economy?

The third chapter corresponds to the paper Is Industrial Production Still the Dominant Factor for the US
Economy?. This article introduces a new class of approximate latent factor models in the spirit of Bai and
Ng (2002) suitable for large panels of data observed at different frequencies. For expository purposes and
compatibility with the empirical application, we consider the simplified setting in which a first panel of mea-
surements is observed at high frequency and a second panel of measurements is observed at low frequency.
The model allows for the presence of latent factors common to both high and low frequency data panels,
and factors specific to the high and low frequency data. It can be written as a group factor model, and in
the proposed identification strategy, the groups correspond to panels observed at different sampling frequen-
cies. While there is a literature on how to estimate factors in a grouped model (see e.g. Krzanowski (1979),
Flury (1984), Kose, Otrok, and Whiteman (2008), Goyal, Pérignon, and Villa (2008), Bekaert, Hodrick, and
Zhang (2009) and Moench, Ng, and Potter (2013)), there does not exist a general unifying asymptotic theory
for large panel data. We propose estimators for the common and group specific factors, and an inference
procedure for the number of common and group specific factors based on canonical analysis of the principal
components estimators on each subgroup. The procedure is general in scope, can be extended straightfor-
wardly to the case of more than two groups of observables, and has many applications in economics and
other fields.

The empirical application revisits the analysis of Foerster, Sarte, and Watson (2011) who use factor
analytic methods to decompose industrial production (IP) into components arising from aggregate and sector-
specific shocks. They focus exclusively on the industrial production sectors of the US economy. Yet, IP has
featured steady decline as a share of US output over the past 30 years, as the US economy has become more
a service sector economy. Contrary to IP, we do not have monthly or quarterly data about the cross-section
of US output across non-IP sectors, but we do on an annual basis. We identify three factors with our mixed
frequency approximate factor model, where the first is a high frequency factor common to all sectors, the
second is a high frequency factor specific to IP-sectors and a third is a low frequency factor pertaining only to
non-IP sectors. Despite the growth of service sectors, we find that a single common factor explaining 90% of
the variability in IP output growth index also explains 60% of total GDP output growth fluctuations. A single
low frequency factor unrelated to manufacturing explains 14% of GDP growth. Moreover, we re-examine
whether these common factors reflect sectoral shocks that have propagated by way of input-output linkages
between service sectors and manufacturing. Hence, our analysis completes an important part missing in
the original study of Foerster, Sarte, and Watson (2011), which omitted, among others, the services sector:
a major ingredient of US economic activity. A structural factor analysis indicates that one common and
two frequency-specific factors to the productivity innovations, or technological shocks, continue to be the
dominant source of variation in the output growth of the US economy, but IP sectors technology shocks do
not play a dominant role.

Chapter 4: Indirect inference estimation of mixed frequency state space models with stochas-
tic volatility

The fourth and concluding chapter corresponds to the paper Indirect Inference Estimation of Mixed Fre-
quency Stochastic Volatility State Space Models using MIDAS Regressions and ARCH Models, joint work
with Patrick Gagliardini and Eric Ghysels. This article examines the relationship between MIDAS regres-
sions and the estimation of state space models applied to mixed frequency data featuring stochastic volatility.
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To estimate the parameters of the model, we introduce indirect inference estimation procedures proposed by
Gouriéroux, Monfort, and Renault (1993), Smith (1993) and Gallant and Tauchen (1996). More specifically,
we use MIDAS regressions introduced by Ghysels, Santa-Clara, and Valkanov (2006) combined with ARCH
specifications for the errors, as well as mixed frequency Vector Autoregressive (VAR) models (see e.g. Ghy-
sels (2014)) as auxiliary models. It is worth noting that in some specific cases we know the binding function
between the state space model and the implied MIDAS regression, as discussed in Bai, Ghysels, and Wright
(2013). However, these cases are rather too simple to be practical, so that the use of indirect inference is
a natural way to tackle the unknown binding function. In addition to the estimation of the parameters of
the model, we filter the latent factors given observables, using reprojection methods proposed by Gallant
and Tauchen (1998). Also these filters involve simple regression-based methods combined with ARCH.
Hence, we provide a simple estimation methodology alternative to computationally demanding approximate
nonlinear filters.

We assess the efficiency of our indirect inference estimator for the stochastic volatility model by com-
paring it with the Maximum Likelihood estimator (MLE) in Monte Carlo simulation experiments. The ML
estimate is computed with a simulation-based Expectation-Maximization algorithm, in which the smoothing
distribution required in the Expectation step is obtained via a particle forward-filtering/backward-smoothing
algorithm. The Monte Carlo simulations show that the proposed Indirect Inference procedure is very ap-
pealing, as its statistical accuracy is close to that of MLE but the former procedure has clear advantages in
terms of computational efficiency. Even in the linear Gaussian case, we find our indirect inference methods
remarkably accurate, when compared to the standard MLE based on the Kalman filter. An application to
forecasting quarterly GDP growth in the Euro area with monthly macroeconomic indicators illustrates the
usefulness of our procedure in empirical analysis. Last, it is worth noting that same frequency data set-
tings are a special case of mixed frequency ones. The methodology proposed by this paper is therefore also
applicable to standard state space models.
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Chapter 2

Positional Portfolio Management

Abstract

We study positional portfolio management in which the manager maximizes an expected utility function
written on the cross-sectional rank (position) of the portfolio return. The objective function reflects the
manager’s goal to be well-ranked among competitors. To implement positional allocation strategies, we
specify a nonlinear unobservable factor model for the asset returns which disentangles the dynamics of the
cross-sectional distribution and the dynamics of the ranks of the individual assets. Using a large dataset of
stocks returns we find that positional strategies outperform standard momentum, reversal and mean-variance
allocation strategies, as well as equally weighted portfolio for criteria based on position.

JEL Codes: C38, C55, G11.

Keywords: Positional Good, Robust Portfolio Management, Rank, Fund Tournament, Factor Model, Big
Data, Equally Weighted Portfolio, Momentum, Positional Risk Aversion.
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2.1 Introduction

The management fees of portfolio managers should be designed to reconcile the objectives of these managers
with the objectives of the investors. They depend on the asset under management for mutual funds, and also
on the returns of the portfolio above some benchmark threshold, the so-called high-water mark, for hedge
funds [Brown, Harlow, and Starks (1996), Aragon and Nanda (2012), Darolles and Gourieroux (2014)].
These designs might be not entirely satisfactory and induce spurious portfolio management. For instance,
the effect of high-water mark can lead managers to take too risky short term positions and use a high leverage.
Similarly, to increase his/her market share, that is the asset under management, the manager has to get better
performance than his/her competitors. In this respect, the manager might be more interested in relative
performance than in absolute performance, especially when the journals for investors write lead articles or
even make their cover page on the ranking of funds. For instance, “in the Managed and Personal Investing
section of the Wall Street Journal Europe, the Fund Scorecard provides the return of the top fifteen performers
in a category” [Goriaev, Palomino, and Prat (2001)].

The traditional Finance theory assesses the quality of a portfolio management strategy by considering
the expected (indirect) utility of the portfolio value, or of the portfolio return. A portfolio with 10% expected
return is preferred to a portfolio with 8% expected return for a given level of risk. However, this preference
ordering can be questioned if we account for the context, that is, for competing portfolio managements. Do
we prefer a 10% return when the competing portfolio return is 20%, or a 8% return when the competing
portfolio return is 5% ? Indeed, with 8% return the portfolio manager is number one, whereas he/she is not
with 10% return. Economic theory uses the term positional good to “denote the good for which the link be-
tween context", i.e., the behaviour of other economic agents, “and evaluation is the strongest", and the term
nonpositional good to denote that for which the link is the weakest [Hirsch (1976), Frank (1991)]. Positional
theory has proved useful to explain the escalation of expenditures in armaments, the race for technology
in electronic financial markets [Biais, Foucault, and Moinas (2013)], the negative association between hap-
piness measures and average neighbourhood income [Easterlin (1995), Frey and Stutzer (2002)], the sharp
increase in the surface of newly constructed houses in the United States, the labour force participation of
married women [Neumark and Postlewaite (1998)], and the demand for luxury goods [Frank (1999)]. The
application of positional theory in Finance, which is the closest to the topic of this paper, is the competition
for talented agents, especially for CEOs, fund managers, or traders in the finance sector [see e.g. Gabaix and
Landier (2008), Thanassoulis (2012)]. Indeed, the fact that investors look for talented fund managers might
explain the incentive for positioning introduced in the contracts for management fees, as well as the race of
fund managers to be well ranked, i.e. the so-called fund tournament [Goriaev, Palomino, and Prat (2001),
Goriaev, Nijman, and Werker (2005), Chen and Pennacchi (2009), Schwarz (2012)].

The aim of this paper is to introduce the positional concern in portfolio management. The positional
portfolio management is based on the maximization of the expected utility of the future rank (or position) of
the portfolio value, as opposed to the traditional portfolio management which focuses on the expected utility
of the future portfolio value itself. The positional portfolio management leads to new types of allocations
strategies, which we compare theoretically and empirically with traditional allocation strategies, such as
mean-variance, momentum and contrarian (or reversal) strategies, as well as the naive 1/n portfolio. We
measure the ability of positional strategies to yield portfolio returns that rank well cross-sectionally. A
positional strategy diverts resources to be well ranked in the race among portfolio managers and might
diminish the absolute performance compared to nonpositional strategies. In this respect, such a management
does not necessarily act in the interest of investors. Therefore, one goal of our analysis is to measure the loss
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(or gain) of absolute performance due to a positional strategy.'

In Section 2.2, we introduce the notion of cross-sectional rank (position). This notion is used to define a
positional portfolio management, and is at the core of the distinction of this management from the standard
management based on the expected utility of future portfolio returns. A positional strategy can be interpreted
as a standard strategy in which the utility function is replaced by a stochastic utility, which is function of
the stochastic future cross-sectional distribution of returns. To implement the positional portfolio strategy
we need an appropriate specification which disentangles the dynamics of the ranks from those of the cross-
sectional distribution of returns. The model for the dynamics of ranks is introduced in Section 2.3. The
Gaussian ranks follow a conditionally Gaussian autoregressive process, with the autoregressive coefficient
accounting for positional persistence. The latter can depend on unobservable individual heterogeneities
and stochastic dynamic factors. The dynamic model for the ranks is used in Section 4 to construct a first
type of positional portfolio allocation strategies, which are compared with standard momentum and reversal
strategies on a large panel of returns for stocks traded in the NYSE, AMEX and NASDAQ markets. The
investment universe for these positional strategies consists of about 1000 stocks, which illustrates the big data
aspect of our analysis. In Section 2.5 we complete the model by introducing an appropriate specification for
the dynamics of the cross-sectional distribution of individual stock returns. The distribution is chosen in
the Variance-Gamma family, with stochastic mean, variance, skewness and kurtosis driven by unobservable
common factors, in order to accommodate time-varying higher-order moments of the cross-sectional returns
distribution. The full vector of macro-factors driving positional persistence and the moments of the cross-
sectional distribution follows a vector autoregressive (VAR) process. The specifications for the dynamics
of positions, cross-sectional distribution and underlying factors define the joint dynamics of returns. The
complete dynamic model is summarized in Scheme 1.

Scheme 1: The model structure

A4

Positional factor Ranks

A \
/

Returns

A4

Cross-sectional distribution

A4

Distributional factors

This complete dynamic model is used in Section 6 to construct efficient positional portfolio allocation strate-
gies. We compare the performance of the momentum and efficient positional strategies with the performance
of traditional mean-variance, minimum-variance and 1/n strategies. We find that the positional strategies
implemented out-of-sample outperform momentum and reversal strategies, as well as mean-variance and
minimum-variance strategies in terms of average positional utility and Sharpe ratio. The performance of the
positional strategies is similar to that of the equally-weighted portfolio according to these criteria, but the
former outperform the latter in terms of probability to be well-ranked. Section 2.7 concludes. Technical
proofs and a discussion of the Nash equilibrium of positional strategies are gathered in Appendices.

"We do not discuss in this paper the positive or negative effects of such tournaments on the global social welfare, as possible
misuse of resources on the negative side, and acceleration of innovation on the positive side.
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2.2 Positional portfolio management

2.2.1 Returns and positions

Let us consider a set of n risky assets ¢ = 1,...,n, which can be either stocks, or fund portfolios, and a
riskfree asset with riskfree rate 77 ;. We denote by y; ¢ the return of risky asset ¢ in period ¢, fort = 1,...,T".
At any given date, the observed returns can be used to define the ranks (or positions) of the assets. For this
purpose, it is necessary to distinguish the ex-ante and ex-post notions of rank (or position). The ex-post
ranks are simply obtained by ranking at any given date ¢ the asset returns from the smallest one to the largest
one, and then taking their positions in this ranking (divided by n). Formally, the ex-post ranks are defined as
ay, = ﬁ;(yiyt), where ﬁt*() is the empirical cross-sectional (CS) cumulative distribution function (c.d.f.)
of the returns at date ¢. In the ex-ante analysis, the empirical cross-sectional c.d.f. at the current date ¢ is
replaced by its theoretical analogue, denoted by H () (see Appendix 1). Then, the ex-ante ranks are given by
uzt = H/(yit). The rank “;‘k,t corresponds to the position of return y; ; ex-ante with respect to the observation
of the other asset returns. The ex-ante ranks have a cross-sectional uniform distribution on the interval [0, 1],
whereas the ex-post ranks have the discrete empirical uniform distribution on {1/n,2/n, ..., 1}.

Since the ranks are defined up to an increasing transformation, we can also introduce the ex-ante and
ex-post Gaussian ranks. They are obtained from the corresponding uniform ranks by applying the quantile
function of the standard normal distribution:

uig = '(uf,)  and @ =@7N(a7,), (2.2.1)

where ® is the c.d.f. of the standard normal distribution. The ex-ante Gaussian ranks u;; (resp. the ex-
post Gaussian ranks 1; ;) are standardized to ensure a cross-sectional standard normal distribution (resp. a
cross-sectional distribution close to the standard normal one for large n). For instance, if asset ¢ has ex-post
rank 47, = 0.95, there are 95% of assets in the sample with a smaller or equal return on time ¢, and 5% of
assets with a larger return. The corresponding ex-post Gaussian rank is ; ; = 1.64, that is the 95% quantile
of the standard normal distribution. If an asset 7 has ex-ante rank u;; = 0.95, there is a probability equal
to 0.95 that the return at time ¢ of any other asset is smaller or equal to the return of asset ¢. The ex-ante
Gaussian ranks are related to the returns by the equation u; ; = Hy(y; +), where H; is the compound function
H; = d1lo Ht* .

To illustrate the notions of ex-ante and ex-post cross-sectional distributions, we consider the subsample of
all Center for Research in Security Prices (CRSP) common stocks 2 traded on the New York Stock Exchange
(NYSE), the American Stock Exchange (AMEX) and the NASDAQ), for which the monthly holding-period
returns are available for the period ranging from January 1990 to December 2009. We exclude from the
dataset the stocks for which monthly volume data are either missing, or equal to 0, at some months. We get a
balanced panel for the returns of n = 939 companies, with 7" = 240 monthly observations. We compute the
empirical cross-sectional distribution of returns H £ at the end of each month of the sample. The associated
smoothed probability density functions are displayed in Figure 2.1.

2Common stocks are stocks with CRSP End of Period Share Code 10 and 11. Therefore, our sample does not include Certifi-
cates, American Depositary Receipts (ADR), Shares of Beneficial Interest (SBI), Units, Exchange-Traded Funds (ETF), Companies
incorporated outside the U.S., Close-ended funds, and Real Estate Investment Trusts (REIT). Stock prices are denominated in US
dollars. The CRSP dataset includes 15044 different common stocks listed in the NYSE, the AMEX and the NASDAQ, in the period
from January 1990 to December 2009.
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[ FIGURE 2.1: Time series of cross-sectional distributions of monthly CRSP stock returns. ]

We deduce from these distributions the associated 5%, 25%, 50%, 75%, 95% empirical cross-sectional
quantiles, which are time varying. The time series of these quantiles are displayed in Figure 2.2.

[ FIGURE 2.2: Time series of quantiles of the CS distributions of monthly CRSP stock returns.]

The empirical cross-sectional distributions are generally unimodal, with a mode close to the zero return.
They vary over time, mainly in their concentration and tails. As expected, we observe in Figure 2.2 an
endogenous clustering of these effects: the individual returns are more cross-sectionally concentrated at
some periods of time, and less concentrated at some other ones.

In Figure 2.3 we consider an hypothetical riskfree asset with a constant monthly return 0.05 and provide
the time series of its ex-post Gaussian ranks.

[ FIGURE 2.3: Time series of ex-post Gaussian ranks associated with a constant monthly return of 0.05.]

This constant return is below the CS median in some months, and above the 95% CS quantile in other
months. In Figure 2.3 these effects are reflected by the fact that the ex-post Gaussian rank is smaller than 0,
or larger than 1.64, respectively, at some months.

2.2.2 Positional management strategies

Let us assume that the investor’s information at date ¢, denoted by Iy, includes the current and past real-
izations of all asset returns: Iy = (s, y:), where v+ = (Y, ys—1,...) and v = (Y1¢,...,Ynst). The
standard (myopic) portfolio management summarizes the preferences of the investor by means of an increas-
ing concave indirect utility function U written on the future portfolio value. The investor selects at time
t the portfolio allocation which maximizes the expected utility of the future portfolio value. Let us con-
sider a portfolio invested in both risky and riskfree assets and denote by =y the vector of dollar allocations
in the risky assets, w, = +e the budget invested in the risky assets, and e the n-dimensional unit vector.
Then, a = 7/w, is the vector of relative allocations in the risky assets. By taking into account the budget
constraint, the future portfolio value is equal to:

Wigr = Wi(L+754) + ¥ 01 = Wi(1 +rp4) + wpad Grgr,

where W, is the portfolio value at date ¢ and ;11 = Y11 — rye is the vector of excess returns. The
optimization problem provides the optimal allocations 44 by:

A = argmax By (UWy(1 4 744) +7'Te11]) (2.2.2)
Y

where Fy(-) = E(-|I;) is the conditional expectation given the available information at time ¢, and the
allocation 4; can depend on this information. The optimal values 44, w,; = 4je and & = 4/, are also
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solutions of the two equivalent constrained optimization problems:

4 = argmax F; (U[Wt(l +rpe) + ’y'g]t+1]) ,
v

s.t.y'e = Wy,
and:

& = argmax By (U[Wi(1+7py) + @0/ G11]) (2.2.3)

«

s.t.dle = 1.

Thus, the optimization can be splitted into two parts. In a first step we consider the optimal allocation of the
total budget between the riskfree asset and the set of risky assets, that is W; — w,.; and 0, ;. Then, the budget
Wy 1s allocated between risky assets. For a CARA indirect utility function and conditionally Gaussian
returns, we get the standard mean-variance efficient allocation [see e.g. Ingersoll (1987), p. 98]. In this case
the quantity w,; depends on the risk aversion and on the conditional distribution of excess returns, but not
on the initial portfolio value W;. The relative allocations vector &; depends on the conditional distribution
of excess returns only:

4 1
¢ = - — -
¢ V(i)' Ei(G41)

The objective of a fund manager could be, for instance, to provide a high portfolio (excess) return, or
perhaps to provide a better (excess) return than his competitors. In the latter case, he can prefer to be in the
“top ten”, whatever the return levels are. Such a positional strategy can be developed for the whole portfolio
including both riskfree and risky assets, or only for the risky part of the portfolio once the budgets for the
riskfree and risky parts of the portfolio have been fixed. We follow the second approach, that is, we derive
the optimal positional allocations vector -y subject to the constraint v'e = w,., for w, given. We keep the
same definition of the ranks as in Section 2.1, that is, we compare the position of portfolios with the positions
of each individual stock. Thus, in a first step we consider as exogenous competitors portfolios invested in
single assets. We show in Appendix 2 i) that the optimal positional strategy is v, = wyaj, where:

[Vi(@er)] ™ Er(fern)-

o = argmax By [U(Hi1(a'yes1))] (2.2.4)
a: a’e=1
n
= argmax Et U (Ht+1 (Z CEZ‘H;,'_ll('LLZ"t_i_l)))] s (225)
a: o’e=1 i—1

where U(+) is a utility function written on the Gaussian rank H;q(a/y41) of the future return o’y;41
of the risky part of the portfolio. Equation (2.2.5) leads to three remarks. First, the optimal positional
relative allocations vector ¢ is independent of wy, i.e., it can be computed for a risky portfolio of unitary
value 1. The reason is that a positional strategy is not interested in the levels of the portfolio values, but
only on their comparison. Second, the ranks are computed on the returns. Indeed, the ranks computed
on the returns, or on the excess returns, are the same. Third, in equation (2.2.5) the future portfolio rank

n
Hiq <Z aiH;rll(ui,tH)) is a nonlinear aggregate of the individual future ranks [see Appendix 2 ii)].
i=1
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The nonlinear aggregation scheme involves the stochastic future cross-sectional distribution of returns H;, |
via function Hy 1 = @' o Hy, .

By comparing equations (2.2.3) and (2.2.4), we note that the positional utility function U is different from
the rescaled indirect utility function Uy, with Uy (1) = U[Wy(1417¢+) 410, 7], written on the portfolio excess
return 7 = o/fj;11 of the risky part of the portfolio. In particular, the argument of the rescaled indirect utility
function U; admits the unit: $ at time ¢+1 over $ at time ¢, while the argument of the positional utility function
U is dimensionless. A positional strategy replaces the increasing and concave rescaled utility function U; by
an endogenous stochastic utility function U1 = U o Hy4 1, which is strictly increasing, but non-concave in
general. The positional portfolio management depends on the choice of the positional utility function U, but
also on the selected definition of ranks, that can be uniform or Gaussian, and on the universe of stocks used to
compute these ranks. Moreover, the optimal allocation o of the fund manager is defined by considering in a
first step the function H;; 1 as exogenous. In particular, we have chosen the return distribution of portfolios
invested in single assets as such exogenous benchmark. When the rank is computed with respect to the
performance of other managed portfolios, the future “portfolio returns” distribution has also to account for
the possible reactions of the other fund managers, who also want to be in the “top ten”. In this case, all
portfolios associated with the funds would be optimized jointly. Thus, the performance of the fund is seen
as a public good [see e.g. Hirsch (1976), Frank (1991)]. In other words, if we considered the positional
equilibrium condition as the analogue of the standard CAPM, the equilibrium would be with respect to the
prices, information set and also to the cross-sectional distribution H;; 1. In Appendix 2 iii) we describe the
Nash equilibrium for the positional allocation problem of fund managers in such a complex framework. The
objective function in equation (2.2.4) would involve the behaviours of the other fund managers. Therefore,
our analysis is related to the literature on social interactions [see e.g. Davezies, D’Haultfoeuille, and Fougere
(2009) and Blume, Brock, Durlauf, and Jayaraman (2013)], especially the part of this literature interested
in strategic complementarities in production [Calvo-Armengol, Patacchini, and Zenou (2009)]. However, it
differs from this literature because of the more sophisticated objective function which is considered 3. In
particular, at the equilibrium we do not get bilateral effects only, i.e. peer effects only. In our framework the
individual decision involves in a complicated way the complete distribution of other managers’ decisions.
The extension to an endogenous benchmark H; 1 is not considered further in the main body of the paper.

The preferences based on expected positional utility satisfy some axioms of the expected utility theory
introduced by von Neumann and Morgenstern (1944), but not all of them. For instance, the expected posi-
tional utility is a linear function of the probability of the future state including in our case the returns of all
assets. However, the compatibility with the second-order stochastic dominance for the portfolio returns is
clearly not satisfied, since the preferences also involve the distributions of the other stock returns.*

In order to implement the positional strategies defined in (2.2.5) and to compare them with the standard
allocation strategies based on the expected utility of future portfolio values, we need an appropriate dynamic
model for both the rank processes and the transformed cross-sectional distribution H; linking the returns and

3In the standard social interaction models, the individual utility functions are quadratic functions of the individual actions (i.e.
the portfolio allocations). They depend on these individual actions by summaries interpretable as cross-sectional portfolio values up
to a change of probability. This leads to linear models for the Bayesian-Nash equilibrium strategies.

“In this respect our approach differs from the theory of anticipated utility, also called rank dependent expected utility theory.
This theory introduced by Quiggin (1982) [see also Kahneman and Tversky (1992) for the extension to prospect theory] is using
some ranks to overweigh rare extreme events. In this approach, the rank would be computed as the rank of the portfolio value across
states of nature, that is, with respect to the (conditional) distribution of the portfolio return. In our framework the rank is computed
with respect to the cross-sectional distribution of the stock returns. Thus, the benchmark distribution used to compute the rank varies
with the state of nature.
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the ranks. An illustrative example is discussed below and is extended in the next sections to accommodate
the empirical features of the return processes.

2.2.3 A toy-model of cross-sectional Gaussian returns

Let us consider a simple joint dynamic model for returns and Gaussian ranks, in which the returns are cross-
sectionally Gaussian and the ranks are serially persistent. We use this toy-model to provide a simple intuition
for positional portfolio allocation, and will extend it for empirical analysis.

The model is defined in two steps, by specifying first the dynamics of the Gaussian ranks and then the
link between the individual asset returns and their ranks. The ex-ante Gaussian ranks u; ; are assumed such

that:
i = puig—1 + /1 — pleiy, (2.2.6)

where the idiosyncratic disturbance terms ¢; ; are independent and identically distributed (i.i.d.) standard
normal variables. The autoregressive coefficient p has a modulus smaller than 1 in order to ensure the
stationarity of the process of Gaussian ranks. The unconditional distribution of w; ; coincides with the theo-
retical cross-sectional distribution and is standard normal. When coefficient p increases, the position of any
asset features more serial persistence.

Suppose that the returns are defined from the Gaussian ranks by an affine stochastic transformation:

Yit = Ot + [, 2.2.7)

where the scale and drift coefficients define the macro-dynamic factor F; = (u, o¢)’. The scale oy, that is the
cross-sectional standard deviation, is a strictly positive process. Then, the cross-sectional return distribution
at date ¢ is Gaussian N (y;, 02). The function H; mapping returns into Gaussian ranks is given by H;(y) =
(y — ut)/o¢. It simply consists in cross-sectionally demeaning and standardizing the returns. The individual
return processes are not Gaussian, since they feature stochastic mean and variance due to factors u; and oy.

Let us now consider a portfolio invested in both risky and riskfree assets, with relative risky allocation
vector a. The future return of the risky part of the portfolio is given by:

@Y1 = o1 U1 + g,
since o’e = 1, and the corresponding excess return is:
& Gpr1 = op10/ U + e — Tft
The future position of return oy, 1 is:

!
(Oe10/ U1 + flig1) — fe1
Ot+1

= Oé/'LLH_l. (228)

He1(o'yp) =

Thus, the position of the future return of the risky part of the portfolio is a linear combination of the Gaussian
ranks of the individual risky assets, with weights equal to the relative risky allocations «. This property
is a consequence of the linearity of the (transformed) quantile function Hy1(-), that is, of the Gaussian
assumption for the CS distribution, and holds for any dynamics of the ranks. By taking into account the
dynamics (2.2.6) of the Gaussian ranks, we get:

& Gry1 = orp1pau + or1V/ 1 — p2lern + 1 — rpg, (2.2.9)
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and:
Ht+1(a/yt+1) = pO/ut =+ \/ 1-— p2a/€t+1. (2210)

In the standard approach to portfolio management, we assume a CARA indirect utility function U (W; A) =
— exp(—AW) written on the portfolio value, where A > 0 is the absolute risk aversion of the investor. From
(2.2.3) and (2.2.9) the expected utility is:

—Elexp(—AWy(1 + 754) — Awrd/Gei1) | Fr, yi)

= —exp(—AWi(1 +rp4))E {E[GXP(—AWO/@H)‘B“’&]|5’&}
= —exp(—AWi + (Wi —wp)rsy))

A2
x B {exp(—Awratha'ut — Awyppig1 + 7w%0§+1(1 - pz)o/oz)Ft,yt} .

The optimal portfolio is obtained by maximizing the above expected utility with respect to w, and « subject
to o’e = 1. The optimal allocation depends on the joint dynamics of the cross-sectional mean and cross-
sectional variance. If these dynamics are Markovian and exogenous with respect to the ranks, the optimal
allocation depends on the current factor values (11, 0¢) and ranks vector u;. The allocations 4; and &, in the
risky assets are independent of the initial portfolio value W;.

In the positional approach, we assume a CARA utility function U(v; A) = — exp(—Awv) written on the
Gaussian rank of the future return of the risky part of the portfolio, with a positional risk aversion parameter
A > 0. By using equation (2.2.10), the expected positional utility is:

.A2
—Elexp(—AH11("y41))| Fy, ye] = —exp <—APO/Ut + ?(1 - /)2)0/04> :
The expected positional utility is independent of the factor values at time ¢ and depends on the returns

histories by means of the current positions vector u; only. The optimal positional portfolio allocation is
2

A
derived by maximizing Apa/u; — 7(1 — pz)o/ « with respect to vector « subject to the budget constraint

o’e = 1. We get the optimal relative positional allocation in the risky assets:

af = ie—i—;l_pr(ut—ﬁte), 2.2.11)
where @; = uje/n denotes the cross-sectional average of the Gaussian ranks at date ¢. This cross-sectional
average tends to 0, which is the mean of the standard normal distribution, when the number of assets n tends
to infinity. The optimal relative positional allocation «; is a linear combination of two popular portfolios.
The first one is the equally weighted portfolio, with weight 1/n in each asset [see e.g. DeMiguel, Garlappi,
and Uppal (2009) and Beleznay, Markov, and Panchekha (2012)]. We see from (2.2.10) that this portfolio
minimizes the conditional variance of future portfolio rank. For large n, the 1/n portfolio ensures the risk
free median rank, but its return is still risky due to the effect of macro-factors. The second portfolio is an
arbitrage portfolio (zero-cost portfolio) with dynamic allocations proportional to the current ranks of the
assets in deviation from their cross-sectional average. The weight of the arbitrage portfolio in the relative
risky allocation ¢ is increasing with respect to the persistence p of the ranks, and decreasing with respect to
the positional risk aversion coefficient A of the investor. The optimal positional allocation o deviates from
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the 1/n portfolio by overweighting the assets with larger (resp. smaller) current ranks, when the persistence
parameter is positive (resp. negative)’. Thus, in this example the optimal positional allocation strategy
combines the 1/n portfolio with momentum (resp. reversal) kind of strategies. The term p(u; — we)
in equation (2.2.11) is equal to the vector of expected future ranks in deviation from their cross-sectional
average. Thus, we can also interpret the arbitrage portfolio in (2.2.11) as a portfolio investing long in assets
with large expected future rank and short in assets with small expected future rank, irrespective of the sign of
the persistence parameter. This interpretation applies to more general specifications of the individual ranks
dynamics, as shown in the next section.

2.3 The dynamics of positions

This section extends the toy dynamic model of positions in Section 2.3 to accommodate relevant empirical
features. The main issue is that in our sample positional persistence varies across stocks and time [see
Appendix 3 for evidence based on an Analysis of Variance (ANOVA)]. Therefore, we let the positional
persistence depend on both stock-specific random effects and stochastic common dynamic factors.

2.3.1 Model specification

The joint dynamics of the individual Gaussian rank processes (u; ;) is now specified as:

Uig = piglip—1+ /1= piEin, (2.3.1)

pig = V(B +viFpu), (2.3.2)

where i) the idiosyncratic shocks (¢; ), the individual random effects §; = (3;,7;)’, and the macro-factor
F, ; are mutually independent, ii) the shocks (g;;) are standard Gaussian white noise processes indepen-
dent across assets, and iii) the individual random effects J; are i.i.d. across assets. In equation (2.3.1) we
assume that the Gaussian rank process (u; ¢) of any stock follows a conditionally Gaussian first-order Auto-
Regressive [AR(1)] model. The autoregressive coefficient p;; characterizes the positional persistence of
stock i between months ¢ — 1 and ¢. The dependence of the autoregressive coefficient p;; on the macro-
factor and the individual effects is specified in equation (2.3.2). The single stochastic factor F}, ; drives the
positional persistence over time, that is, it is a positional macro-factor, whose interpretation has to be dis-
cussed jointly with the interpretation of the distributional macro-factors driving the cross-sectional return
distribution (see Section 5). The individual effects 5; and ~; introduce heterogeneity across stocks in the
long run average positional persistence and in the sensitivity to the positional persistence factor, respectively.
We select function U(s) = (e** —1)/(e** + 1), for s € R, to guarantee an autoregressive coefficient p; ;
between —1 and 1 and to get a one-to-one increasing relationship between p; ; and the positional persistence
score f3; + viFp+. Since ¥(s) ~ s for an argument s close to 0, the positional persistence p; ; is approx-
imately equal to the score 3; 4 7;F),+, when the latter is small in absolute value. The model in equations
(2.3.1)-(2.3.2) extends specification (2.2.6) to individual and time dependent positional persistence. The joint
process of individual Gaussian ranks defined in equations (2.3.1)-(2.3.2) satisfies the constraint of a standard
Gaussian CS distribution [see Appendix 4, Subsections i) and ii)].

SEven if the model of the example is symmetric in the individual assets, the portfolio allocation is not symmetric in the assets,
since they have different returns, and then ranks, at date ¢.
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The dynamic model (2.3.1)-(2.3.2) introduced for describing the evolution of the ranks is appropriate
to represent the idea of market dislocations, that are “circumstances in which financial markets operating
under stressful conditions cease to price assets correctly on a ... relative basis” [see Pasquariello (2014)].
Such a situation of dislocation arises for instance at the beginning of the 2007 financial crisis, more precisely
on August 8 and 9 as shown in Khandani and Lo (2011) by analyzing the properties of contrarian portfolio
management strategies. To illustrate this point, let us consider a homogeneous set of assets (for expository
purpose), with individual effects equal to 3 and 5. The serial dependence of the individual ranks in this set of
assets is generally positive, if the probability for the positional factor to take values larger than —3/7 is large
enough. Then, the ranking of these assets is rather stable in time. Let us now consider a stressed situation
where the factor takes a very negative value; then, the serial correlations between the individual ranks become
negative, which implies that a lot of well ranked assets will become bad ranked, and vice-versa.

As usual in latent factor models, the factor values and the factor loadings are identifiable up to a one-to-
one linear (affine) transformation. Indeed, systems (F}, ¢, 5, vi) and (cFp; + d, B; — d/c,;/c) are observa-
tionally equivalent, for any values of constants c and d, with ¢ # 0. Therefore, without loss of generality, we
assume:

E(Fpy) =0,  E(F},)=1, (2.3.3)

for identification purpose. Thus, for an asset ¢ with small /3; and ~;, the historical mean and variance of the
positional persitence are approximately /3; and 72, respectively.

2.3.2 Model estimation

Let us now estimate the model of ranks dynamics on the dataset of n = 939 CRSP stocks described in
Section 2.2.1.

i) Estimation procedure

We estimate the values of the positional persistence factor F},; at all months ¢, and heterogeneities [3;
and ~y; for all stocks 7, by maximizing the Gaussian conditional log-likelihood function of rank processes
(usz) after replacing the unobservable ex-ante Gaussian rank w; ; with the empirical ex-post Gaussian rank
;4 defined in Section 2.2. Indeed, the ex-post and ex-ante ranks are close, when the cross-sectional size
n is large®. We treat factor values and individual heterogeneities as unknown parameters. The fixed effects
estimators vat of the factor values, fort = 1,...,7T, and Bi, 4; of the heterogeneities, for ¢ = 1,...,n, are
obtained from the maximization problem:

n ~ ~ 2
1 ., — e
Fp,t,t = 1, ceny T t=1 i=1 2(1 - pi,t)

Bi,’yi,i = 1, ey

where p; ¢ = ¥(5; + 7;F)p ), subject to the constraints:

1 & 1 &
— 2
o Y Fpi =0, o Y B =1 (2.3.5)
t=1 t=1

%This is a consequence of the Law of Large Numbers (LLN) applied cross-sectionally conditionally on the path of macro-factors.
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The constraints (2.3.5) are the empirical analogues of the identification conditions (2.3.3). In Appendix 4 iii),
we provide a sequential updating algorithm for the iterative computation of the estimates that are solutions
of the constrained maximization problem (2.3.4)-(2.3.5). This sequential updating algorithm avoids the
inversion of matrices of dimensions (n,n) or (T',T') corresponding to the parameter dimension. Thus, it has
a small degree of numerical complexity appropriate in our big data framework.

ii) Empirical results

We provide in Figure 2.4 the time series of factor estimates Fp,t. The estimated serial autocorrelations
are not significant. Thus, we will assume that the factor values £}, ; are independent and identically dis-
tributed over time. This assumption implies the independence across time of common shocks to positional
persistence, but not the absence of positional persistence itself.

[ FIGURE 2.4 : Time series of positional factor estimates Fp,t. ]

[ FIGURE 2.5 : Positional factor vs. CRSP EW index returns. ]

Figure 2.5 shows a negative association between the estimated positional factor values and the monthly
returns of the equally weighted (EW) CRSP index returns, at least for the months with negative EW CRSP
index returns. This finding is similar to Figure 4 in Moskowitz, Ooi, and Pedersen (2012) who report a
U-shape relationship between their momentum strategy and the S&P 500 index returns.

Let us now consider the estimated heterogeneity parameters BZ and 4;. Their marginal distributions are
displayed in Figure 2.6, and some insight on their joint distribution is given by the scatterplot in Figure
2.7. The marginal distributions are unimodal and the values of Bz and 4; in the support have the same order
of magnitude. The marginal distribution of the B; is close to a Gaussian distribution, while the marginal
distribution of 4; features right skewness. Thus, for large positive (resp. negative) values of positional factor
F, +, we expect a large proportion of stocks with large positive (resp. negative) positional persistence. Figure
2.7 shows that the nonparametric regression of 4; on BZ is almost linear. We observe a significant positive
slope in this regression. Hence, the stocks which feature more positional persistence on average, also feature
more time variation in this positional persistence.’

[ FIGURE 2.6 : Histograms of estimated individual effects.]

[ FIGURE 2.7 : Scatterplot of 4; vs. Bl ]

"We find some association between the individual effects (8;,7:) and the industrial sectors. For instance the sector with the
largest average value of sensitivity ; to the positional factor is Energy, and the one with the smallest average value is Healthcare,
Medical Equipment, and Drugs. A standard t-test rejects the null hypothesis that the mean values of the distributions of the ; in the
two sectors are the same.
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The effect of the heterogeneity parameters on positional persistence is rather complex, since it involves
the distribution of individual effects 3; and ~; including their dependence, the level of the factor F}, ;, and
passes through the nonlinear transformation W. Figure 2.8 displays the distribution of the positional persis-
tence for different factor levels.

[ FIGURE 2.8 : Histograms of positional persistence p; ; as function of £}, ;. |

When the positional factor value is negative (resp. positive), we observe a negative (resp. positive) average
value of the positional persistence. When the factor F), ; gets larger in absolute value, the main effect comes
from the ~y; distribution and the dispersion of the distribution of positional persistence increases. When the
factor is close to 0, corresponding to the median of its distribution, we observe mainly the distribution of
sensitivities 3;. Overall Figures 2.6 - 2.8 show that the estimated model accommodates for some stocks
featuring momentum and others featuring reversal at a given date. Moreover, a given stock might feature
momentum at some dates, and reversal at other dates, depending on the value of the positional factor F, ;.

2.3.3 Efficient positional allocation with Gaussian CS distribution

In this section we derive the optimal positional allocation when the individual positions follow the autoregres-
sive model (2.3.1)-(2.3.2) with stochastic persistence, and the CS distributions of returns are in the Gaussian
family with stochastic mean and variance as in (2.2.7). Let us consider the CARA positional utility function

U(v) = —exp(—Awv), with A > 0. The optimal positional allocation «; defined in (2.2.4) is such that [see
Appendix 4 iv)]:
x 1 .
Q= Wit + A (&,t — W; ¢ Z §i,t> ; (2.3.6)
i=1
where:
n
wip = [EF(L=pl)] T D IER A= ol (2.3.7)
i=1
EO‘ . .
g, = Lilpu))uic 23.8)

B (1 - P?,t+1)’

and E{(-) denotes the conditional expectation under a modified probability distribution such that
E(pig+1) = B [pigrrexp (—AHer1 () yer1)) | Fr ye] /B [exp (~AHer1(af"ye+1)) |Fy, ye] . The opti-
mal positional allocation (2.3.6) extends the allocation derived in (2.2.11) to the case of stochastic positional
persistence. This allocation is a linear combination of two portfolios. The first one has positive weights
wj ¢, that vary across assets as an increasing function of the modified conditional expectation Eto‘(pit 41) of
the squared positional persistence. If the positional persistence were time invariant, i.e. p; 141 = p;, this
portfolio would be the portfolio with the least risky future rank, conditional on the current values of the
ranks. The second portfolio is an arbitrage portfolio (zero-cost portfolio), with weights involving the modi-
fied conditional expected ranks Ef*(p; ++1)u; . Equation (2.3.6) defines the optimal positional allocation o}
in an implicit way, since the RHS of this equation depends on vector o through the modified conditional
expectation of the positional persistence and its square.
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Since the positional persistence values for most assets and dates are rather small (see Figure 2.8), in
order to get more intuition on equation (2.3.6), we can consider its first-order expansion w.r.t. p; 1. In
this approximation we have w;; >~ 1/n and & ; ~ E;(p;i +1)ui [see Appendix 4 vi)], where Ei(p;¢41) =
E(pit+1]Ft, 6;). This yields an explicit formula for the approximate optimal positional allocation:

., 1 1 1 &
aip =+ <Et(;0i,t+1)ui,t - > Et(pi,t—l—l)ui,t) : (2.3.9)
i—1

Thus, the optimal positional allocation is the linear combination of the equally weighted portfolio and an
arbitrage portfolio, whose weights are given by the conditional expected ranks of the assets in deviation
from their cross-sectional average. Equation (2.3.9) is the generalization of (2.2.11), for small stock-specific
and time varying positional persistence.

2.4 Momentum strategies based on ranks

In this section we compare simple (suboptimal) positional allocation strategies which are based on the ranks
of the assets and their dynamics, only.

2.4.1 Investment universe versus positioning universe

When analyzing a positional strategy, it is important to precisely define the investment universe, that is the
set of assets potentially introduced in the portfolio, and the positional universe, that is the set of assets and
portfolios used to define the rankings. For instance, for a fund (resp. fund of funds) manager, the investment
universe may be a fraction of the stocks (resp. funds), whereas the positioning universe can be the set of all
stocks (resp. all funds, or all funds including the funds of funds). The dynamic model for positions developed
in Section 2.3 is appropriate for an investment universe nested in the positioning universe. In this section,
we consider simple positional strategies for which both the positioning universe and the investment universe
are the set of 939 stocks in our balanced panel from CRSP.

2.4.2 Positional momentum strategies

As a first illustration of positional strategies, let us consider momentum and contrarian (reversal) approaches
[see e.g. Lehmann (1990), Jegadeesh and Titman (1993), Chan, Jegadeesh, and Lakonishok (1996)]. These
strategies will be applied on the complete universe of stocks. We consider below the nine following strate-
gies:

i) The (positional) momentum strategies denoted by PMS1 (resp. PMS?2), which select an equally
weighted portfolio including all stocks whose current return is in the upper 5% quantile of the CS distribution
(resp., between the upper 10% and 5% quantiles), i.e. the past winners. The current (ex-post) Gaussian ranks
of these stocks are such that 4, ; > 1.64 (resp., 1.64 > ;; > 1.28). These strategies are similar to standard
momentum strategies, but are based on the rank of the return on the current month, instead of the rank of the
return over a longer period in the past. It is commonly believed that many stocks feature reversal in returns
at a short monthly horizon [see e.g. Jegadeesh (1990) and Avramov, Chordia, and Goyal (2006)], likely due
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to overreaction of some investors to news® [De Bondt and Thaler (1985)]. Therefore, we also consider (posi-
tional) reversal strategies PRS1 (resp. PRS2), which select an equally weighted portfolio including all stocks
with current rank in the lowest 5% quantile (resp., between the lower 10% and 5% quantiles), i.e. the past
losers.

ii) The expected positional momentum strategies EPMS1 IN and EPMS1 OUT (resp. EPMS2 IN and
EPMS2 OUT) based on the information on the rank histories. These strategies select equally weighted
portfolios including the stocks with the 5% largest expected future ranks at each month (resp., the stocks with
expected future ranks between the 5% and 10% upper quantiles). The estimated model in Section 3 is used
to compute the conditional expectation of the future ranks given the current information. As the positional
factor (F), ;) is assumed i.i.d. over time, the expected future rank of asset ¢ is given by Ey(u;¢41) = pitlit,
where the expected positional persistence p; = E[V(8; + v Fp++1)|5i, Vi) involves the expectation with
respect to the historical distribution of F, ;1. In our numerical implementation, the expectation is replaced
by a sample average over the factor estimates Fpﬂf_i'_l, the stock-specific effects are replaced by the estimates
Bi and 4;, and the ex-ante current rank is replaced by the ex-post rank ;;. For the in-sample strategies
EPMS1 IN and EPMS2 IN the entire available sample of returns from January 1990 to December 2010 is
used to estimate the factor model. On the other hand, in order to assess the out-of-sample performance,
for the out-of-sample strategies EPMS1 OUT and EPMS2 OUT the model is re-estimated at each month
using a rolling window of 10 years of data. The expected future ranks determining the EPMS allocation are
computed using these rolling estimates.

iii) As a benchmark, we also consider the market portfolio defined as the equally weighted portfolio
computed on all stocks.

We provide in Figure 2.9 the ex-post properties of these portfolios over the period from January 2000 to
December 2009.

[ FIGURE 2.9 : Ex-post properties of the portfolio strategies, 2000-2009. ]

Panel (a) provides the evolution of the Gaussian ranks for the management strategies PMS2, PRSI,
EPMS1 OUT, EPMS2 OUT, and the equally weighted portfolio, and panels (b) and (c) the evolution of their
excess returns and cumulated returns over the period. The series of Gaussian ranks of the equally weighted
portfolio is less disperse than the others. For ease of comparison, we provide historical summary statistics
of Gaussian ranks and returns in Table 2.1.

[ TABLE 2.1 : Ex-post properties of the portfolio strategies, 2000-2009. ]

Even if the standard financial theory suggests that the market portfolio has some efficiency properties,
we observe that it is not systematically well ranked, or with the highest return. The historical average of the
Gaussian ranks of the equally weighted portfolio and momentum strategies PMS1 and PMS?2 are slightly
larger than 0. Thus, on average, the return of these strategies is slightly above the CS median, while the
historical averages of the ranks of the reversal and expected positional momentum strategies are larger.

8More precisely, Chan, Jegadeesh, and Lakonishok (1996) report reversal in stock returns at short horizons smaller than 6
months, and for periods between 3 and 5 years, but momentum in returns between 6 months and 3 years.
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The largest average Gaussian rank is featured by the positional strategy EPMS1 IN, and is equal to 0.22,
followed by PRS1, EPMS2 IN and EPMS2 OUT with 0.20, 0.17 and 0.14, respectively. As expected from
the discussion in Section 3.3, the equally weighted portfolio is close to the median rank. The Sharpe ratios
of the expected positional momentum strategies in sample are the largest ones (both higher than 1.10), while
PRS1 has a Sharpe ratio (0.96) only slightly larger than EMPS2 OUT (0.94). All positional strategies based
on the 5%-10% quantile range are less volatile than the corresponding positional strategies based on the first
5% quantile since they avoid extreme effects. However, while this fact results in a larger Sharpe ratio for
EPMS2 OUT compared to EPMS1 OUT, for strategies based on expected future ranks in-sample and reversal
strategies, considering the upper 5%-10% quantile range yields a smaller Sharpe ratio than considering the
upper 5% quantile. The ranks of the reversal strategy PRS1 are the most volatile ones. Moreover, the series of
excess returns of the reversal strategies are negatively skewed and feature the largest negative values, as can
be deduced by the historical 5% quantile. To summarize, the out-of-sample expected positional momentum
strategy based on the 5%-10% quantile range performs almost as good as the reversal strategy PRS1 in terms
of Sharpe ratio, but has substantially smaller downside risk. This is made possible by the combination of
momentum and reversal type of allocations across stocks, that is implicit in this strategy. Moreover, the
in- and out-of-sample expected positional momentum strategies outperform the equally weighted portfolio,
both in terms of average Gaussian rank and Sharpe ratio.

Finally, panel (d) in Figure 2.9 and the bottom part of Table 2.1 give some insight on the asset turnover
of the portfolio strategies. The asset turnover is measured by the unweighted proportion of selected stocks
which are not kept in the portfolio between two consecutive dates. This unweighted measure of asset turnover
provides an information on the potential transaction costs of the portfolio updating. However, this informa-
tion is rather crude, since it does not account for the variation in the quantities of assets included in the
portfolio. For instance, there is no unweighted asset turnover in the equally weighted portfolio, but the trans-
action costs are not zero for this portfolio, as rebalancing is required to keep the relative allocations in value
constant at 1/n. Among the eight reversal and momentum strategies, the ones based on expected future
ranks in the first 5% quantile, both in-sample and out-of-sample, have the smallest average asset turnover.

2.5 The full-fledged model

The positional portfolio strategies implemented in Section 4 rely on the dynamics of the individual ranks
only. However, the optimal positional allocation defined in Section 2 generally involves the entire distri-
bution of the return histories. In fact, the portfolio rank is a nonlinear aggregate of the individual ranks
depending on the cross-sectional return distribution. Two features have to be considered in order to pass
from the dynamics of the ranks to the dynamics of the returns (see Scheme 1 in the Introduction). First,
we have to specify the cross-sectional distribution in a flexible way. This cross-sectional distribution varies
in time as a function of macro factors. Second, we have to explain how these macro factors, that impact
the cross-sectional distribution, are linked to the positional factor, that drives the persistence of ranks dy-
namics. To get a tractable model, we assume in Section 2.5.1 that the cross-sectional distributions belong
to the Variance-Gamma (VG) family (see Appendix 5 for a review on the VG family). The macro factors
are time varying parameters characterizing the distributions in this family. Next, in Section 2.5.2 we specify
the joint dynamics of the positional and distributional macro-factors by a Gaussian Vector Autoregressive
(VAR) model.
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2.5.1 Specification of the cross-sectional distributions

Let us first complete the analysis of Section 2 by investigating if the empirical CS distributions are close to
Gaussian distributions, and studying how empirical CS summary statistics, such as mean, standard deviation,
skewness and kurtosis, vary over time. In Figures 2.10 and 2.11, we provide the empirical CS distributions
and their Gaussian approximations at some months. In particular, in Figure 2.11 we focus on the period
around the 2008 Lehman Brothers bankruptcy.

[ FIGURE 2.10: Cross-sectional distributions of monthly CRSP stock returns. ]
[ FIGURE 2.11: Cross-sectional distributions around the 2008 Lehman Brothers bankruptcy. ]

The comparison between the panels in Figure 2.10 shows that the empirical CS distribution may be close
to a Gaussian in some months (e.g. August 1998), may feature rather fat tails (e.g. July 1995, December
2006), or be asymmetric (e.g. November 2000). In Figure 2.11, we see that in July and August 2008,
before the Lehman Brothers crisis, the CS distribution is non-normal, with a peak close to 0 and is slightly
right-skewed. Instead, in October 2008, the month after Lehman Brothers filed for Chapter 11 bankruptcy
protection (September 15, 2008), the CS distribution is close to Gaussian with a large negative mean of about
—18%.

The above empirical evidence shows that it is necessary to choose the cross-sectional distributions in an
extended family including the Gaussian family as a special case, and to introduce additional macro-factors
accounting for time-varying higher-order moments. We consider in our analysis the Variance-Gamma (VG)
family. The distributions in this family are indexed by four parameters, that are in a one-to-one relationship
with the mean i, the log-volatility log o;, the skewness s; and the log excess kurtosis log k}, where kf =
ki — 3(1 + s7/2) and k; denotes the kurtosis (see Appendix 5). The excess kurtosis &} is a measure of the
fatness of the tails of the CS distribution of returns at month ¢, in excess of 3(1 + s?/2). The latter value
is the minimum admissible kurtosis for a VG distribution with skewness parameter s;. Since the above four
transformed parameters can vary independently on the entire real line, they are chosen to define the vector
of distributional macro-factors:

Fth = (,U,t,IOgO't,St,lng:)/. (251)

We provide in Figure 2.12 the time series of estimated distributional macro-factor values Fd,t’ obtained from
the empirical CS moments, along with their asymptotic (large n) pointwise 95 % confidence bands °.

[ FIGURE 2.12: Time series of estimated distributional macro-factors. ]

The series of the cross-sectional mean (Panel (a)) is rather close to the return series of the CRSP Equally
Weighted Index (not shown). The log CS standard deviation (Panel (b)) is larger around crisis periods,
namely in 1991 (Gulf crisis), 1998 (LTCM crisis), 2000-2001 (tech bubble) and 2008-2009 (the subprime
crisis). A value of factor log oy close to -2 corresponds to a standard deviation of the CS distribution of

The asymptotic standard errors of the distributional macro-factors are computed with the results in Bai and Ng (2005).
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returns of about 13.5%. The CS skewness is mostly positive, that is, the CS distributions are often right
skewed. The log excess kurtosis varies between 1 and -6, which correspond to excess kurtosis values close
to 3 and O respectively. The series of CS skewness and kurtosis can be used to compute the Jarque-Bera
statistic for the CS distribution of returns for each month. Crisis periods are among the months characterized
by the smallest values of the CS Jarque-Bera statistic, that are months in which the CS distribution is closer
to a Gaussian one [see panel (b) of Figure 2.10 for August 1998 (LTCM Cerisis), and Panel (d) of Figure
2.11 for October 2008 (Lehman Brothers crisis)]. This feature has already been noted by the econophysics
literature for daily returns [see e.g. Borland (2012)].

2.5.2 The factor dynamics

Let us now specify the factor dynamics. We assume that the joint vector of distributional and positional
macro-factors Fy = (F,, F}, ;)" follows a 5-dimensional Gaussian Vector Autoregressive process of order 1
[VAR(D)]: ’

Ft = a+AFt_1 +7]t, ne ~ IIN(O, E), (252)

where a is the vector of intercepts, A is the matrix of autoregressive coefficients, and Y. is the variance-
covariance matrix of the innovations. We estimate parameters a, A and X in the joint VAR dynamics in
equation (2.5.2) after replacing the unobservable values of the positional and distributional macro-factors
with their estimates Ft = (Fé o Fp,t)’ , Where Fd,t is defined in Section 2.5.1 and FW is defined in equations
(2.3.4)-(2.3.5). ’

In Table 2.2 we present the parameter estimates for the macro-factor VAR dynamics with their standard
errors in parentheses. We also provide the estimated correlation matrix of the innovations vector.

[ TABLE 2.2 : Estimates of the VAR (1) model for the macro-factor process. ]

Five coefficients in the estimated autoregressive matrix are statistically significant (at the 1% level). As
expected, the autoregressive coefficient of the log CS standard deviation is significant and large (0.84) point-
ing to a strong serial persistence in the dispersion of the CS distribution. The CS mean also features positive
serial persistence, with estimated autoregressive coefficient 0.32. This multivariate regression coefficient
has to be compared with the univariate autoregressive coefficient of the monthly return series of the CRSP
Equally Weighted Index, that is equal to 0.28 in our sample period. We find a strong evidence for the analog
of the Black leverage effect [Black (1976)], namely a negative regression coefficient of the current log CS
standard deviation on the past CS mean return equal to -0.79. The estimated coefficient -0.61 of log CS
excess kurtosis on lagged log CS standard deviation suggests that the tails in the CS distribution get thinner
after a month characterized by a positive shock on the CS dispersion. This effect is likely related to the
finding that the CS distribution is close to Gaussian in crisis periods. The multivariate autoregressive coeffi-
cient for the log CS excess kurtosis in Table 2.2 is not statistically significant. However, from the clustering
in fat tails of the CS distributions observed in Figures 2.1 and 2.2, the CS (excess) kurtosis features serial
persistence. Indeed, the univariate autoregressive coefficient of log CS excess kurtosis is equal to 0.37 and
is statistically significant. The difference between the univariate and multivariate autoregressive coefficients
is explained by the dynamic link between log excess CS kurtosis and log CS standard deviation, and by the
contemporaneous correlation between the innovations on these two series. The autoregressive coefficient
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of the positional factor, and its regression coefficients on the lagged values of the cross-sectional factor,
are not statistically significant. This finding is compatible with the marginal white noise property of the
positional factor found empirically in Section 3.2 and used in Section 4. The eigenvalues of the estimated
autoregressive matrix are 0.811, and two pairs of complex conjugate eigenvalues with modulus 0.187 and
0.071, respectively. Thus, the modulus of all eigenvalues is smaller than 1, which implies the stationarity of
the estimated VAR process of the macro-factors driving both the dynamics of ranks and the dynamics of the
cross-sectional distribution.

All the estimated contemporaneous covariances of the shocks are significantly different from 0. In par-
ticular, we observe a negative contemporaneous correlation equal to -0.32 between the shocks on CS mean
and the positional persistence factor. Thus, a small cross-sectional mean of returns tends to be associated
with a large positional persistence for those stocks having positive loadings on the positional factor. Such
stocks are the majority in our sample (see Figure 2.6). The factor £y ; driving the univariate CS distributions
and the factor £}, ; driving the positional persistence are not independent. 10

2.6 Efficient positional strategies

Let us now implement the efficient positional strategies defined in Section 2.2 using the complete dynamic
model. Since the efficient positional or mean-variance management strategies demand the inversion of a
n-by-n matrix, they can only be applied with a limited number n of assets, significantly smaller than 939.
We apply these strategies to an investment universe corresponding to the n = 57 stocks in the industrial
sector of utilities. The strategies are the following ones: i) The efficient positional strategy (EPS), with
CARA positional utility function and positional risk aversion A = 3. We implement the EPS strategy both
in-sample (EPS IN) by using the entire available sample of returns from January 1990 to December 2010 to
estimate the factor model, and out-of-sample (EPS OUT) by using an expanding window of past returns for
estimation from January 1990 to the investment date; ii) The positional momentum strategy (PMS) based
on the 20 stocks with the largest current ranks; iii) The positional reversal strategy (PRS) based on the 20
stocks with the smallest current ranks; iv) An expected positional momentum strategy (EPMS) based on the
20 stocks with the largest expected future ranks; v) The sectoral equally weighted (EW) portfolio; vi) The
standard mean-variance (MV) strategy based on the unconditional moments. The financial literature reports
poor out-of-sample properties for the MV strategy, which is often outperformed by the minimum-variance
portfolio strategy [see e.g. Jagannathan and Ma (2003)]. For this reason, we include also the unconditional
minimum-variance (MinV) strategy in our comparison. We implement strategies EMPS, MV and MinV
out-of-sample '!.

We give in Appendix 6 a numerical algorithm to solve the constrained maximization problem (2.2.4)
defining the EPS strategy. The algorithm involves the inversion of a n x n Hessian matrix, and computational
costs grow quadratically in the number of stocks n in the investment universe. This explains the choice to
restrict the investment universe compared to Section 2.4. An alternative optimization algorithm with linearly
growing computational costs could be obtained by replacing the above Hessian matrix with a diagonal matrix

0The point estimate of the conditional variance of factor F}, ; is slightly larger than 1. By taking into account the standard
deviation of the estimate, this is compatible with the normalization of unconditional variance equal to 1.

" Given the relatively large cross-sectional dimension, we use a shrinkage estimator for the variance-covariance matrix of excess
returns in both the mean-variance and minimum-variance strategies, as proposed by Ledoit and Wolf (2003). This estimator consists
in an optimally weighted average of the sample covariance matrix of the excess returns and a single-index covariance matrix.

29



having the same diagonal elements.
We provide in Figure 2.13 the time series of cumulated portfolio excess returns for the above strategies.
Summary statistics of the Gaussian ranks and excess returns series are presented in Table 2.3.

[TABLE 2.3 : Ex-post properties of the portfolio strategies, utilities sector, 2000-2009.]

[FIGURE 2.13 : Time series of cumulative returns of the portfolio strategies, utilities sector, 2000-2009.]

We consider different criteria to compare the performances of the strategies. They include: i) the mean
and standard deviation of the Gaussian ranks, and the average positional utility; ii) the frequency of returns
above a certain cross-sectional quantile of the investment universe; iii) summary statistics and Sharpe ratios
of the excess returns. The in-sample EPS strategy outperforms the other allocation strategies according to
most criteria. This finding is also confirmed by the series of the cumulated returns in Figure 2.13. The
EPS strategy implemented out-of-sample outperforms the PMS, PRS, MV and MinV strategies according
to both the average positional utility and Sharpe ratio. Along those dimensions, EPS OUT and the equally
weighted portfolio perform similarly, but the former ensures larger probabilities to be well-ranked. For
instance, the returns of the EPS OUT strategy is about 60% of the times above the CS median of the returns
in the investment universe, and about 10% of the times above the CS 60% quantile. Instead, the equally
weighted portfolio is above the CS 60% quantile only in 3% of the months. The standard (positional)
momentum and reversal strategies PMS and PRS ensure large probabilities to be well ranked, but feature
Gaussian ranks that are among the most volatile ones. A similar remark can be done for the MV strategy,
which provides a large probability to be in the top 30%, but a very small value of the expected positional
utility. In fact the MV strategy alternates very high ranks and very low ranks and appears as very risky.
These remarks explain the low average positional utility of the PMS, PRS and MV strategies. Similarly as
in Section 2.4, the EPMS strategy outperforms the PMS along all criteria, and features the largest Sharpe
ratio. The EPMS overperforms also the PRS concerning the expected positional utility and the Sharpe ratio.
In fact, the reversal strategy PRS, which is found to perform rather well for the larger investment universe in
Section 2.4, features the smallest Sharpe ratio among the positional strategies for the investment universe of
the utilities. The overperformance of the EPMS compared to traditional momentum and reversal strategies
is likely due to the ability of the former strategy to exploit the time-varying and stock-specific positional
persistence (see Figures 2.6 and 2.7). Indeed, the traditional momentum (resp. reversal) strategies implicitly
assume that all stocks feature a positive (resp. negative) positional persistence, that is constant through time.
Instead, the EPMS provides a combination of momentum and reversal strategies based on the stock-specific
and time-specific information.

In order to better understand the similarities in the performances of the efficient positional strategy and
the EW portfolio, in Figure 2.14 we display the relative discrepancy between the allocation vectors implied
by these strategies overtime.

[FIGURE 2.14: Observed measure of relative discrepancy of optimal positional allocation from EW
portfolio for the subsample of utilities]
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1 n
The relative discrepancy at a given month ¢ is measured as n, | — Z(aft — 1/n)?2, where the o, are the ef-

n k) )

i=1
ficient positional allocations in (2.2.4). This measure corresponds to the ratio between the standard deviation
1
- Z(ai*t — 1/n)? and the mean 1/n of the allocations across assets in the efficient positional portfolio.
/”L )
i=1

The relative discrepancy varies overtime between 0.4 and 1.2. In panel (b) of Figure 2.14 we see that the
discrepancy increases when the predicted value E(F), ¢11|F;) of the positional factor F}, 1, based on the
full vector of macro-factors F}, becomes larger in absolute value. We can understand qualitatively the pattern
in panel (b) of Figure 2.14 by means of equation (2.3.9), which provides an approximation of the efficient

positional allocation when the CS distribution of returns is close to Gaussian and the positional persistence is
n

o1 . . . .
small. From (2.3.9), the quantity - Z(O‘;t —1/n)? is equal to the empirical cross-sectional variance of the
i=1
conditional expected ranks, divided by A%. When the investment universe is large, i.e. n tends to infinity, the
Law of Large Numbers (LLN) implies that this empirical cross-sectional variance converges to its theoretical
counterpart, and we get [see Appendix 4 vii)]:

n

n
%Z(ait —1/n)* ~ %E[(ﬁi + U E (P41 F2))* |F, (2.6.1)
i=1

where the expectation in the RHS is w.r.t. the distribution of the random effects (/3;, ;). We get a quadratic
function of the conditional expectation E(F),;+1|F}) of the positional factor. This quadratic function is
minimized when the macro-factor vector F is such that E(FE}, ;41| F;) = —E[B;7i]/ E[v?]. From Figures 2.6
and 2.7, the individual effect 3; has a mean close to zero, and the covariance between the individual effects
B; and ~y; is positive, which explains why the minimum of the discrepancy measure in panel (b) of Figure
2.14 is attained for a negative value of the predicted positional factor.

Finally, Table 2.3 also provides information on the turnover of the strategies. The measure of the turnover
is now weighted to account for the different weights introduced in an efficient portfolio, and is defined as
follows: Turnover; = Zf’il | + — aj +—1|, where « ¢ is the relative weight of stock 7 at date ¢ for a certain
strategy. Among the positional strategies, EPS OUT has the lowest and less volatile turnover.

2.7 Conclusions

In this paper we introduce different positional portfolio allocation strategies, that are the expected positional
momentum strategies (EPMS) and the efficient positional strategies (EPS). We consider these allocation
strategies in a big data framework, in which the investment universe consists of hundreds, or even thousands,
of stocks. The implementation of expected positional momentum strategies simply requires a dynamic model
for the ranks. This model is used to detect at each date the stocks with high expected future ranks, and the
ones with low expected future ranks. This information is implicitly used in the EPMS strategies to mix in an
efficient way momentum and reversal (or contrarian) strategies and leads to a closed-form characterization
of the EPMS portfolios. The implementation of the efficient positional strategies is more demanding, since
these strategies require a complete dynamic model for both the ranks and the cross-sectional distributions
of returns. Moreover, the necessity of solving a constrained optimization problem implies that EPS can be
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applied only with more limited number of assets (57 in our example). As expected, these positional strategies
have good properties in terms of the position of the portfolio returns. More surprising are their rather nice
properties concerning the portfolio returns themselves. The main reason is that these strategies based on
positions are robust to abnormal returns. It is well known that the standard mean-variance allocation strategy
is very sensitive to outliers, especially when it is applied with a large number of assets. In particular, its
performance can be much worse than the performance of the naive equally weighted portfolio, or 1/n-
strategy, giving the impression that sophisticated allocation strategies are not useful. Our analysis shows
that, indeed, the equally weighted portfolio is difficult to outperform for portfolios invested in stocks. For
instance, the 1/n-strategy is clearly competitive with other strategies as the basic momentum, reversal and
min-variance strategies. However, the positional strategies outperform the equally-weighted portfolio for
performance criteria based on positions.

The positional strategies considered in this paper can be extended in various ways. For instance, we can
consider a fund manager interested jointly in different rankings. Then, he or she will optimize a positional
utility function depending on these different ranks associated with different universes. It is possible to
manage jointly the ranking among the funds of the same management style and the ranking among all
funds, and to weight differently the two associated universes. In the perspective of an analysis applied to
funds managers’ behaviors, it would be interesting to develop inference methods to test if the managers
follow positional strategies, and to estimate their selected positioning universes and positional risk aversion
parameters. Moreover, as noted in the mutual fund literature, if the rankings are published at the end of each
year, the fund managers compete in annual tournaments that begin in January and end in December. They
could follow a standard management at the beginning of the year and pass to a positional management with
more risk in the second part of the year, if they performed poorly in the first part of the year [see Brown,
Harlow, and Starks (1996), Chen and Pennacchi (2009) and Schwarz (2012)]. These questions are left for
future research. Likely, the analysis will encounter an identification problem, especially if several fund
managers follow such endogenous strategies [see the reflection problem highlighted by Manski (1993)].
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2.8 Tables of Chapter 2

Table 2.1: Ex-post properties of the portfolio strategies, 2000-2009.

PMS1 PMS2 PRS1 PRS2 EPMS1 EPMS2 EPMSI EPMS2 EW

IN IN ouT ouT
Gaussian ranks
Mean 0.0276  0.0258 0.2043 0.1318 0.2171  0.1703  0.1105 0.1360 0.0646
St. dev. 04591 0.3574 04783 0.3748 04762 03181 04179 0.2587 0.1059
Excess returns
Mean 0.0061  0.0059 0.0228 0.0158 0.0230 0.0184 0.0138 0.0155 0.0088
St. dev. 0.0690 0.0566 0.0818 0.0709 0.0681 0.0565 0.0680 0.0573  0.0490
Sharpe ratio (ann.)  0.3041  0.3587 0.9667 0.7736  1.1706  1.1295 0.7017 0.9357 0.6244
Skew. 0.1896 0.4073 -0.0891 -0.5103 0.2988 0.0581 0.1986 -0.1735 -0.6151
Exc. kurt. 1.1989 19350 1.1367 1.7235 1.1672 1.8834  1.5131 1.6940  2.2703
Quant. 5% -0.1208 -0.0751 -0.1405 -0.1161 -0.0783 -0.0762 -0.1042 -0.0809 -0.0898
Quant. 25% -0.0343 -0.0334 -0.0185 -0.0144 -0.0152 -0.0136 -0.0284 -0.0176 -0.0171
Quant. 50% 0.0106  0.0054 0.0214 0.0159 0.0203 0.0196 0.0141 0.0195 0.0093
Quant. 75% 0.0492 0.0488 0.0717 0.0573 0.0587 0.0508 0.0572 0.0498 0.0418
Quant. 95% 0.1010  0.0801  0.1445 0.1216  0.1372 0.1042 0.1119 0.1030 0.0737
Turnover
Turn mean 0.8971 09415 0.8931 0.9356 0.8214 09080 0.8248 0.9094  0.0000
Turn std 0.0962 0.0933 0.1070 0.0927 0.1073  0.0931 0.0988 0.0940  0.0000

The table provides summary statistics for the monthly series of the Gaussian ranks, and of the excess returns, for the
eight portfolio allocation strategies PMS1, PMS2, PRS1, PRS2, EPMS1 IN, EPMS2 IN, EPMS1 OUT and EPMS2
OUT, and for the equally weighted portfolio (EW), in the period 2000/1 - 2009/12. Strategy PMSI1 (resp. PMS2) selects
an equally weighted portfolio of all stocks whose current return is in the upper 5% quantile of the CS distribution
(resp. between the upper 10% and 5% quantiles). Strategy PRS1 (resp. PRS2) selects an equally weighted portfolio
of all stocks whose current return is in the lower 5% quantile of the CS distribution (resp. between the lower 10% and
5% quantiles). Strategy EMPS1 IN (resp. EPMS2 IN) selects an equally weighted portfolio of all stocks with the 5%
largest expected future rank (resp., with the expected future rank between the upper 5% and 10% quantiles), with the
parameters of the model estimated on the full sample (1990/1-2009/12). Strategy EMPS1 OUT (resp. EPMS2 OUT)
selects an equally weighted portfolio of all stocks with the 5% largest expected future rank (resp., with the expected
future rank between the upper 5% and 10% quantiles), with the parameters of the model estimated on the available
sample up to the investment date. The investment universe consists of all the n = 939 NYSE, AMEX and NASDAQ
stocks in our sample (see Section 2.2 for a description). The ranks are computed w.r.t. the CS distribution of the
monthly returns of all the stocks in our sample. The Sharpe ratio is annualized. The table also provides the mean and
the standard deviation of turnover. The turnover is measured by the proportion of selected stocks which are not kept in
the portfolio between two consecutive dates.
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Table 2.2: Estimates of the VAR (1) model for the macro-factor process.

The model for the dynamics of the factor F;, = (pu,log oy, s¢,log kf, F; )’ is the Gaussian VAR(1) process:
Ft = a+AFt_1 —|—’I7t, ntNIIN<O,Z)

The estimates for the period 1990/01 - 2010/12 are given by:

[ 0.0005 ] [ 0.3156*** —0.0076  —0.0096 —0.0117 —0.0026
(0.0842) (0.0914) (0.0155)  (0.0080) (0.0091) (0.0029)
—0.3834*** —0.7889***  (0.8406***  —0.0128  0.0369 0.0066
(0.0948) (0.2532) (0.0430)  (0.0221) (0.0251) (0.0080)
4 | 01084 G- | 29916 —0.0966 0.0023  —0.0911 —0.0252
(0.3787) ’ (1.0113) (0.1718)  (0.0882) (0.1004) (0.0321) |’
—0.8249*** 0.2588 —0.6060***  —0.0427 —0.0211 —0.0294
(0.2729) (0.7290) (0.1238)  (0.0636) (0.0723) (0.0232)
—0.1230 —0.3748 —0.0341  —0.2034  0.1702  —0.0112
| (0.8227) | | (2.1973) (0.8732)  (0.1917) (0.2181) (0.0698) |
[ 0.0017** 1
(0.0001)

0.0009***  0.0134***
(0.0002)  (0.0009)
0.0128**  0.0125"*  0.2134***
(0.0011)  (0.0025)  (0.0138) :
—0.0015"*  —0.0153"** —0.0359***  0.1109***
(0.0006)  (0.0019)  (0.0072)  (0.0072)
—0.0135%*  0.0177***  —0.0574*** —0.0416*** 1.0073"**
(0.0020)  (0.0054)  (0.0218)  (0.00154) (0.0650)

™M
I

with standard errors in parentheses. The asterisks ***, **, * denote that the coefficient is significant at the 1%, 5%, and
10% levels, respectively. The correlation matrix corresponding to the estimated variance-covariance matrix ¥ is:

1.0000

0.1892 1.0000

0.6614  0.2348 1.0000

—-0.1075 —0.3979 —0.2336  1.0000
—0.3211 0.1528 —0.1238 —0.1246 1.0000
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Table 2.3: Ex-post properties of the portfolio strategies, utilities sector, 2000-2009.

EPSIN EPS OUT PMS PRS EPMS EW MV MinV
Gaussian ranks
Mean 0.0906 0.0534 0.0484 0.0589 0.0678 0.0566  -0.0556 0.0119
St. dev. 0.4090 0.4034 0.4406 0.4437 0.4224 0.4043 0.7532 0.4252
E(pos. utility) -1.6012 -1.7596 -2.0378 -1.9668 -1.9388 -1.7471 -22.6449 -2.2134
Top positions
> 50% quant. 0.7000 0.6083 0.4833 0.6083 0.5833 0.6167 0.4000 0.4667
> 60% quant. 0.1750 0.0917 0.1917 0.2833 0.2667 0.0333 0.3000 0.2750
> 70% quant. 0.0250 0.0083 0.0667 0.0667 0.0500 0.0000 0.2500 0.2083
Excess returns
Mean 0.0104 0.0076 0.0076 0.0076 0.0083 0.0079 0.0006 0.0052
St. dev. 0.0424 0.0410 0.0414 0.0476 0.0433 0.0414 0.0611 0.0339
Sharpe Ratio (ann.) 0.8529 0.6436 0.6371 0.5532 0.6614 0.6593 0.0353 0.5344
Skew. -0.5238 -0.7922 -0.4227  -0.8576  -0.8488 -0.7210 0.1965  -0.2710
Exc. kurt. 1.9679 1.3576 1.3186 1.1699 1.6654 1.1882 2.2707 3.4109
Quant. 5% -0.0759 -0.0720 -0.0735 -0.0818 -0.0754 -0.0703  -0.1074  -0.0503
Quant. 25% -0.0090 -0.0111 -0.0135  -0.0099 -0.0100 -0.0138  -0.0320 -0.0137
Quant. 50% 0.0142 0.0124 0.0134 0.0142 0.0134 0.0141  -0.0013 0.0066
Quant. 75% 0.0381 0.0327 0.0321 0.0355 0.0358 0.0326 0.0336 0.0219
Quant. 95% 0.0701 0.0702 0.0706 0.0719 0.0683 0.0692 0.1028 0.0527
Turnover
Mean 0.5745 0.4825 1.2379 1.1833 1.1818 0.0000 0.4398 0.0862
St. dev. 0.1559 0.1192 0.2378 0.2230 0.2953 0.0000 0.2636 0.1109

The table provides summary statistics for the monthly series of the Gaussian ranks, and of the excess returns, for the
eight portfolio allocation strategies with investment universe being 57 stocks in the utilities sector in the period 2000/1
- 2009/12. The efficient positional strategy EPS IN uses the model estimated on the full sample (1990/1-2009/12).
EPS OUT is the efficient positional strategy based on the model estimated on the available sample up to the investment
date. The positional utility is a CARA function with positional risk aversion parameter A = 3. The strategy PMS
(resp. PRS) selects an equally weighted portfolio of the 20 stocks with largest current ranks (resp., smallest current
ranks). The strategy EPMS selects an equally weighted portfolio of the 20 stocks with largest expected future ranks.
The ranks are computed w.r.t. the CS distribution of the monthly returns of all the NYSE, AMEX and NASDAQ stocks
in our sample. Strategies MV and MinV are mean-variance and minimum-variance strategies implemented using a
shrinkage estimator for the variance-covariance matrix of excess returns. E(pos. utility) is the time series average of
the positional utility of the portfolio returns. In the panel denoted “Top positions” we report the observed frequency
of portfolio returns above a certain cross-sectional quantile of the stock returns in the investment universe. The Sharpe
ratio is annualized. The table also provides the mean and the standard deviation of turnover, computed at each month ¢
as follows: Turnover; = > ., |a; s — v ¢—1], where «; ; is the weight of stock ¢ at date ¢.
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2.9 Figures of Chapter 2

Figure 2.1: Time series of cross-sectional distributions of monthly CRSP stock returns.

Date Return

The figure displays the time series of cross-sectional distributions of monthly CRSP stock returns from
January 1990 to December 2009. The monthly returns are computed as y; ; = p;+/pit—1 — 1, where p; ¢ is
the price of stock ¢ at month ¢. The returns are not annualized and not in percentage. The CS probability
density function (p.d.f.) are kernel estimates with Gaussian kernel and bandwidths selected by the rule of
thumb in Silverman (1986).
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Figure 2.2: Time series of quantiles of the CS distributions of monthly CRSP stock returns.
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The figure displays the time series of the 5% CS quantile (lower dash-dotted line), the 25% CS quantile (lower solid
line), the CS median (bold solid line), the 75% CS quantile (upper solid line), the 95% CS quantile (upper dash-dotted

line).
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Figure 2.3: Time series of ex-post Gaussian ranks associated with a constant monthly return of 0.05.
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The solid bold line is the time series of ex-post Gaussian ranks of an asset with constant 0.05 monthly return. The
dashed-dotted, thin solid and dotted horizontal lines represent the Gaussian ranks of a constant position at the 5%, 50%

and 95% quantile of the cross-sectional distribution at each month, respectively.



Figure 2.4: Time series of positional factor estimates F}, ;.
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Monthly time series of estimates of the positional factor Fp,t, obtained via the estimator in Equation (2.3.4), computed
as described in Appendix A.4.
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Figure 2.5: Positional factor vs. CRSP EW index returns.

b,

oS

©)

_4 | | | | | | | | |
-025 -0.2 -0.15 -0.1 -0.05 0 005 0.1 015 0.2
CRSP EW,

The figure displays a scatterplot of the estimates vat of the positional factor versus the monthly returns of the equally
weighted (EW) CRSP index. The solid and dashed lines correspond to a linear regression fit, and a nonparametric
regression curve, respectively. The nonparametric regression curve is obtained as a kernel smoothing regression using a
Gaussian kernel, with bandwidth equal to 0.0617, selected using the rule-of-thumb suggested by Bowman and Azzalini
(1997).
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Figure 2.6: Histograms of estimated individual effects.
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The figure displays the histograms of the estimated individual effects BZ and 7; in panels (a) and (b), respectively. The
estimates are obtained via the estimator in Equation (2.3.4), computed as described in Appendix A.4.
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Figure 2.7: Scatterplot of 4; vs. B
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The figure displays the scatterplot of 4; vs. f3;, as well as the fitted linear regression line (solid) and the kernel smoothing
regression line (dashed) corresponding to the regression of 4; on [3;. The smoothing regression is performed using a
Gaussian kernel, with bandwidth equal to 0.0248, selected using the rule-of-thumb suggested by Bowman and Azzalini
(1997).
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Figure 2.8: Histograms of positional persistence p; ; as function of F}, ;.
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The figure displays the histograms of the positional persistence p; ; = \I/(Bz + 4:Fp.+) across stocks i, for different
values of the positional factor F, ;. These values of F}, ; correspond to the 5%, 10%, 25%, 50%, 75%, 90% and 95%
quantiles of the historical distribution of the positional factor in panels (a), (b), (c), (d), (e), (f) and (g), respectively.
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Figure 2.10:
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(a) Cross-sectional distribution on July 1995.
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(c) Cross-sectional distribution on November 2000.

Each panel displays the kernel estimator of the CS density of the CRSP stock returns for a particular month (solid line),
and compares it with a Gaussian distribution N (i, 6752) (dashed line), where i, and &f are the cross-sectional mean

and variance:

fiy = ;;yi,t»

. 1
o2=1
n
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Cross-sectional distributions of monthly CRSP stock returns.

[ Kernel density

8t = = = N(-0.1450 ,0.1129°),
7L

6k

5L

al

sk

oL

1t

0 : ‘ ‘

0
returns

0.2

(b) Cross-sectional distribution on August 1998.
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(d) Cross-sectional distribution on December 2006.
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Figure 2.11: Cross-sectional distributions around the 2008 Lehman Brothers crisis.

9 o
Kernel density Kernel density
8t = = = N(0.0301 ,0.1355% ) 8t = = = N(0.0349 ,0.1004% )
7 7
6 6
5 5
4+ 41
3t 3t
2 2t
1t 1t
o ‘ ‘ ‘ o ‘ ‘
-08 -06 0.6 08 -08 -06 06 08
returns returns
(a) Cross-sectional distribution on July 2008. (b) Cross-sectional distribution on August 2008.
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(c) Cross-sectional distribution on September 2008. (d) Cross-sectional distribution on October 2008.

Each panel displays the kernel estimator of the CS density of the CRSP stock returns for a particular month (solid line),
and compares it with a Gaussian distribution N (ji;, 52) (dashed line), where ji; and 67 are the cross-sectional mean
and variance:

1y o1 X
He == Zyz‘,n o7 = n Z(yi,t — )%
i=1
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Figure 2.14: Observed measure of relative discrepancy of optimal positional allocation from EW portfolio
for the subsample of utilities.
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Panel (a) displays the time series of the observed measure of relative discrepancy of the optimal positional allocation
from the EW portfolio n\/ 1 i (ar, — 1)2 for the subsample of utilities. Panel (b) displays the scatterplot of

n\/% Yoi(ar, — 12 vs. B(F,141|F,), as well as the 5-th order polynomial fit of the data (solid blue line). The

conditional expectation E(F}, ;11|F;) is computed by using the estimated VAR(1) model of the macro-factor process
(see Section 2.5.2).
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2.10 Appendix A

Appendix A.1: The factor model of stock returns and the ex-ante ranks

In this appendix we describe more formally the factor structure of stock returns introduced in Section 2,
and give the definition of ex-ante ranks. We assume a factor structure for asset returns as in the assumption
below.

Assumption A. 1. i) The individual return histories y; = (y;¢), with i = 1,...,n, are independent and
identically distributed (i.i.d.) conditionally on the path of an unobservable factor (Fy).
ii) The conditional distribution of the return y; ; given the past return history y; 11 = (Yi,t—1,Yi,t—2; ---)

and the entire factor path (F;) depends on the latter by means of the current and past factor values Fy =
(Fy, Fy_1,...) only.

The factor F; can be multidimensional and corresponds to systematic, or common, risks. When the un-
observable factor path (F}) is integrated out, the individual asset returns histories become dependent. Under
Assumption A.1 i), the factor process (F;) fully captures the dependence across assets returns. Assumption
A.1ii) implies that the conditional distribution of F; given the past histories of the factor £3_; and the returns
Yit—1, 1 = 1,...,n, is independent of the latter, that is, the factor process is exogenous. o

The unconditional distribution of assets returns is exchangeable, that is, invariant to asset permutations.
This property corresponds to the ex-ante homogeneity of the population of assets. However, the assets are
ex-post heterogeneous, as they have different distributions conditional on the past return histories. Indeed,
under Assumption A.1, the model is compatible with assets having different individual unobservable char-
acteristics (such as the factor sensitivities and idiosyncratic volatilities for stocks, or the manager’s skill for
fund portfolios) and the past return histories are informative for these individual unobservable characteristics.

Assumption A. 2. The process (F}) is strictly stationary and Markov.

Under Assumption A.1, the returns at date ¢, that are 1 ¢,...,¥yn, are conditionally i.i.d. variables
admitting a cumulative distribution function (c.d.f.) H; defined by H; (y) = P(y;+ < y|F}). The distribution
H; is conditional on the current and past realizations F; = (Fy, F;_1, ... ) of the systematic factor.

Assumption A. 3. The cross-sectional returns c.d.f. H} is continuous and strictly increasing.

Under Assumption A.3, at any date ¢ there is a one-to-one mapping between the stock returns and the
ex-ante ranks, that are defined next.

Definition 1. i) The uniform ex-ante ranks are defined as u;, = Hj (y; ).

ii) The Gaussian ex-ante ranks are defined as w;; = <I>_1(u;‘7t) = H(yi), where ® denotes the c.d.f. of
the standard normal distribution, and H, = &1 o Hy.

The ex-ante uniform ranks (resp. the ex-ante Gaussian ranks) at a given date are conditionally i.i.d. variables
with cross-sectional uniform distribution on the interval [0, 1] (resp. a standard Gaussian distribution).

The model introduced in Sections 2-5 can be cast in the framework of Assumptions A.1 - A.3 with
multiple factor Fy = (£, F},,)". The specification is such that the CS distribution H; (-) depends on the
current value of component F,;;, and belongs to the Variance-Gamma family (Section 2.5.1 and Appendix
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A.5). The component Fj,; drives the positional persistence of the Gaussian ranks (Section 2.3.1). The
unobservable characteristics 6; = (/3;,;)’ introduce heterogeneity in the positional persistence of stocks
(Section 3.1).

Appendix A.2: Positional management strategies

i) Derivation of the optimal positional allocation

In this section we derive the optimal positional allocation. For given budget w, allocated in the risky assets,
the future value of the risky part of the portfolio is w, +7'y¢+1 = w,(’yi+1+1), where the dollar allocations
vector vy (resp., the relative allocations vector «) is such that v'e = w, (resp., a’e = 1). The rank of this
future portfolio value has to be computed with respect to the cross-sectional distribution of the values at
month ¢ 4 1 of portfolios with budget w, invested at month ¢ in any single risky asset 7. These values are
wy (Yit+1 + 1) and their cross-sectional distribution is:

Hipr(w) = Plwy (gipr1 +1) < w|Fa] = Plyi sy < w/w, — 1Fa] = Hyy (w/w, = 1),

where H{,  is the cross-sectional distribution of stock returns at month ¢ + 1. Thus, the Gaussian rank of
the future value of the risky part of the portfolio with dollar allocation + is given by:

ot ﬁt+1(wr+7,yt+1):| = ¢! [H:+1(7/yt+1/wr)}

= Hyi(Yye1/wr) = He1 ('yegr).

The optimal positional dollar allocation ~y; is obtained by maximizing the expected positional utility of the
Gaussian rank of the future portfolio value subject to the budget constraint:

v, = argmax By [U (Hyp1 (Y yeg1/wy))] -

vy: v e=w,

The solution is v} = wyaf, where the optimal positional relative allocation « is given in equation (2.2.4).

ii) Aggregation of ranks

In this section we discuss the criterion function for positional allocation in terms of aggregation of ranks.
There exist two ways to aggregate ranks. a) Let us consider a set of weights 1, ..., m, with m; > 0, for
n n

t=1,...,n,and Z m; = 1. It is usual to aggregate ranks by considering either the quantity Z muzt,
i=1 i=1

n
or the quantity Z m;u; . This ad-hoc approach is frequently used, for instance for selecting the stocks to
i=1
include in a market index with a given number of assets in order to account jointly for the capitalization
of the last month, the capitalization of the last three months and different liquidity measures. It has also
been suggested in the latest draft released by the Basel Committee on Banking Supervision (BCBS, Basel
Committee on Banking Supervision (2013) ) to aggregate the scores for five categories of importance of risks:
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size, cross-jurisdictional activity, interconnectedness, substitutability/financial institution infrastructure and
complexity. b) An alternative consists in considering the rank of the associated weighted returns:

n n
Hy < > ”i%vt) = Hj ( > mHZ_l(UZ-‘,t)) : (2.10.1)
=1 i=1
or:

Ht(zmyi,t> = Ht<zmﬂt—1(ui,t)). (2.10.2)
=1 =1

We get H}- and H-means of the individual ranks, respectively, instead of the time independent arithmetic
means used in the first approach.
The second definition is more appealing in our framework. Indeed the set of weights m;, ¢ = 1,...,n

can be considered as a portfolio allocation, for instance a portfolio of stocks, or a fund of funds. The average
n

return Z m;Yi¢ 1 the portfolio (resp. fund of funds) return and is used to rank the new portfolio among the
i=1

initial assets, that are the basic stocks (resp. funds). Moreover, definitions (2.10.1) and (2.10.2) are easily

extended to negative 7;, or to 7; which are not summing up to 1. This is not the case with the first definition,
n

since Z m;u; ; might be outside the unit interval [0, 1] for negative weights for instance. It is seen that the

1=1
second definition of rank aggregation corresponds to the criterion function in equation (2.2.5).

iii) Nash equilibrium with endogenous cross-sectional distribution

In this section we describe the Nash equilibrium for the positional asset allocation problem. The cross-
sectional distribution that defines the position of the portfolio value of a given investor is no more considered
as exogenous. Instead, this distribution becomes endogenous and is determined at the equilibrium by the
portfolio allocations of the population of investors.

Let us consider a continuum of portfolio managers, indexed by j, with j € [0,1]. To simplify the
exposition, let us assume that these managers have the same budget, normalized to 1, but different positional
risk aversion parameters A;. These parameters admit a distribution )(dA). Each manager j allocates her
budget in a portfolio of risky assets, with allocation vector a; and portfolio return a;yt. We denote by
G(dy;) the (exogenous) conditional distribution of the vector of asset returns, where for expository purpose
we omit the time index ¢ — 1 of the conditional information. The distribution G is defined by the joint model
of the assets returns (see Assumptions A.1-A.2 in Appendix A.1).

When solving the asset allocation problem, a given manager j considers the expected positioning of
her portfolio with respect to the distribution of the portfolio values of the other managers. In the Nash
equilibrium, the portfolio allocations of the other managers are considered as given by manager j. Let us
denote by H; the cumulative distribution function of the portfolio values of the other managers. The portfolio
allocation problem of manager 7 becomes:

of = argmax Eq [W(IH;(a'ye); Aj)]

J
a:a’e=1

= argmax/U(J{j(a’yt);ﬂj)G(dyt). (2.10.3)

a:a’e=1
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Let us further assume that all managers have the same prior on the portfolio strategies of their competitors.
Since any manager is negligible compared to the totality of the other managers, this assumption implies that
the distribution H; = H is independent of j. Then, the solution of the constrained maximization problem
(2.10.3) is such that:

O‘;f = a*(‘Aja G, ‘r}c)v say,

for some given function o* of the positional risk aversion parameter, the asset returns distribution and the
cross-sectional portfolio values distribution.

Let us now derive the Nash equilibrium condition.'? The future portfolio value for manager 7 is
a*(Aj, G, H) y,. This portfolio value is stochastic due to its dependence on the positional risk aversion A,
with distribution ), and on the asset returns vector ¥, with distribution G. Then, the distribution V, say, of
the portfolio value in the population of managers is:

V(w) = Pgala’ (A, G, H)'y <w] = /l{a*(ﬂj,G,fH)’yt < w}Q(dA;)G(dyy).

This distribution depends on @), G and H, and let us make this dependence explicit by writing V(-; Q, G, H),
say. Then, the Nash equilibrium condition requires that the prior distribution J{ corresponds to the distribu-

tion derived ex-post, that is:
H=VQ,G,H). (2.10.4)

The equilibrium distribution H* = H*(Q, G) is obtained by solving the functional fixed-point equation
(2.10.4). The discussion of the existence and uniqueness of the solution is beyond the scope of this paper.

Appendix A.3: ANOVA on Gaussian ranks

In order to motivate empirically the dynamic model for the Gaussian ranks with time variation and individual
heterogeneity in positional persistence introduced in Section 3, let us perform a descriptive analysis of the
empirical Gaussian rank processes. We consider the two-way panel regression:

Uy = a+bi+c+eig, (2.10.5)

where the empirical Gaussian ranks are explained in terms of a constant a, individual specific effects b;,
n T

time specific effects ¢; and disturbances e; ;. For identification purpose, we set Z b; = Z ¢t = 0. The

i=1 t=1
importance of individual and time effects to explain cross-sectional and time series variation of the Gaussian

ranks can be assessed by testing the null hypotheses H{ : {b; = 0 forall i} , HZ : {¢; = 0 for all ¢}, and the
joint hypothesis HS’ : {bj =0and ¢; = 0 for all 7 and ¢}. The values of the Fisher statistics F for the three
hypotheses are provided below along with their corresponding critical values F* at 95% level.

Eq.(2.10.5) HY H Hj

F 0.725 0.005 0.578
J* 1.077 1.155 1.069

2Qur approach can be compared with the equilibrium defined for two periods and two fund managers in Goriaev, Palomino, and
Prat (2001).

56



The Fisher statistics fail to reject the three null hypotheses H&, Hg and Hg’. This descriptive analysis
suggests that the rank processes feature neither individual, nor time effects in their levels. The estimate of
parameter a is 0.0014. The absence of time effects, and a small estimate of parameter a, were expected since
the cross-sectional distribution of the Gaussian ranks u; ; is standard Gaussian at every date ¢.

In order to test for individual and time effects in positional persistence, we next consider the regression:

(Qip — Qi ) (Gig—1 — Q1) = a+b;+c+ ey, (2.10.6)
T

~ 1 A . . . . . . ~
where 4;. = T Z U; ¢ 1s the time average of the Gaussian ranks of stock ¢, and similarly for ;. 1. The

t=1
explained variable in this regression is the cross-product of demeaned individual ranks at consecutive dates.

We test the three hypotheses [ 5, H g and H, g’. The results for the test statistics are displayed next and show
the presence of both individual and time effects in positional persistence.

Eq.(2.10.6) HY H? H}

F 1.433 6.088 2.375
J* 1.077 1.155 1.069

Thus, in Section 3 we focus on the modelling of the positional persistence parameters.

Appendix A.4: The dynamics of ranks

i) Strict stationarity of the rank processes

Let us consider the rank dynamics in equations (2.3.1) and (2.3.2), and assume that the common factor
(F)p,¢) is a strictly stationary process (see Assumption A.2). Then, for any asset 7, the rank process (u; ) is
strictly stationary. Indeed, conditionally on any value §; = (/3;, ;)" of the random individual effect, the strict
stationarity condition for a stochastic autoregressive process [see e.g. Bougerol and Picard (1992)], namely:
E[log|pitl |di] <0, is satisfied.

ii) Cross-sectional distribution of the ranks

Let us now verify that the cross-sectional distribution of the Gaussian ranks wu;, for ¢ varying at date ¢,
implied by equations (2.3.1) and (2.3.2) is standard Gaussian. By solving backward the autoregressive
equation (2.3.1), we get an infinite-order Moving Average M A(oo) representation for process u; ¢, that is,

o
Uit = Zm,t(f)é‘i,t—za
=0

where the moving average coefficients 7; ;(0) = p;; and 7 ¢(¢) = pitpit—1---Pit—e+14/1 — p?t_é, for £ >
1, are time-varying and stock-specific. Since the disturbances (g;¢) are independent Gaussian white noises
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and Z m:4(£)? = 1, we get that variable u; ; admits a standard Gaussian N (0, 1) distribution conditional

on the factor path (F}) and individual heterogeneity d;. This implies that u;+ admits a standard Gaussian
distribution conditional on the factor path only.

iii) A simple sequential updating procedure for numerical computation of the fixed effects
estimators in equations (2.3.4)-(2.3.5)

Let us now provide an algorithm with a small degree of numerical complexity for computing of the fixed
effects estimates of the factor values Fj, ;, fort = 1, ..., T, and the individual effects 3; and y; fori = 1,...,n
defined in equations (2.3.4)-(2.3.5). The Lagrangian function of the constrained maximization problem is:

T n

T
L= Z Z (Ui t, Uig—15 pit) — A Z Fpr — Z Pt
t=1 i=1 t=1

where:

(z — pw)®
2(1 - p?)
pit = V(B +vilps) = W(dxy), with §; = (B;,7;)" and z = (1, F,+)’, as in equation (2.3.2), and A and
p are the Lagrange multipliers for the constraints in (2.3.5). The first-order conditions for Fj,;, ¢t = 1,...,T
and é;,7 = 1, ...,n are given by:

— 9¢
op

=1

9

1
d(z,w; p) = — log(1 — p*) —

(uztault thtWht% A_QMFp,t:(L t= 17"‘7T7 (2107)

—(ﬁ(u”,u” 1,pZ t)¢z tITt = O 7= ]., ceey 10, (2108)

gﬂﬂ

~

respectively, where 1); ; = ¥/( B + 7;F},¢) and the partial derivative of the function ¢ w.r.t. p is given by:

0 z — pw)?
8i(z,w;p)z 1_1p2 {(z—pw)w—p[(pg—ln-

By summing the equations in (2.10.7) over t =1, ...,T, we get:

ZZ(% Uzt,uzt tht)%t% T)\—QILLZFt_()

i=1 t=1 t=1

The first term (resp. the third term) in the equation is equal to 0 from (2.10.8) [resp. from (2.3.5)]. It
follows that A = 0. Similarly, by multiplying both sides of equation (2.10.7) by F}, ; and summing again
overt =1,...,T, we get:

Zzﬁqﬁ (g, Wit—1; pzt>¢thpt71_2/.LZF2t_0

i=1 t=1
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T
The first term in the equation is equal to 0 from (2.10.8), while we have Z F;t = T from (2.10.8). It

t=1
follows that ;4 = 0. The Lagrange multipliers are zero since the maximized function value is the same with

or without the constraints (2.3.5). Thus, the estimators can be computed from the equations:

0

8¢(uzt7uzt h/%t)%t% = 0 t= 17-"7T7 (2109)
=1

o .
Zap(um,uw i)Y =0, i=1,..n, (2.10.10)
t=1

imposing the identification constraints (2.3.5). We solve the system of equations (2.10.9) - (2.10.10) by a
Newton-Raphson method, in which the updating is performed sequentially with respect to time and individ-
ual effects. In contrast to the joint updating, which would require the inversion of matrices of dimension
(2n+T,2n + T') and has a large degree of numerical complexity, the sequential updating simplifies consid-
erably the computation, since it allows to update the values of the effects F}, ;, and J; independently across

dates and individuals without matrix inversions. Specifically, let F % (9) 0; (@) denote the values of the parame-

pit >
ters at step q satisfying the constraints (2.3.5), and let w(q) p§7t) and wi? be the corresponding values of x4,

pit and 1/4 ¢ Let us expand equation (2.10.9) for date ¢ w.r.t. F},; around the solution at step q. We have:

0
8¢(Uzt7uzt 1,Pz(t))wz§§)%(q)

(Foy — F9y ~ 0,

+ Dyt

~ (9% 06,
Z (3 5 (Wi, Ui p— tht)W’ P2 [ ()2 Jr@p(ui,t,ui,t1;p§?)7'i(z)[v,§q)]2)
i=1

where Ti(fi) =" (52@ + ’y»(q) FZS?). By solving the above approximate equation, the new values of the time

(2
effects up to an additive constant and a multiplicative scale are given by:

—1

. 9%¢ 99 . .

RV = Y- [Z(agwmum AP+ G taaai DY) m-‘q)]?]
=1

"9
Za i, 15 p D ] (2.10.11)
=1

Similarly, we update at step ¢ + 1 the individual effects by performing a Taylor expansion of the equations
in (2.10.10) w.r.t. the 3; and ~; individual by individual, by taking into account the update of the time effects
atstep g + 1:

- 2
5Z(Q+1) - 5(‘1) _ [Z (8 ¢(u”,u” 1’p1(4t+1/2))[¢1(§+1/2)}2
t=1

(2 a 2
a¢ 1/2 1/2 1 1 -1
0 i 5 e Do)
T
- Z (@i ies )0 §q+1)]’ (2.10.12)
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where 2771 = (1,FI§§+1))’, pl(th+1/2) = \II(BZ-(q) + 7§Q)F]§j’j”) and similarly for ¢;} (@+1/2) and 7 (q+1/2)
Finally, we get the estimates at step ¢ + 1 by recentering and rescaling the values in (2 10 11) - (2. 10 12) to
account for the constraints:
1 X
By - 3 A
J AR =1 L t=1,..T,

(a+1) @) | 1<

Jlatl)  _ s(gt Z

i - T T
+ 7

B(q+1) — ﬂ(qﬂ

iv) Proof of equation (2.3.6)

From the assumption of Gaussian CS distribution, the future position of the risky portfolio return is [see
equation (2.2.8)]:

Hi(o'yep1) = up
n n
= > qipiprrtig+ Y o/l — pf Eis. (2.10.13)
=1 =1

Then, by using that the (¢; ;) are independent Gaussian white noise processes, the expected positional utility
is:

—F [exp (—AHy1 ('ye11)) | Byt
= _FE {E [exp (—AHt+1(@/yt+1)) | Fet1, &} ’&’%}

n n
1
exp (—ﬂ Z QG Pi 41Ut + §ﬂ2 Z ai(1— P?,t+1)> | E, ye

=1 i=1

= -EF

The Lagrangian function for the maximization of the expected positional utility w.r.t. the portfolio allocation
« subject to the constraint o/e = 1 is:

eXp( AZasz t+1Ui¢ + AQZOZ — Pl > [ Fis e

where A is the Lagrange multiplier. The first-order condition for «; is:

L= _ + A(d'e — 1),

AE

(P a+1uie = AL = pF 1) v) eXP( Azazl)zt+1uzt+ Azza ~ Piip > 1 Et e

+A=0.
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In the conditional expectation, the exponential function can be replaced by exp (—AHtH(a’ytH)). We
deduce that the solution ov = o satisfies the implicit equation:

1 A 1
afp= ———— g, (2.10.14)
MATEM (L= pfhy) A

n
where §; ; is defined in equation (2.3.8). From the constraint Z a; = 1, we get that the Lagrange multiplier
i=1
is such that:

i=1
By replacing this expression into equation (2.10.14), we get equation (2.3.6).

v) Portfolio with least risky future rank

In this subsection, we assume that positional persistence is time invariant, i.e. p; ; = p;. Then, from (2.10.13)
the conditional variance of the future portfolio rank given the individual assets ranks is:

4 [Ht+1(04 Yi+1) | Ut Z ai (1= p7).

By maximizing this conditional variance w.r.t. a subject to the constraint o’e = 1, we get the portfolio
allocation with conditionally least risky future rank:

1-p)"

n

> (1-p)!
=1

Q5

vi) Proof of equation (2.3.9)

At first-order in the persistence parameter we have:

B (1 - pzz,t—l-l) ~1,

and:

E

- exp( Azm - AZZa . ) By

exp( AZa@pthuzt + AQZa 101 1 ) |Fi, ye

~ F [Pi,t+1\ﬂyﬂ] ~ E [pz‘,t+1\Ft, z}

Then, from (2.3.7) and (2.3.8) we get w;; >~ 1/n and & ~ E;(p;++1)uic. By plugging these approxima-
tions in (2.3.6), we get equation (2.3.9).

Ef(pipr1) =
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vii) Proof of approximation (2.6.1)
From equation (2.3.9) we have:

n n 2
1 . , 11 1
- ;(%t —1n) =5 > (Et(l’i,t+1)“i,t - ;Et(m,tﬂ)ui,t) : (2.10.15)

=1

When n — oo, the strong Law of Large Numbers implies:

2
1 ¢ 1
- > <Et(Pz‘,t+1)Uzyt - ZEt(Pi,tH)Ui,t) = V(Ei(pitr1)uie Fr),  (2.10.16)
=1 =1

where the convergence is almost surely. Moreover, we have:
V(E(pi g1 )uidl Fy) = E(Ei(pias1)*uiy[ ) = B(Ey(piie)?|F), (2.10.17)

where we use that the Gaussian ranks are such that u; ; ~ N (0, 1) conditional on F}, ¢;, and the process of
the macro-factors is Markov. Let us now approximate the quantity E(Ey(p;+1)?|F;) for small positional
persistence. By a first-order Taylor expansion of function ¥(s) = (e?¥ — 1)/(e?* + 1) around s = 0, the
conditional expected positional persistence is such that:

Ei(pig1) = U(0) 4+ W' (0)[B; + HE(Fpss1|F)] = Bi + viE(Fpys1|F). (2.10.18)

By combining (2.10.15)-(2.10.18), approximation (2.6.1) follows.

Appendix A.5: Parametrization of the Variance-Gamma distribution

The Variance-Gamma (VG) is a parametric family of distributions yielding a flexible yet tractable specifica-
tion of third and fourth order moments. The VG distribution was first used in Finance by Madan and Seneta
(1990) to describe the historical distribution of security returns. In our paper, we use the VG family to model
the theoretical CS distribution of CRSP stock returns. The theoretical CS p.d.f. h}(y) = 0H/(y)/0y at
month ¢ is given by [see Seneta (2004), p. 180]:

Ae—1/2
hi(y) = 2oy —c)/wt ( ly = Ky o, (a2 o7
t V27w (1/A)MT (M) 2w + 7 Y wt '

(2.10.19)

where K, (-) denotes the Bessel function of the third kind '* with index A, I'(-) is the Gamma function'* and
¢t € Ryw > 0,v € Rand A\ > 0 are the parameters for month ¢. The four VG parameters c¢;, wy, V¢, At
are time-varying and stochastic. They correspond to transformations of the elements of a four-dimensional
common stochastic factor Fy;; that drives the pattern of the theoretical CS distribution of stock returns. The

1T al1 Lot
"3The Bessel function of the third kind with index  is defined as K (z) = 5 / A 1e 22D gt for x> 0.
0

—+oo
'“The Gamma function is defined as I'(z) = / t*~ e dt, for & > 0.
0
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VG distribution in equation (2.10.19) is the distribution of returns y; ; at month ¢, for ¢ varying, conditional
on the observed factor F;;. Since the VG family of distributions can be parameterized in several alternative
ways, vector Fy; is defined up to a one-to-one transformation. We select this transformation such that the
parameters, i.e. the components of vector F;;, admit simple interpretations and vary without constraints in
the domain R*. The latter condition eases the specification of a dynamic model for process (F}) in Section
2.5.2. To define the parameter transformation, let us consider the first four standardized cross-sectional
power moments at month ¢. They are given by [see Seneta (2004)]:

pe = ElyidFad = ¢+, (2.10.20)
of = ViyialFae =7/ M+, (2.10.21)
E[(yis — w)?|F, 292 /A
5 — [(yi l;t) [Fad _ ;n/ t+3u;t/2’ (2.10.22)
o; At (9 [ Ae + wy)
E[(yit — u)* F, 3 w2 4 dwvE I\ + 29 /N2
kt _ [(yl»t lfjt) ’ d7t] :3_{_7("'}15 =+ w2t/7t/ t+ /Yt/ t. (21023)
o} At (V¢ /Ae 4+ we)?

We have the following result, which is proved at the end of this Appendix.

Lemma 1. i) In the VG family, the kurtosis k; is lower bounded, with the lower bound depending on the
skewness s;:
ke > 3(1+ s7/2). (2.10.24)

ii) Define:
kf =k —3(1+s7/2). (2.10.25)

Then, the parameters iy € R, oy > 0, s; € R and ki > 0 vary independently on their domains, and are
Jjointly in a one-to-one relationship with the original parameters c; € R, wy > 0, 7+ € R and A\ > 0.

The inequality (2.10.24) on the third and fourth order moments of the VG distribution is more restrictive
than the condition valid for any distribution, namely k; > 1+ s% [see Pearson (1916)]. Moreover, in the VG
model the kurtosis is larger than 3, that is, the kurtosis of a Gaussian distribution. A Gaussian distribution
is the limit of the VG distribution when s; = 0 and kf — 0 [see Seneta (2004)]. Lemma 1 i) suggests
to consider k; defined in (2.10.25) as a measure of excess kurtosis. Then, we define the factor Fy;; as in
equation (2.5.1), namely Fy; = (pt,1log oy, s¢,log kf)’. Its components are in one-to-one relationship with
the parameters of the VG family from Lemma 1 ii), and they are free to vary in the unbounded domain R*,

Proof of Lemma 1: We omit the time index of the parameters as it is not relevant here. Define the parameter
transformations:

§= ﬂ = i. (2.10.26)

eprw T

The parameters 4 € R, 0 > 0, ¢ € (—1,1) and n > 0 vary independently on their domains, and are in a

one-to-one relationship with the original parameters ¢ € R, w > 0, v € R and A > 0. Indeed, the original

parameters can be written as ¢ = y — &0/, w = o2(1 — €2), v = £o/n and A = 1/n. Moreover, the
skewness and kurtosis can be written as:

s = né(3—¢&2), (2.10.27)

= 34321 +28%2 &Y, (2.10.28)
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and are functions of parameters 7 and £ only. From equation (2.10.27), when £ # 0 we have n = s/[£(3 —
£2)]. By replacing this expression of 7 into equation (2.10.28) we get:

k =3+ 3s%g(¢%), (2.10.29)

2
1;(3232_5, for z > 0. The function g is monotonic decreasing on
the interval (0, 1), with g(z) — oo as z — 0 and g(1) = 1/2. We deduce inequality (2.10.24).

Defining k* as k* = k—3(1+s2/2), the parameters € R, 0 > 0, s € Rand k* > 0 are in a one-to-one
relationship with the original parameters. Indeed, given the values of s € R and £* > 0, we can determine
uniquely the values of n > 0 and £ € (—1,1):

i) If s = 0, from equations (2.10.27), (2.10.28) and the definition of £* it follows { = 0 and = \/k*/3.
ii) If s # 0, we can use equations (2.10.29), the definition of k£*, and the monotonicity of function g to get
€% = g 1[k*/(3s%) + 1/2] € (0,1). From equation (2.10.27), the sign of ¢ is the same of that of s. Then,

n=s/[¢(3 —&?)]. QED.

where function g is defined by g(z) =

Appendix A.6: Numerical implementation of efficient positional strategies

In this appendix we provide a feasible numerical algorithm for the computation of the optimal positional
portfolio allocation defined in equation (2.2.4). The algorithm consists in the application of the Newton-
Raphson method for the solution of a maximization problem with equality constraints [see, e.g. Boyd and
Vandenberghe (2004)]. Then, the conditional expectations in the gradient and the Hessian of the criterion are
computed using the estimated joint model for Gaussian ranks, cross-sectional distribution and macro-factor
dynamics in Sections 3 and 5.

i) Newton-Raphson algorithm with equality constraints
The maximization problem associated with equation (2.2.4) can be written as:
max Vi («)
o
s.t. de=1

where @ = (o, ..., a,)’, € is an n-vector of ones, and

u (Ht+1 (Z ath+11(ui,t+1)>>] .
i—1

The associated Lagrangian function for the constrained maximization problem is:

V(o) = Ey [U (Hys1(@'ye41))] = Ex

Li(a, ) = Vi(a) + Ad'e — 1),

and the first-order conditions are:

OVile) +Xe=0
oo
de—1=0
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By applying an extended Newton’s procedure based on the Taylor’s expansion of the first-order conditions
with respect to (o/, \)’, the solution of the problem is obtained by an iterative algorithm with (g + 1)-th step
given by [see, e.g. Boyd and Vandenberghe (2004)]:

-1
alatD) (@) PV(a'?) OVi(al?)
[ A@+1) ] - [ 0 ] - y dada’

ol ea -1
1

The initial step of the algorithm uses o9 = Ze, that is, the equally weighted portfolio.
n

ii) Formulas for the gradient vector and Hessian matrix of the expected CARA positional
utility function

In the case of a CARA positional utility function with U(v; A) = — exp(—Av), where A > 0 is the posi-
tional risk aversion parameter, written on the Gaussian rank of the portfolio return, the expected positional
utility Vi («) is:

Vi(a) = —E; [exp { —AH1 (o'ye11) }] -

The gradient vector of the expected CARA positional utility function is:

Vi(a)

5o = A exp {— A (0'yer) | Hia (@yesn)yen] (2.10.30)
where H; ;(y) = dHtc_l;(y) The Hessian matrix of the expected CARA positional utility function is:
682;4320;/) = AE; [exp {—AH 41 (@yg1) } (—AH 1 (@yeg1)? + H' 1 (@'y41)) Yes1 Yigq] (2.10.31)
where HY, ,(y) = th:;;;(y)

Let us now compute the two functions Hj ,(y) and H;’_,(y). Recall from Definition 1 ii) in Appendix
1 that:

Hy(y) = @ '(H{ (), (2.10.32)

where H; is the cross-sectional c.d.f. of the VG family at date ¢. Therefore, we have:

1
P[O~1(H (y))]

where h;(y) = h*(y|Fy:) = dH] (y)/dy is the VG p.d.f. in equation (2.10.19) and ¢(-) = @'(-) is the
p.d.f. of the standard Gaussian distribution. This allows to compute:

O (H (y))

W)= Gm e )

Hi(y) = hi (y),

1 dhi (y)
PO~ (Hi ()] dy
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Finally, we can re-write equation (2.10.31) as:

Vi ()
Oa0a!

= AE; [exp {—AH1 (@'yes1) } &evr (@yg1) ves1 Yiga ] 5 (2.10.33)
where:

&Gy) = —AH(y)*+ H/(y)
e WH ) A,
= G ) et

1 dhi (y)

" . (2.10.34)
P[@~1(Hy (y)] dy
iii) Estimation of the gradient vector and Hessian matrix of the expected CARA positional
utility function

Let us finally discuss the estimation of the conditional expectations in the gradient vector and Hessian matrix
of the criterion given in equations (2.10.30) and (2.10.33).

The conditioning information at date ¢ includes the past history of assets returns y; and systematic factors
F,, and the individual effects §; = (3;,;)’ for all assets. We use that functions Hy1(-) and &41(-) in equa-
tions (2.10.32) and (2.10.34) involve the future factor value F} 1, the asset returns are y; ;11 = Htjrll (Wi tt1)
and the joint process (Fy, u1 ¢, ..., un ) is Markov conditional on the individual effects. Then, the conditional
expectations in equations (2.10.30) and (2.10.31) are taken with respect to future factor value F},; and Gaus-
sian ranks w; 141, given F}, u; ; and 6; for all assets in the investment universe. These conditional expectations
are computed by Monte Carlo integration by simulating future ranks and factor values according to their es-
timated models in Sections 3 and 5. The current values of the factor F} and ranks u; ¢, and the individual

effects ¢; in the conditioning set are replaced by their estimated values.
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Chapter 3

Is Industrial Production Still the Dominant
Factor for the US Economy?

Abstract

We propose a new class of approximate factor models which enable us to study the full spectrum of quarterly
IP sector data combined with annual non-IP sectors of the economy. We derive the large sample properties of
the estimators for the new class of factor models involving mixed frequency data. Despite the growth of ser-
vice sectors, we find that a single common factor explaining 90% of the variability in IP output growth index
also explains 60% of total GDP output growth fluctuations. A single low frequency factor unrelated to man-
ufacturing explains 14% of GDP growth. The picture with a structural factor model featuring technological
innovations is quite different. IP sectors technology shocks do not play a dominant role.

JEL Codes: E23, E32, C32, C38, C55.

Keywords: Approximate Factor Model, Principal Component Analysis, Canonical Correlations, Mixed-
frequency Data, Sectoral Output Growth, Industrial Production, Gross Domestic Product.
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3.1 Introduction

In the public arena it is often claimed that manufacturing has been in decline in the US and most jobs have
migrated overseas to lower wage countries. First, we would like to nuance this observation somewhat. It is
true, as the figure below clearly shows, that the share of the industrial production sector has been in decline
since the late 70’s, which is the beginning of our sample period. However, does size matter? The fact that
the size shrank does not necessarily exclude the possibility that the industrial production sector still is a key
factor, or even the dominant factor, of total US output. We study the validity of this question using novel
econometric methods designed to deal with some of the challenging data issues one encounters when trying
to address the problem.

Figure 3.1: Sectoral decomposition of US nominal GDP.
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The figure displays the evolution from 1977 to 2011 of the sectoral decomposition of US nominal GDP. We aggregate the shares of
different sectors available from the website of the US Bureau of Economic Analysis, according to their North American Industry
Classification System (NAICS) codes, in 5 different macro sectors: Industrial Production (yellow), Services (red), Government

(green), Construction (white), Others (grey).

When studying the role of the industrial production sector we face a conundrum. On the one hand, we
have fairly extensive data on industrial production (IP) which consists of 117 sectors that make up aggregate
IP, each sector roughly corresponding to a four-digit industry classification using NAICS. These data are
published monthly, and therefore cover a rich time series and cross-section. In our analysis we use the data
sampled at quarterly frequency, for reasons explained later in the paper, and consists of over 16,000 data
points counting all quarters from 1977 until 2011 (end of our data set) across all sectors. On the other hand,
contrary to IP, we do not have monthly or quarterly data about the cross-section of US output across non-IP
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sectors, but we do so on an annual basis. Indeed, the US Bureau of Economic Analysis provides Gross
Domestic Product (GDP) and Gross Output by industry - not only IP sectors - annually. In our empirical
analysis we use data on 42 non-IP sectors. If we were to study all sectors annually, we would be left with
roughly 4000 data points for IP - a substantial loss of information.

Economists have proposed different models to explain how various sectors in the economy interact.
Some rely on aggregate shocks which affect all sectors at once. Foerster, Sarte, and Watson (2011), who use
an approximate factor model estimated with quarterly data, find that nearly all of IP variability is associated
with a small number of common factors - even a single common factor suffices according to their findings.
To what extend does the single common factor which drives the cross-sectional variation of IP sectors also
affect the rest of the economy, in particular in light of the fact that the services sector grew in relative size?
To put it differently, can we maintain a common factor view if we expand beyond IP sectors? Or should we
think about sector-specific shocks affecting aggregate US output? If so, are these IP sector shocks, or rather
services sector ones?

We propose a new class of factor models able to address these key questions of interest using all the
data - despite the mixed sampling frequency setting. Empirical research generally avoids the direct use of
mixed frequency data by either first aggregating higher frequency series and then performing estimation and
testing at the low frequency common across the series, or neglecting the low frequency data and working
only on the high frequency series. The literature on large scale factor models is no exception to this practice,
see e.g. Forni and Reichlin (1998), Stock and Watson (2002a,b) and Stock and Watson (2010). Using the
terminology of the approximate factor model literature, we have a panel consisting of Ny cross-sectional
IP sector growth series sampled across MT' time periods, where M = 4 for quarterly data and M = 12 for
monthly data, with 7" the number of years. Moreover, we also have a panel of N7, non-IP sectors - such as
services and construction for example - which is only observed over T periods. Hence, generically speaking
we have a high frequency panel data set of size Ny x MT and a corresponding low frequency panel data
set of size N, x T The issue we are interested in can be thought of as follows. There are three types of
factors: (1) those which explain variations in both panels - say ¢©, and therefore are economy-wide factors,
(2) those exclusively pertaining to IP sector movements - say g, and finally (3) those exclusively affecting
non-IP, denoted by g”. Hence, we have (1) common, (2) high frequency and (3) low frequency factors. We
use superscripts C, H and L because the theory we develop is generic and pertains to common (C), high
frequency (H) and low frequency (L) factors. The question how to extract common factors from a mixed
frequency panel data set is of general interest and has many applications in economics and other fields. In
fact our analysis covers an even broader class of group factor models, as will be explained shortly, which is
of general interest beyond the mixed frequency setting considered in the empirical application.

The purpose of this paper is to propose large scale approximate factor models in the spirit of Bai and
Ng (2002), Stock and Watson (2002a), Bai (2003), Bai and Ng (2006), and extend their analysis to mixed
frequency data settings. A number of mixed frequency factor models have been proposed in the literature,
although they almost exclusively rely on small cross-sections. '

We approach the problem from a different angle. We start with a setup which identifies factors common

ISee for example, Mariano and Murasawa (2003), Nunes (2005), Aruoba, Diebold, and Scotti (2009) Frale and Monteforte
(2010), Marcellino and Schumacher (2010) and Banbura and Rinstler (2011), among others. Stock and Watson (2002b) in their
Appendix A, propose a modification of the EM algorithm of Dempster, Laird, and Rubin (1977) to estimate high frequency factors
from potentially large unbalanced panels, with mixed-frequency being a special case. Moreover, Jungbacker, Koopman, and der
Wel (2011) introduce a computationally efficient EM algorithm for the maximum likelihood estimation of a high-dimensional linear
factor model with missing data.
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to both high and low frequency data panels, the aforementioned ¢, and factors specific to the high and low
frequency data. Our approach amounts to writing the model as a grouped factor model. The idea to apply
grouped factor analysis to mixed frequency data is novel and has many advantages in terms of identification
and estimation. In the proposed identification strategy, the groups correspond to panels observed at different
sampling frequencies. While there is a literature on how to estimate factors in a grouped model setting,
there does not exist a general unifying asymptotic theory for large panel data.> We propose estimators for
the common and group specific factors, and an inference procedure for the number of common and group
specific factors based on canonical correlation analysis of the principal components (PCs) estimators on each
subgroup. The procedure is therefore general in scope and also of interest in many applications other than
the one considered in the current paper. We study the large sample properties of our estimators and inference
procedure as 7', Ny, Nj, — 0.

Our empirical application revisits the analysis of Foerster, Sarte, and Watson (2011) who use factor
analytic methods to decompose industrial production (IP) into components arising from aggregate shocks
and idiosyncratic sector-specific shocks. They focus exclusively on the industrial production sectors of the
US economy. We find that a single common factor explains around 90% of the variability in the aggregate IP
output growth index, and a factor specific to IP has very little additional explanatory power. This implies that
the single common factor can be interpreted as an Industrial Production factor. Moreover, more than 60% of
the variability of GDP output growth in service sectors, such as Transportation and Warehousing services, is
also explained by the common factor. A single low frequency factor unrelated to manufacturing, explaining
around 14 % of GDP growth fluctuations, drives the comovement of non-IP sectors such as Construction and
Government. Note the great advantage of the mixed frequency setting - compared to the single frequency
one - in the context of our IP and GDP sector application. The mixed frequency panel setting allows us to
identify and estimate the high frequency observations of factors common to IP and non-IP sectors. With IP
(i.e. high frequency) data only we cannot assess what is common with non-IP. With low frequency data only,
we cannot estimate the high frequency common factors.

We re-examine whether the common factor reflects sectoral shocks that have propagated by way of
input-output linkages between service sectors and manufacturing. A structural factor analysis indicates that
both low and high frequency aggregate shocks continue to be the dominant source of variation in the US
economy. The propagation mechanisms are very different, however, from those identified by Foerster, Sarte,
and Watson (2011). Looking at technology shocks instead of output growth, it does not appear that a common
factor explaining IP fluctuations is a dominant one for the entire economy. A factor specific to technological
innovations in IP sectors is more important for the IP sector shocks and a low frequency factor which appears
to explain variation in information industry as well as professional and business services innovations plays
relatively speaking a more important role. Hence, when it comes to innovation shocks, IP is no longer the
dominant factor.

The rest of the paper is organized as follows. In section 3.2 we introduce the formal model and discuss
identification. In section 3.3 we study estimation and inference on the number of common factors. The large
sample theory appears in section 3.4. Section 3.5 covers the empirical application. Section 3.6 concludes the
paper. Readers who are only interested in the empirical applications can go directly to section 3.5 which starts
with a summary of the novel econometric procedure. Appendix C contains additional material including an
alternative identification strategy for the common factor space, a discussion of some properties of an iterative

2In section 3.2.3 we provide a short review of the literature on group factor models, including recent contributions related to the
topic of the current paper.
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estimator, dataset description, a procedure for the extraction of technology shocks, and additional empirical
results.

3.2 Model specification and identification

We consider a setting where both low and high frequency data are available. Lett = 1,2, ..., T be the low
frequency (LF) time units. Each period (¢t — 1,¢] is divided into M subperiods with high frequency (HF)
dates t — 1 4+ m/M, withm =1, ..., M. Moreover, we assume a panel data structure with a cross-section
of size Ny of high frequency data and Ny, of low frequency data. It will be convenient to use a double time
index to differentiate low and high frequency data. Specifically, we let m{,{ft, fori=1, ..., Ny, be the high
frequency data observation i during subperiod m of low frequency period . Likewise, we let 2%, with i =
1,..., Nz, be the observation of the i*" low-frequency series at t. These observations are gathered into the
Np-dimensional vectors xg’t, V m, and the N -dimensional vector =7, respectively.

We have a latent factor structure in mind to explain the panel data variation for both the low and high
frequency data. To that end, we assume that there are three types of factors, which we denote by respectively
gf;;t, gﬂyt and g#}t. The former represents factors which affect both high and low frequency data (throughout
we use superscript C' for common), whereas the other two types of factors affect exclusively high (superscript
H) and low (marked by L) frequency data. We denote by k¢, k¥ and k”, the dimensions of these factors.

The latent factor model with high frequency data sampling is:

l'g,t = AHCQSL,t + AHgnhzr,t + eg,tv
Tt = Achm,t + ALgm,t + Em,t>

where m = 1,... M andt = 1,...,T, and Ayc, Ay, Apc and A are matrices of factor loadings. The
vector x,’;g*t is not observable for each high frequency subperiod and the measurements, denoted by x),
depend on the observation scheme, which can be either flow sampling or stock sampling (or some general
linear scheme). In the remainder of this section we study identification of the model for the case of flow
sampling, corresponding to the empirical application covered later in the paper.’

In the case of flow sampling, the low frequency observations are the sum (or average) of all {L‘ﬁl* ; in each
high frequency subperiod m, that is: 7 = Z%Zl a;#*t Then, model (3.2.1) implies:

H — C H H _
xm,t - AHCgmt—i_AHgm,t"i_emt, 771—17...,]\4'7

M M 3.2.2)
xtL = ALC Zm:l gg,t + AL Zm:l gTI;L,t + Zm:l 6#4,15'

Let us define the aggregated variables and innovations z := Z%zl J}THn’t, &Y = Z%zl e%’t, U=H1L,
and the aggregated factors:

M
g = > g4, U=CHL
m=1

3The identification with stock sampling is discussed in Appendix 3.7.1. It is worth noting though that any sampling scheme
leading to a representation of the model analogous to the group-factor model in equation (3.2.3) or (3.2.4) - discussed shortly - is
compatible with the identification and estimation strategies of this paper.
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Then we can stack the observations x{? and 2} and write:

=C
H gt T
e | _ | Auc Am O I !
[ T ] LA 0 AL } %tL tloer | (3.2.3)
t

The last equation corresponds to a group factor model, with common factor gtc and “group-specific" factors
gt gt

To further generalize the setup, and draw directly upon the group-factor structure, we will consider
the generic specification. To separate the specific from the generic case, we will change notation slightly.
Namely, we keep the notation introduced so far with high and low frequency data, temporal aggregation, etc.
for the mixed frequency setting further used in the empirical application and use the following notation for
the generic grouped factor model setting:

fe
Yt AT Af O A €1t
N2 - + o 324
[ Y2t ] [ A5 0 A3 ]fcls’t £2 624
2t
where Yjt = [yj,lt) ceey j,th],’ A; = [)\;717 ey §7Nj],’ A? = [)\;717 ey A§7Nj], and &t = [5j,1t) "'75j,th],a

with j = 1,2. The dimensions of the common factor f; and the group-specific factors f7,, f5, are k¢, ki
and k3, respectively. In the case of no common factors, we set £ = 0, while in the case of no group-specific
factors we set /cj =0, j =1, 2.* The group-specific factors fit and fit are orthogonal to the common factor
f£. Since the unobservable factors can be standardized, we assume:

It 0
El fi: =101, (3.2.5)
f34 0
and
ff Iie 0 0
VI B |l=10 Le @ |, (3.2.6)
I3 0 @ I

where @ is the covariance between the group-specific factors.’

3.2.1 Separation of common and group-specific factors

In standard linear latent factor models, the normalization induced by an identity factor variance-covariance
matrix identifies the factor process up to a rotation (and change of signs). Let us now show that, under suitable
identification conditions, the rotational invariance of model (3.2.4) - (3.2.6) allows only for separate rotations
among the components of f7;, among those of f3,, and among those of fi. The rotational invariance of

*The case of more than two groups is a relatively straightforward generalization. Note that would also handle situations with
more than two sampling frequencies. In the interest of conciseness, we do not consider this type of generalization in the current
paper.

5In the main body of the text we only highlight some of the key assumptions. In Appendix A section 3.7.2 we provide a detailed
list of the assumptions.

76



model (3.2.4) - (3.2.6) therefore maintains the interpretation of common factor and specific factors. More
formally, let us consider the following transformation of the stacked factor process:

It An A Agg ff
i | = | Aan Az Ass fis (3.2.7)
I3+ Az Azp Ass I3

where (f¢/, th’ , ~25t’ )" is the transformed stacked factor vector, and the block matrix A = (A;;) is nonsin-

gular.

Definition 1. The model is identifiable if: the data y . and ys . satisfy a factor model of the same type as
(3.2.4) - (3.2.6) with (f{', f1 [, f5})" replaced by (ff', fi [, f5{)" only when matrix A 'is a block-diagonal
orthogonal matrix.

The following proposition gives a sufficient condition for the identification of the model with common and
group-specific factors.®

Proposition 1. If matrices A1 = [Af D AS ] and Ay = [Ag DA } are full column-rank (for N; large
enough), then the model is identifiable in the sense of Definition 1.

Proof: See Appendix 3.8.1.

Therefore the common factor f; and the group-specific factors f7;, f5, and the factor loadings A%, A7, are
identifiable up to a linear transformation, since the variables y; ; are observable. By the same token in the
mixed frequency setting of equation (3.2.3), the aggregated factors ¢, g{7, gF, and the factor loadings A ¢,
Arc, A, Ap, are identified. Once the factor loadings are identified from (3.2.3), the values of the common
and high frequency factors for subperiods m = 1, ..., M are identifiable by cross-sectional regression of the
high frequency data on loadings Ay¢ and Ag in (3.2.1). More precisely, grc,;t and gg,t are identified by
regressing xﬁ’t on Agc,; and A\g; across @ = 1,2, ..., for any m = 1,..., M and any ¢. Hence, with flow
sampling, we can identify the common factor g%t and the high frequency factor gg,t at all high frequency
M
subperiods. On the other hand, only g&' = Z gﬁw, i.e. the within-period sum of the low frequency factor,
m=1

is identifiable by the paired panel data set consisting of 2/ combined with . This is not surprising, since
we have no HF observation available for the LF process.

3.2.2 Identification of the (common) factor space from canonical correlations and directions

In the interest of generality, let us again consider the generic setting of equation (3.2.4) and let k; = k°+ k7,
for j = 1,2, be the dimensions of the factor spaces for the two groups, and define & = min(k1, k2). We
collect the factors of each group in the k;-dimensional vectors h; ;:

hjy = [ f; ] j=1,2, t=1,..,T, (3.2.8)
7t

8See also results in e.g. Schott (1999), Wang (2012), Chen (2010, 2012). Proposition 1 is implied by Proposition 1 in Wang
(2012).
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and the loadings in the k;-dimensional vectors A; ;:

A\C .
)\j,i = |: .;72 :| , ] — 1727 Z — 17 7N_]
)‘ji

Using these definitions, model (3.2.4) can equivalently be written as:
Yjit = A;‘7ihj,t+5j,it’ 73 =12, = 1,...,Nj, t=1,..T,

We also stack the factors hj, j = 1,2, into the K -dimensional vector hy = (h} 4, hy,)', with K = ky + ko.
Moreover, let us express the (K, K)-dimensional matrix V' (h;) as:

Vit Vio
Vi(h , 3.2.9
(Fe) [ Vor Voo ] ( )
where:
Vie = E(hjﬂfh/e’t), j,l=1,2. (3.2.10)

Let us first recall a few basic results from canonical analysis (see e.g. Anderson (2003) and Magnus and
Neudecker (2007)). Let py, £ = 1, ..., k denote the canonical correlations between h1 ; and hs ;. The largest
k eigenvalues of matrices

R=V["ViaVyy' Va1,  and R* = V'V, Vy;'Via,

are the same, and are equal to the squared canonical correlations p?, ¢ =1,...,k between hi; and ho.
The associated eigenvectors wy ¢ (resp. wa ), with £ = 1,..., k, of matrix R (resp. R*) standardized such
that w] ,Viqw1 ¢ = 1 (resp. wh ,Vaoway = 1) are the canonical directions which allow to construct the
canonical variables from vector hy ¢ (resp. hg ;). The matrices w; = (wj 1, ..., wj,k)’ J = 1,2, are such that
w;Vjjw; = Iy, j = 1,2. Moreover, if p; # 0, then

1_
wiy = —Vi'Visway,

’f (3.2.11)
woy = — Vi Varwiy.

pe

Proposition 2. The following hold:

i) If k¢ > 0, the largest k¢ canonical correlations between hy; and ha; are equal to 1, and the remaining
k — k€ canonical correlations are strictly smaller than 1.

ii) Let W; be the (kj, k) matrix whose columns are the canonical directions for h; associated with the k¢
canonical correlations equal to 1, with j = 1,2. Then, we have ff = W]{hM (up to a rotation matrix), for
j=12

iii) If k¢ = 0, all canonical correlations between h1; and ho ; are strictly smaller than 1.

iv) Let W} (resp. W5') be the (ki, k) (resp. (ka, k3)) matrix whose columns are the eigenvectors of matrix
R (resp. R*) associated with the smallest ki (resp. k3) eigenvalues. Then fﬁt = WJ‘-S’ hjt (up to a rotation
matrix) for j = 1, 2.
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Proof: See Appendix 3.8.2.

Proposition 2 shows that the number of common factors k¢, the common factor space spanned by f;, and
the spaces spanned by group specific factors, can be identified from the canonical correlations and canonical
variables of hq; and ho . Therefore, the dimension k¢, and factors f{ and ff,t’ 7 = 1,2, (up to a rotation)
are identifiable from information that can be inferred by disjoint principal component analysis (PCA) on
the two subgroups. Note that disjoint PCA on the two subgroups allows us to identify A7 and ho; up to
linear transformations. This fact does not prevent identifiability of the common and group-specific factors
from Proposition 2. More precisely, from the subpanel j we can identify the vector /;; up to a non-singular
matrix U}, say, j = 1,2. Under the transformation h;; — U;h;, the matrices R and R* are transformed
such that R — (U])"'RU{ and R* — (U})~'R*U). Therefore, the matrices of canonical directions W;
and W are transformed such as W; — (U J’.)_le, j = 1, 2. Therefore, the quantities Wj{hj,t, j=1,2, are
invariant under such transformations.

One may wonder why we do not apply canonical correlation analysis directly to the (aggregated) high and
low frequency data - avoiding the first step of computing PCs since the extra step considerably complicates
the asymptotics and actually entails a novel contribution of the paper. What makes the first step of computing
PCs necessary is the fact that canonical correlations applied to the raw data may not necessarily uncover
pervasive factors.” One may also wonder why we cannot stack all groups into one panel and apply standard
PCA to estimate common factors as in Bekaert, Hodrick, and Zhang (2009) and Korajczyk and Sadka (2008),
for instance. Unfortunately, this is also not a solution either, as discussed in Boivin and Ng (2006), Goyal,
Pérignon, and Villa (2008), Wang (2012) and Breitung and Eickmeier (2014). In fact, in the case of a
model with k¢ common factors, a finite number of groups, and a positive number of group-specific factors,
the estimate of the common factor obtained from the first £¢ principal components of the pooled data is
inconsistent due to the correlation in the residuals terms arising from the group specific factors.

3.2.3 What is new and different?

There already exist a number of papers on group factor models, sometimes also named “multilevel factor
models” or “hierarchical factor models”. Many, rooted in the statistics literature, deal with large 7" and
finite cross-sections, i.e. N = max; (Nj) < 00. See for example, Dauxois and Pousse (1975), Krzanowski
(1979), Flury (1984), Flury (1988), Schott (1988), Schott (1991), Schott (1999), Chen and Robinson (1989),
Dauxois, Romain, and Viguier (1993), Gregory and Head (1999), Kose, Otrok, and Whiteman (2008), and
Viguier-Pla (2004). Recently, Bayesian methods for state space models have been applied by Moench and Ng
(2011) and Moench, Ng, and Potter (2013) for relatively large scale hierarchical factor models. Moreover,
Hallin and Liska (2011) extend the estimator based on dynamic PCs to their dynamic factor model with
block structure, which is similar to the grouped factor models studied by the above literature. The main
contribution of Goyal, Pérignon, and Villa (2008) is the extension of the results of the classical statistical
literature on group factor models to the case of approximate group factor models, even if they do not derive
analytical asymptotic results.

Note that one novel contribution of our analysis is to characterize mixed frequency data panel data models
as group factor models. This connection actually eliminates one topic of concern in group factor models -
the so called classification issue - we do not deal with. Namely, in a mixed data sampling setting we know a

A simple example would be to add an anomalous series to one panel and repeat the series to the other one. The canonical
correlation analysis applied to the raw data will uncover the presence of the anomalous series in both panels.
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priori to which group observations in the panel belong. Some analysis in group factor models assumes that
the researcher has first to figure out the allocation of observations across the different groups.

Our work is most closely related to Chen (2010, 2012), Wang (2012), and Breitung and Eickmeier (2014),
who handle the large dimensional 7" and N cases. There are gaps in the existing analysis, however, and to
the best of our knowledge there is no comprehensive asymptotic treatment yet of grouped factor models in a
large dimensional setting. Hence, our contribution is to provide a general comprehensive analysis.

It is worth explaining the relationship with the aforementioned existing literature. Wang (2012) and
Breitung and Eickmeier (2014) propose an iterative solution derived from a Least Square (LS) estimation
problem.® In particular, Wang (2012) derives the first order conditions for a principal component estimator
and describes an iterative PC estimator (see Wang (2012) ). The large sample properties of the iterated PC
estimator are, however, not provided. In addition, we show in defin section 3.9.2 that the iterative procedure
is not operational as the resulting equations do not have a unique solution.

Chen (2010, 2012) computes for different numbers of common and specific factors a modification of Bai
and Ng (2002) information criteria.” He proves that choosing the number of common and specific factors
by minimizing this new criterion is a consistent selection procedure for the number of common and specific
factors. Let us consider the case with two groups: this procedure tells that the number of common factors
in the two groups corresponds to the number of eigenvalues equal to 2 of the variance covariance matrix of
the stacked pervasive factors (i.e. PCs) extracted in the two groups. Consequently, the common factors can
be estimated using the associated eigenvectors. We provide in Appendix C the identification of the common
factor space from variance-covariance matrix of stacked factors (see Section 3.9.1). Chen (2012) uses this
theory to show how to estimate the common factors, and derives the asymptotic distribution of the estimators
- assuming that their number is known. However, the asymptotic theory for the distribution of the eigenvalues
equal to two is not developed. Our paper fills this gap and provides (1) a comprehensive asymptotic theory
for testing the number of common factors and specific factors, and (2) a large sample theory for the factor
estimates.

More specifically, we provide a theory for the number of canonical correlations equal to one. Note
that if the PCs in the two groups were observed, then the problem of testing for unit canonical correlations
would have a degenerate feature, because it involves testing for deterministic relationships between random
vectors. The estimation errors of the PCs drive the asymptotic distribution of the statistic, with an unusual
convergence rate of Nv/T. Moreover, we also have to deal with a bias adjustment term, due to a problem akin
to errors in the variables. The positive bias adjustment term re-centers the distribution to yield an asymptotic
Gaussian density. The next section provides the details of these derivations.!®

8Similarly, Ando and Bai (2013) suggest and iterative procedure based on the minimization of a least square criterion with a
shrinkage penalty for the estimation of grouped factor models featuring both observable and unobservable factors.

9Similarly, Hallin and Liska (2011) extend the information criteria of Hallin and Liska (2007) for their dynamic factor model
with block structure.

0Using our theory developed in the next sections, it is straightforward to derive the asymptotic distribution for the number of
eigenvalues equal to two of the variance covariance matrix of the stacked PCs. We also note that, the results of our paper could
be used to derive the asymptotic properties of the criteria for the selection of the number of common and group-specific factors in
Goyal, Pérignon, and Villa (2008).
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3.3 Estimation and inference on the number of common factors

In Section 3.3.1 we provide estimators of the common and group-specific factors, based on canonical cor-
relations and canonical directions, when the true number of group-specific and common factors are known.
In Section 3.3.2 we propose a sequential testing procedure for determining the number of common factors
when only the dimensions k; and ko are known. The test statistic is based on the canonical correlations be-
tween the estimated factors in each subgroup of observables. In Section 3.3.3 we explain why the asymptotic
results concerning the test statistic and the factors estimators obtained under the assumption that the number
of pervasive factors k; and ks in each group is known, remain unchanged when the number of pervasive
factors is consistently estimated. Finally, in Section 3.3.4 we use these results to define estimators and test
statistics for the mixed frequency factor model.

3.3.1 Estimation of common and group-specific factors when the number of common and
group-specific factors is known

Let us assume that the true number of factors £; > 0 in each subgroup, j = 1, 2 is known, and also that the
true number of common factors k¢ > 0, is known. Proposition 2 suggests the following estimation procedure
for the common factor. Let hq; and ha; be estimated (up to a rotation) by extracting the first k; Principal
Components (PCs) from each subpanel j, and denote by ﬁj,t these PC estimates of the factors, j = 1,2.
Let H; = [Rj1,..., hjr) be the (T, k;) matrix of estimated PCs extracted from panel Y; = [y;1, ..., y;.1]

associated with the largest k; eigenvalues of matrix ——Y/; Y’ 7 = 1,2, Let ng denote the empirical

N;T
covariance matrix of the estimated vectors h;; and hy, with j,£ = 1,2:

. H’Hg
Vie = —Zh]th“, G 0=1,2, (3.3.1)

and let matrices R and R* be defined as:
R = Vi 'WiaVa'Ver, and R* = Vy,'Vai Vi ' Via. (3.3.2)
Matrices R and R* have the same non-zero eigenvalues. From Anderson (2003) and Magnus and Neudecker

(2007), we know that the largest k¢ eigenvalues of R (resp R*), denoted by ﬁf, £=1,.. k¢ are the first k°

squared sample canonical correlation between h1 + and hg - We also know that the assoc1ated k¢ canonical
directions, collected in the (k1, k©) (resp (ko, k°)) matrix W1 (resp. Wg) are the eigenvectors associated with
the largest k¢ eigenvalues of matrix R (resp. R*) normalized to have length 1 w.r.t. matrix Vn (resp. V22)
It also holds:

W{VHWl = Ikc, and Wé%QWQ = Ikc.

Definition 2. Two estimators of the common factors vector are ff = Wl’hu and ff* = Wz’ ho.t.

Let matrix W§ (resp. W5) be the (k1, k%) (resp. (ko, k5)) matrix collecting k7 (resp. k3) eigenvectors as-
sociated with the k7 (resp. k3) smallest eigenvalues of matrix R (resp. R*), normalized to have length 1
w.I.t. matrix V11 (resp. Vgg) It also holds:

Wi 'VaWi = Iy, and W3 'ValW3 = Iy,
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The estimators of the group-specific factors can be defined analogously to the definition of the common
factors.

Definition 3. Two estimators of the specific factors vector are fi, = W§ 'hi+and f35, = Wy ha..

Let F¢ = [f¢/, ..., f&') and F™* = [fc*/, ..., f%*') be the (T, k) matrices of estimated common factors,
and F? = [f;{,.., fi7] be the (T, k), for j = 1,2, be the matrices of estimated group-specific factors.

Then, F* (resp. Fe*)y and Ff (resp. F;) are orthogonal in sample.
An alternative estimator for the group-specific factors f7, (resp. f3,) is obtained by computing the first
k3 (resp. k3) principal components of the variance-covariance matrix of the residuals of the regression of y; ¢

(resp. y2.+) on the estimated common factors.!! More specifically, let Ag = [5\571, ceey Ai NJ_]’ be the (N;, k°)
matrix collecting the loadings estimators:
A = Y/Fe(F'Fo)7Y, j=1,2 (3.3.3)

Let &5t = yjit — 5\55 ff be the residuals of the regression of y;; on the estimated common factor ff, and
let &0 = [€1e, - & vyl for j = 1,2, Let E5 = [€51,...,&;7]’ be the (T, Nj) matrix of the regression
residuals, for j = 1, 2.

Definition 4. An alternative estimator of the specific factor vector is fft (resp. fft ), defined as the first kj
(resp. k3) Principal Components of subpanel =1 (resp. Z2).

We denote by Ff = Ajsl’ e Ajsf]’ the (7', k) matrix of estimated group-specific factors, corresponding to

. : . I S .
the PCs extracted from panel Z; associated with the largest k7 eigenvalues of matrix N :;, forj =1,2.
J

~ ~

Then, F° is orthogonal in sample both to £ and to F5. Moreover, we define f\;? = [AS1, - AT Nj]’ as the

(NVj, k7) matrix collecting the loadings estimators:
A = YEH(ESE) T = EES(FSED) Y, j=1.2, (3.34)

where the second equality follows from the in-sample orthogonality of £ and FJS ,forj =12

3.3.2 Inference on the number of common factors based on canonical correlations

Suppose that the number of factors k; and ks in each subpanel is known, and hence £ = min(ky, k)
as well, and let us consider the problem of inferring the dimension k¢ of the common factor space. From
Proposition 2, this dimension is the number of unit canonical correlations between h1 ; and hs ;. We consider
the following set of hypotheses:

H(O0) = {1>p1>..2p},

H(1) = {p=1>p2>...>ps}

H(kjc) = {plzzpkc :]—>ka+1 > 2p&}>
Hk) = {p=..=p=1},

'This alternative estimation method for the group-specific factors corresponds to the method proposed by Chen (2012).
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where p1, ..., pi, are the canonical correlations of hy ¢ and hg ;. Hypothesis H(0) corresponds to the case of
no common factor in the two groups of observables Y] and Ys. Generically, H (k°) corresponds to the case
of k¢ common factor and k1 — k¢ and ko — k° group-specific factors in each group. The largest possible
number of common factors is the minimum between k; and ko, i.e. k, and corresponds to hypothesis H (k).
In order to select the number of common factors, let us consider the following sequence of tests:

Hy = H(k°) against H, = U H(r)

0<r<kec

for each k¢ = k,k — 1,...,1. We propose the following statistic to test Hy against H;, for any given
k=k, k-1, ..., 1

k(}
S b (3.3.5)
/=1

The statistic é (k©) corresponds to the sum of the k¢ largest sample canonical correlations. We reject the
null Hy = H (k) when £(k¢) — k¢ is negative and large. The critical value is deduced by the large sample
distribution provided in Section 3.4.

3.3.3 Inference on the number of common factors when k; and %, are unknown

The tests defined in Section 3.3.2 require the knowledge of the true number of pervasive factors k; > 0 in
each subgroup, j = 1,2. When the true number of pervasive factors is not known, but consistent estimators
k1 and ko, say, are available, the asymptotic distributions and rates of convergence for the test statistic 5 (k)
based on k:1 and k:g are the same as those of the test based on the true number of factors. Intuitively, this
holds because the consistency of estimators l%j, implies that P (l%] = k;) — 1for j = 1,2, which means that
the error due to the estimation of the number of pervasive factors is (asymptotically) negligible.'?

The estimators based on the penalized information criteria of Bai and Ng (2002) applied on the two
subgroups, are examples of consistent estimators for the numbers of pervasive factors. Therefore, in the next
Section 3.4, the asymptotic distributions and rates of convergence of the test statistic and factors estimators
are derived assuming that the true numbers of factors k; > 0 in each subgroup, j = 1,2, are known.

3.3.4 Estimation and inference in the mixed frequency factor model

The estimators and test statistics defined in Sections 3.3.1 - 3.3.3 for the group factor model (3.2.4) allow
to define estimators for the loadings matrices Ay, Ay, Arc, Ar, the aggregated factor values gV, U =
C, H, L and the test statistic for the common factor space dimension k¢ in equation (3.2.3). We denote these
estimators A HC, A H» A LC, A L ﬁij , and the test statistic f (kc) The estimators of the common and high
frequency factor values are:

Ao~ L.
( Gint > - (A’1A1> W m=1,.., M, t=1,..,T, (3.3.6)
gmt ’

where A; = [AHO : AH}

12This argument is formalized using similar arguments as, for instance, in footnote 5 of Bai (2003).
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3.4 Large sample theory

In this section we derive the large sample distributions of the estimators of factor spaces and factor loadings,
and of the test statistic for the dimension of the common factor space. We consider the joint asymptotics
Ni, No,T" — oo under Assumptions 1-8 provided in Appendices 3.7.2 and 3.7.3. From the asymptotic
theory of principal component analysis (PCA) estimators in large panels (see e.g. Bai and Ng (2002), Stock
and Watson (2002a), Bai (2003), Bai and Ng (2006)) we know that:

R 1 1 .
hj7t ~ H] (hj,t + \/7N>ju‘j7t =+ Tb‘]’t> y ] = 1, 2, (341)

where b;; is a deterministic bias term, the matrix H; converges to a non-singular matrix as N;,T" — oo,
and:

-1

N.
1 J
ujp = FZ)‘J}Z)‘}J Z/\a,zé‘mt
J =1 J i=1
AAN L 1
_ JjJ
- < i ) Nigjs. (3.4.2)

Note that the terms u;; depend also from the cross-sectional dimension /V;, but for notational convenience,
we omit the index NV; in u; ;. From Assumptions 2 and 5 d) the error terms u; ; are asymptotically Gaussian
as N;j — oo:

wje 55 N(0, ), (3.4.3)

where the asymptotic variance is:
Yuj = ZX}]QJZX}], (3.4.4)

and
1O
_ 4 /

Bag o= o Z; NN i, (3.4.5)
€ = Nhinooﬁ ; ; Aj, Z)\J (Covlejit€jue), J=1,2. (3.4.6)

Without loss of generality, let No < Nj. We assume /N1 /T = o(1) (Assumption 6), which allows to
neglect the bias terms b;; /7" in the asymptotic expansion (3.4.1). We also assume 7'/No = o(1), which
further simplifies the asymptotic distributions derived in the next section.
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3.4.1 Main asymptotic results for the group factor model

In this section we collect the main results concerning the asymptotic distributions of estimators and test
statistics for the group factor model. Define the matrices:

N; Ny,
Qip(h) = 1 Aii\y ,C 3.4.7
ik (h) ]{,r,?ﬁm\/i;; §iNe 0 COV(Ejits Ektt—n), ( )
Suge(h) = T3k, (3.4.8)
for j,k = 1,2, and h = ...,—1,0,1,... Matrix ¥, ;,(h) is the asymptotic covariance between u;; and

Uk t—p,. Moreover, we have ; = Q; ;(0) and £, ; = ¥, ;;(0), and similarly we define ¥, 12 = ¥,,12(0) =
Y421 Let us denote N = min{Ny, N2} = N» the minimal cross-sectional dimension among the two
groups, and p%, = Na/N; < 1. Let uy — p, with g € [0, 1]. The boundary value ;1 = 0 accounts for the
possibility that NV grows faster than Na.

Theorem 1. Under Assumptions 1 - 6, and the null hypothesis Hy = H (k) of k® common factors, we have:

Sl1.¢ c 1 S—1 d 1
NVT [g(k; ) = K ot {ZCC ZU,N}] 4N <0,4QU) : (3.4.9)
where
i:cc = th s (3410)
Q = 2 Z tr {Su(h) Sy (h)'}, (3.4.11)
h=—o00
Su(h) = 280 (h) + 25 (h) — uE (k) — uSlG (h 3.4.12
u(h) 1 (1) 4+ 2005 (R) = p2, 15 (h) — 3,5 (h), (3.4.12)
Sun = 22<CC)+2( ) — un= — s, (3.4.13)

and the upper index (c, ¢) denotes the upper-left (k¢, k¢) block of a matrix.
Proof: See Appendix 3.8.3.

The asymptotic distribution of f (k) — k¢ after appropriate recentering and rescaling is Gaussian. The
convergence rate is [N VT. The asymptotic expansion of é (k€) — k¢ involves a time series average of squared
estimation errors on group factors. Since these estimation errors are of order 1/ VN, the expected value of
their square will be of order 1/N, originating a recentering term of the second order analogous to an error-
in-variable bias adjustment. Moreover, the averaging over time of the recentered squared estimation errors
allows to apply a root-7" central limit theorem for weakly dependent processes, originating a total estimation
uncertainty for the test statistic of order 1/(N+/T).

Theorem 2. Under Assumptions I - 6 we have:

VNIH S -5 5 N (0 = ) (3.4.14)
VR - -5 N (020), (3.4.15)
N

d

VN B = (fe = (FF(F R )| S N (0,570 (255) 7 ) 3416)
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for any j, t, where H,, H* and 7:15,3‘ are non-singular matrices, I'° = [f{, ..., ff]’, F; = [f;1, ..., fi7| and

the upper index (ss) denotes the lower-right (k3, k) block of a matrix.

Proof: See Appendix 3.8.4.

From Theorem 2 a linear transformation of vector ff (resp. ff*) estimates the common factor f{ at a rate
1/ \/ﬁl (resp. 1/ \/]72). The variance of the asymptotic Gaussian distribution is the upper-left (¢, ¢) block of
matrix X, 1 (resp. Xy 2), i.e. the asymptotic variance of the estimation error uy ¢ (resp. us ;) for the PC vector
in group 1 (resp. group 2). The estimation error for recovering the common factors from the group PC’s is of
order 1/ V/NT, and therefore asymptotically negligible. The estimator f']st approximates the residual of the
sample projection of the group-; specific factor on the common factor, up to a linear transformation, at rate

1/y/Nj.

Let us now derive the asymptotic distribution of the factor loadings estimators.'®> Define the matrices:

T T
1
Qj; = Jlim ; ;E[fj,tf jrlcov(Ejits Ehir), (3.4.17)
1 T T
o . / /
U, = %%T;;E[Jﬁt @ fEf]. (3.4.18)

Theorem 3. Under Assumptions I - 6 we have:
N A
VT [(7—[’) A, — )\jﬂ.] 4N (o, Bl £ (N, © o) U5 (N, @ Ikc)) . (34.19)
~ =14
VT [(H’]> A — )\jﬂ-] -4 N (0,007), (3.4.20)

for any j, i, where H, and 7:15, j» J = 1,2, are the same non-singular matrices of Theorem 2.

Proof: See Appendix 3.8.4.

The factor loadings are estimated at rate VT. To get a feasible distributional result for the statistic f (k°),
we need consistent estimators for the unknown matrices .., £y, ny and Q¢ in Theorem 1. To simplify the
analysis, we assume at this stage that the errors €; ;; are uncorrelated across subpanels j, individuals ¢ and
dates ¢ (Assumption 7). 14 Then, we have:

Sy = 132 + 319, Sp0) = 4128 + 21, Qp =2 {Tp(0)2) . (3.4.21)
In Theorem 4 below, we replace f]cc, Yy n and Xy (0) by consistent estimators, such that the estimation

error for tr(X,!%y ) in the bias adjustment is 0,(1/+v/T). Therefore, the asymptotic distribution of the
statistic is unchanged.

BWe assume that ff is used for the estimation of the factor loadings. The distribution of the loadings estimators is analogous
when using ff * as common factor estimator.

'*If the errors are weakly correlated across series and/or time, consistent estimation of Ly v and Qy requires thresholding of
estimated cross-sectional covariances and/or HAC-type estimators.
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Theorem 4. Let 3y = (Ng/Nl)flq(ﬁ? + iq(fg) with

T T
. AA; 1 . . . AA;
Suj = |2 —NTA; ) | L2 =1,2 3.4.22
»J < Nj ) (N] 777 ]) ( Nj ’ J ) & ( )
where U = diag(Y;4i, i = 1, ..., Nj), and Aj = [AC AS] where A; and f\j with j = 1,2, are the loadings

estimators defined in equations ( 3 3.3) and ( 3 3.4), and

ﬁ/]y“ = Z ]zt7 (3423)

where £ it = Yjit — )\C ! ft )\j Z/ jst Moreover, let icc = Z ft " be the estimator of Ecc Then, under

Assumptions 1 - 7, and the null hypothesis Hy = H (k) of k:c common factors, we have:

R -1/2 1 o 4

(k) := NVT < {52 }> [5(1&) — k4 ot {zccle}} N (0,1). (3.4.24)
Proof: See Appendix 3.8.5.

The feasible asymptotic distribution in Theorem 4 is the basis for a one-sided test of the null hypothesis of
k¢ common factors. If £(k¢) < —1.64, this null hypothesis is rejected at 5% level against the alternative
hypothesis of less than £ common factors.

3.4.2 Main asymptotic results for the mixed frequency factor model

In this section we give the asymptotic distribution for estimators of factor values in the mixed frequency
factor model. The asymptotics is for Ny, Ni,, T — oo, such that N, < Ng, /Ny /T = o(1),N/T =
o(1). Define the matrices:

1 Ny Ny ‘
Qi = dim — S AN Covlepflen),  m=1,....M, (3.4.25)

,m Np—oo Ng m,tr ~“m,t
=1 /=1

where \{ ; is the i-th row of the (N, k¢ + kH) matrix Ay = [ Agc i Ay ).

Theorem 5. Under Assumptions I - 8 we have:

M(ﬁcgg,t - grcr;,t) LN <0 [EA 1QA m A 1 ) {3.4.26)

> N _C1=C— d
VN [”Hl,sgfi,t — (g — ("5 (5%5") l)gfz,t} - N <0 SR S ) (3.4.27)
for any m, t, where H, and 7:[17 s are the same non-singular matrices of Theorem 2, g€ = [glc, ey gg]’ ,
Ny
1
g = [gf,....,58), a1 = lim Z)‘“)‘l » and indices (CC') and (H H) denote the upper-left
N —00 NH

(€, k) block and lower-right (k™| k) block of a matrix, respectively.
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Proof: See Appendix 3.8.6.

From Theorem 5, a linear transformation of vector g%t, resp. g}fi’t, estimates the common factor ggm,
resp. the residual of the sample projection of the high-frequency factor on the common factor. The estimation
rate is /Ng. There is no asymptotic effect from the error-in-variable problem induced by using estimated
factor loadings in the cross-sectional regression when 7'/Ngy = o(1). The asymptotic distribution of the
estimator g/ of the aggregated low-frequency factor is deduced from Theorem 2.

3.5 Empirical application

It is worth summarizing the procedure underpinning the empirical analysis, for the benefit of the readers who
skipped the previous sections. This is done in a first subsection.

3.5.1 Practical implementation of the procedure

We first assume that k©, k7, k. the number of respectively common, high and low frequency factors in
equation (3.2.1), are known and all strictly larger than zero. The identification strategy presented in Section
3.2 directly implies a simple estimation procedure for the factor values and the factor loadings, which consists
of the three following steps:

1. PCA performed on the HF and LF panels separately
Define the (7', Ng7) matrix of temporally aggregated (in our application flow-sampled) HF observ-
ables as X = [T ... 2H], and the (T, N;) matrix of LF observables as X1 = [zF, ... 2]’
The estimated pervasive factors of the HF data, which are collected in (7', k¢ + k) matrix hy =
[iL Hls oo h 7|, are obtained performing PCA on the HF data:

1 . .
—— xHx = 5.1
(TNH >hH hg Vi, (3.5.1)

where V; is the diagonal matrix of the eigenvalues of (TNg) ' XHXH Analogously, the estimated
pervasive factors of the LF data, which are collected in the (T, k¢ + k”) matrix hy, = [h Lis-hrrl,
are obtained performing PCA on the LF data:

1 R A
XEXL Y By =h 3.5.2
<TNL ) L LVL, ( )

where V7, is the diagonal matrix of the eigenvalues of (TN ) !XT X

2. Canonical correlation analysis performed on estimated principal components
Let WUC be the (k¢ + kU, k¢) matrix whose columns are the canonical directions for iLU,t associated
with the k¢ largest canonical correlations between iLH and iLL, for U = H, L. Then, the estima-
tor of the (in our application flow sampled) common factor is §§7 = Wg ! iLU’t, for U = H,L and
t = 1,...,T, and the estimated loadings matrices A ge and f\c are obtained from the least squares
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regressions of {7 and x} on estimated factor g©'. Collect the residuals of these regressions:
cH H A 2C
ét = Iy — AHCgt )
L L A 2C
& = xy —Arogr,

in the following (7', Ni7), with U = H, L, matrices:

(1]

2 A /
vo_ [{f’,...,g’}, U=H,L.

Then the estimators of the HF-specific and LF-specific factors, collected in the (7, kU), U=H,1IL,
matrices:

@U = [§1U/7"'7§7q/],7 U:H7L7

are obtained extracting the first £ and &k PCs from the matrices:

I ~pzv/ AU AUU
== G = G U=HL
(TNU > S o

where VSU , with U = H, L are the diagonal matrices of the associated eigenvalues. Next, the esti-
mated loadings matrices A and A are obtained from the least squares regression of £/7 and &} on
respectively the estimated factors g/’ and g/

. Reconstruction of the common and high frequency-specific factors
The estimates of the common and HF-specific factors for each HF subperiod, denoted by g,?m and
g,{{’t, forany m =1,...,M andt = 1, ..., T, are obtained by cross-sectional regression of x,, ; on the

estimated loadings [f\ ot A 7] obtained from the second step.

Inference on the number of common, low and high-frequency specific factors proceeds as follows:

e Suppose that kx := k¢ + k and ky := k¢ + k”, i.e. the numbers of pervasive factors in panels X
and Y, are known (consistent estimators: C)p and IC)y criteria of Bai and Ng(2002)).

e Let k* := min(kx, ky ), we develop a test for:
Hy: k¢ =r against H kY <,

for any given r = k*, k* — 1, ..., 1.

e We use the statistic defined in equation (3.3.5), namely: é(r) = > y_q Pu, where pg, £ = 1,...,r, are
the r largest canonical correlations between hy ¢ and hy, ¢ (i.e. the empirical analogs of Ay and by, ;).
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3.5.2 Data description

The data consists of a combination of IP and non-IP sectors. For industrial production we use the same
data on 117 IP sectoral indices considered by Foerster, Sarte, and Watson (2011), sampled at quarterly
frequency from 1977.Q1 to 2011.Q4."5 These indices correspond to the finest level of disaggregation for the
sectoral components of the IP aggregate index which can be matched with the available sectors in the Input-
Output and Capital Use tables used in the structural analysis in Section 3.5.4. The data for all the remaining
non-IP sectors consist of the annual growth rates of real GDP for the following 42 sectors: 35 services,
Construction, Farms, Forestry-Fishing and related activities, General government (federal), Government
enterprises (federal), General government (state and local) and Government enterprises (state and local).
These LF data are available from 1977 until 2011 and are published by the Bureau of Economic Analysis
(BEA).'® Moreover, as IP is a Gross Output measure, in the structural analysis it is convenient to consider
the yearly growth rates of real Gross Output (GO) for the non-IP sectors. These data are available from 1988
until 2011 and are also published by the BEA. Following the sectoral productivity literature, in the structural
analysis we focus exclusively on the private sectors, and therefore exclude four Government Gross Output
indices, reducing the sample size to 38 non-IP sectors indices. All growth rates refer to seasonally adjusted
real output indices, and are expressed in percentage points.!”

Figure 3.2: Growth rates of the Industrial Production and Gross Domestic Product indices

[y By I I | I I | 11
77 78 79 80 81 82 83 84 85 86 87 838 89 90 91 92 93 94 95 96 97 98 99 00 01 02 03 04 05 06 07 08 09 10 11 12
Year

Figure 3.2 displays the growth rates of the aggregate Industrial Production (dotted (blue) quarterly data) and

'5The IP data are available also at monthly frequency. Following Foerster, Sarte, and Watson (2011), we focus only on quarterly
IP data, as they share the main feature of the monthly ones, but are less noisy.

SGDP data are available at quarterly frequency for the aggregate index, but not for sectoral ones. As in the remaining part of the
paper we study comovements among different sectors, we consider the panel of yearly GDP sectoral data.

17 A detailed description of the dataset is provided in Appendix C 3.9.3.
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Gross Domestic Product (solid line (red) annual data) indices over the sample period from 1977 until 2011.
The objective of this empirical application is to use our mixed frequency factor model to capture the major
sources of comovement among the sectoral constituents of these two indices, which are the most reliable
measures of US economic activity.

3.5.3 Factors common to all US sectors

We assume that our dataset follows the factor structure for flow sampling as in equation (3.2.2), with a:,Hmt

and x! corresponding to respectively quarterly IP and annual non-IP data. Let X7 = [a:{{ s xj}f |, with
ol = anzl x7Hn7t, be the (7', Ny7) panel of the yearly observations of the IP indices growth rates (computed
as the sum of the quarterly growth rates :UTHW, m = 1,...,4 for year t), and let X = [21, ..., 2L)’ be the

(T, N1.) panel of the yearly growth rates of the non-IP indices. Letalso X gp = [w{{l, xé{l, R xfT]’
be the (47, Ni7) panel of IP indices quarterly growth rates.

We start by selecting the number of factors in each subpanel, which are of dimensions ky = k¢ + k¥
and ky = k¢ + k’, respectively. We use the / Cp2 information criteria of Bai and Ng (2002), and report the

results in Table 3.1. Results for other criteria are in Appendix C 3.9.5.

Table 3.1: Estimated number of factors

Xpp XH XL [ XH XL]

IP data: 1977.Q1-2011.Q. Non-IP data: Gross Domestic Product, 1977-2011
ICy: 1 2 1 1

IP data: 1988.Q1-2011.Q4. Non-IP data: Gross Output, 1988-2011
ICy; 1 1 2 2

The number of latent pervasive factors selected by the IC),2 information criteria is reported for different subpanels. Subpanels X i
and X ¥ correspond to IP data sampled at quarterly and yearly frequency, respectively. Panels X and [ X H xt | correspond to
non-IP data, and the stacked panels of IP and non-IP data, respectively. We use ke = 15 as maximum number of factors when
computing /Cpa.

Table 3.1 corroborates the evidence in Foerster, Sarte, and Watson (2011) suggesting that there is either one
or perhaps two pervasive factors in the IP data (kx = 1 or kx = 2). Likewise, for the non-IP data, we also
find evidence in favor of either one or two pervasive factors (ky = 1 or ky = 2).

Table 3.2: Canonical Correlations and Tests for Common Factors

1 P2 E(2) &)
0.84 0.06 -3.56 -1.56

IP data: 1977.Q1-2011.Q4, Non-IP data: GDP, 1977-2011. We report the two largest canonical correlations among the PCs com-
puted from each subpanel of IP and non-IP data, and the values of £(r), the feasible standardized value of the test statistic &(r), for
the null hypothesis of » = 2 or » = 1 common factors, respectively.
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Table 3.3: Adjusted R? of regressions on common factors from indices growth rates

Panel A Panel B
R2: Quantile R2: Quantile

Factors 10% 25% 50% 75% 90% Factors 10% 25% 50% 75% 90%
Observables: Gross Domestic Product, 1977-2011 Observables: Gross Output, 1988-2011

common 2.2 -0.5 11.5 289 429 common -2.0 6.6 282 456 645
common, LF-spec. 0.1 9.2 25.4 34.5 60.3 common, LF-spec. 2.8 152 450 63.7 70.8
LF-spec. 2.8 2.3 5.7 157 224 LF-spec. -4.5 -3.8 32 13.4  40.7
Observables: IP, 1977.Q1-2011.04 Observables: IP, 1988.Q1-2011.04

common 0.3 4.8 203  36.0 60.0 common 0.1 3.5 105 298 482
common, HF-spec. 1.1 6.8 28.7 453 63.4 common, HF-spec. 0.8 7.9 282 432 654
HF-spec. -0.7 -0.1 3.0 112 235 HEF-spec. -0.8 2.0 10.0 219 339

Panel A. The regressions in the first three lines involve the growth rates of the 42 non-IP sectors as dependent variables, while
those in the last tree lines involve the growth rates of the 117 IP indices as dependent variables. The explanatory variables are
factors estimated from the same indices using a mixed frequency factor model with k¢ = k = k¥ = 1. The sample period
for the estimation of both the factor model and the regressions is 1977-2011. Panel B. The regressions in the first three lines
involve the Gross Output growth rates growth of the 38 non-IP as dependent variables, while those in the last tree lines involve the
growth of the 117 IP indices as dependent variables. The explanatory variables are factors estimated from the same indices using a
mixed frequency factor model with k¢ = kf = k¥ = 1. The sample period for the estimation of both the factor model and the
regressions is 1988-2011.

Let us consider the dataset where the HF data are quarterly IP indices, and the LF data are annual GDP non-
IP indices. In order to select the number of common and frequency-specific factors, we follow the procedure
detailed in Section 3.5.1. In Table 3.2 we report the estimated canonical correlations of the first two PC’s
estimated in each subpanel X ¥ and X*, which are used to compute the value of the test statistic ¢ (r), for
the null hypothesis of 7 = 2 or = 1 common factors.'® We note that the first canonical correlation is close
to one, which is consistent with the presence of one common factor in each of the two mixed frequency
datasets considered. The test rejects the null hypothesis r = 2, i.e. the presence of two common factors,
for any significance level, while we cannot reject the null of one common factor with a 5% significance
level. In light of the results in Tables 3.1 and 3.2 we select a model with k¢ = kff = kL' = 1. The
factors are then obtained using the estimation procedure of Section 3.5.1. In Figure 3.3 we plot the estimated
factors from the panels of 42 GDP sectors and 117 IP indices on the entire sample going from 1977 to
2011. All factors are standardized to have zero mean and unit variance, and their sign is chosen so that the
majority of the associated loadings are positive. A visual inspection of the plots in Figure 3.3 reveals that
the common factor in Panel (a) resembles the IP index of Figure 3.2, with a large decline corresponding
to the Great Recession following the financial crisis of 2007-2008 and the positive spike associated to the
recent economic recovery. On the other hand, the LF-specific factor features a less dramatic fall during the
Great Recession, and actually features a positive spike in 2008, followed by large negative values in the
following years. This constitutes preliminary evidence suggesting that some non-IP sectors could feature
different responses to the financial crisis of 2007-2008. The interpretation of factors is easier when they are
used as explanatory variables in standard regression analysis. We start with a disaggregated analysis, and

"8We extract the first two PC’s in each subgroup, compute the matrix R as defined in equation 3.3.2 and compute the canonical
correlations as the square root of its two largest eigenvalues.
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Figure 3.3: Sample paths of the estimated common and specific factors

el 1 1 1 1 1 1 1 1 1 1 1
1977 1980 1983 1986 1989 1992 1995 1998 2001 2004 2007 2010
Date

(a) Common factor

-1+ -1t

-2+ -2t

-3F 3L

al -4l
sl sl
S N S
1977 1980 1983 1986 1989 1992 1995 1998 2001 2004 2007 2010 1977 1980 1983 1986 1989 1992 1995 1998 2001 2004 2007 2010
Date Date
(b) HF specific factor (c) LF specific factor

Panel (a) displays the time series plot of the estimated common factor. Panel (b) displays that of the HF-specific factor and finally
Panel (c) that of the LF-specific factor. The factors are estimated from the panels of 42 non-IP GDP sectors and 117 IP indices using
a mixed frequency factor model with k¢ = k = k” = 1. The sample period is 1977.Q1-2011.Q4.

look at the relative importance of the common and frequency specific factors in explaining the variability
across all sectoral growth rates. For each sector in the panel, we regress the index growth rates on (i) the
common factor only, (ii) on the specific factor only, and (iii) on both common and specific factors. In Table
3.3 we report the quantiles of the empirical distribution of the adjusted R? (denoted R?) of these regressions.
In the first and fourth rows of Panels A and B we report the quantiles of R? of the regressions involving
as explanatory variable the common factor only, in the second and fifth rows we report the quantiles of R?
when the explanatory variables are the common and frequency-specific factors. Finally, the quantiles of R?
in the third and sixth rows refer to regressions where the explanatory variable is the frequency-specific factor
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only.!”

From the first three lines of Panel A we observe that adding the LF specific factor to the common factor
regressions for the non-IP indices yields an increment of the median R? around 14%, going from 11.5%
to 25.4%, and for more than 10% of the sectors the R? increases at least by 17%. On the other hand, the
HF-specific factor, when added to the common factor, contributes less to the increments in R? for the IP
sectors. In Panel B we note that for at least half of both the IP and non-IP Gross Output sectoral indices, the
frequency-specific factors contribute to an increase in R? of at least 15% when added to the common factor.
Overall, Table 3 confirms that the common and frequency-specific factors explain a significant part of the
variability of output growth for the majority of the sectors of the US economy. Moreover, the common factor
is pervasive for most of the IP and non-IP sectors alike.

In order to give economic interpretation to the estimated factors, we list in Table 3.4 the top and bottom
ten GDP non-IP sectors in terms of R? when regressed on the common factor only, and both the common
and LF-specific factors. We also report the top and bottom ten GDP non-IP sectors with the highest and
lowest absolute increments in R? when the LF-specific factor is added to the common one.?’ From Panel A
we first note that the common factor explains most of the variability of service sectors with direct economic
links to industrial production sectors like Transportation and Warehousing: for instance, Truck Transporta-
tion, Other Transportation & Support Activities, and Warehousing & Storage have an R? of 63%, 43% and
41%, respectively, when regressed on the common factor only. This is a clear indication that the common
factor could be interpreted as IP factor. On the other hand, the common factor is completely unrelated to
Agriculture, forestry, fishing & hunting, most of the Financial and Information services sectors.

Turning to Panel C, we note that the LF-specific factor explains more than 20% of the variability of out-
put for very heterogeneous services sectors like Miscellaneous professional, scientific, & technical services,
Administrative & support services, Legal services, Real Estate, some important financial services like Credit
intermediation, & Related activities, Rental & Leasing Services but also Government (state & local). Inter-
preting these results, we can conclude that the LF-specific factor is completely unrelated to service sectors
which depend almost exclusively on IP output, and is a common factor driving the comovement of non-IP
sectors such as some Services, Construction and Government.

In Table 3.4 we highlight further differences in the dynamics of output growth between the two subsectors
of the financial services industry which are particularly revealing: “Securities” and “Credit intermediation”,
extensively studied by Greenwood and Scharfstein (2013). We find that the subsectors “Funds, trusts, & other
financial vehicles” and “Securities, commodity contracts, & investments™ are unrelated to both the common
and LF-specific factors, indicating that their output growth is uncorrelated with the common component
of real output growth across the other sectors of the US economy. In contrast, the “credit intermediation”
industry comoves with the other IP and non-IP sectors.?!

Up to this point, we looked at the explanatory power of the factors for sectoral output indices. For both the
non-IP GDP and Gross Output, these indices correspond to the finest level of disaggregation of output growth
by sector. In Table 3.5 we report the results of regressions with aggregated indices instead. In particular,
we regress the output of each aggregate index either on the estimated common factor or the common and
frequency specific factors, and focus on the adjusted R?s of these regressions. It is also important to note

“The regressions in the second and third rows are restricted MIDAS regressions. The regressions in fourth, fifth and sixth rows
impose the estimated coefficients of the common and HF-specific factors to be the same for each quarter, as they are estimated as
HF regressions.

The entire lists of ordered non-IP sectors for the three panels in Table 3.4 is available in Tables 3.17-3.19 in Appendix C.

2ISee also Tables 3.17 and 3.18 in Appendix C.
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Table 3.5: Adj. R? of aggregate IP and selected GDP indices growth rates on estimated factors

Panel A Quarterly observations, 1977.Q1-2011.04

(1) 2 3 3)-m
Sector R*(C) R*H) R*C+H)
Industrial Production 89.06 5.02 90.26 1.20
Panel B Yearly observations, 1977-2011

(1) (2 (3) 3 -
Sector R*(C) R*(L) R*C+L)
GDP 60.54 8.59 74.21 13.67
GDP - Manufacturing 81.88 -3.03 81.53 -0.35
GDP - Agriculture, forestry, fishing, and hunting 1.43 -2.52 -1.26 -2.69
GDP - Construction 44.05 11.22 59.75 15.70
GDP - Wholesale trade 20.35 7.90 30.83 10.48
GDP - Retail trade 30.70 -2.86 28.56 -2.15
GDP - Transportation and warehousing 62.14 -2.95 60.97 -1.17
GDP - Information 12.14 22.28 37.57 2543
GDP - Finance, insurance, real estate, rental, and leasing -1.42 21.22 21.11 22.53
GDP - Professional and business serv. 30.02 30.21 65.61 35.59
GDP - Educational serv., health care, and social assist. -1.38 18.38 18.18 19.56
GDP - Arts, entert., recreat., accomm., and food serv. 53.51 -2.23 53.70 0.18
GDP - Government -2.12 22.37 20.47 22.59

In the table we report the adjusted R?, denoted R2, of the regression of growth rates of the aggregate IP index and selected aggregated
sectoral GDP non-IP output indices on the common factor (column R?(C)), the specific HF and LF factors (columns R?(H) and
R?(L)) only, and the common and frequency-specific factors together (column (3)). The last column displays the difference between
the values in the third and first columns. The factors are estimated from the panel of 42 GDP non-IP sectors and 117 IP indices
using a mixed frequency factor model with k¢ = k¥ = k' = 1. The sample period for the estimation of both factor model and
regressions is 1977-2011.

that we also include the GDP Manufacturing aggregate index which is not used in the estimation of the
factors. This will help us with the interpretation of the factors - common and frequency-specific - which we
obtained.

Panel A of Table 3.5 shows that the common factor explains around 90% of the variability in the aggre-
gate IP index. This implies that the common factor can be interpreted as an Industrial Production factor. This
is further corroborated in Panel B where we find an R? around 82% for the regression of the GDP Manufac-
turing Index on the common factor only. As most of the sectors included in the Industrial Production index
are Manufacturing sectors, this result is not surprising, but is still worth noting because, as noted earlier, the
GDP data on Manufacturing have not been used in the factor estimation, in order not to double-count these
sectors in our mixed frequency sectoral panel.?> As expected from the results in Table 3.4, more than 60%
of the variability of GDP of Transportation and Warehousing services index is explained by the common

22 A detailed discussion of the difference in the sectoral components of the IP index and the GDP Manufacturing index is provided
in Appendix 3.9.3.
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factor only, and the LF-specific factor has no explanatory power. On the other hand, the HF-specific factor
seems not to be important in explaining the aggregate IP index, as the R? increases only by 1% when it is
added as a regressor to the common factor.>? This suggests that the HF-specific factor is pervasive only for
a subgroup of IP sectors which have relatively low weights in the index, meaning that their aggregate output
is a negligible part of the output of the entire IP sector and, consequently, also the entire US economy.?*

Looking at the aggregate GDP index, we first note that even if the weight of Industrial Production sectors
in the aggregate nominal GDP index has always been below 30%, as evident from Figure 3.1, still 60% of its
total variability can be explained exclusively by the common factor which - as shown in Panel A - is primarily
an IP factor. This implies that there must be substantial comovement between IP and some important service
sectors. Moreover, it appears from the first entry in Panel B that a relevant part of the variability of the
aggregate GDP index not due to the common factor is explained by the LF-specific factor (the R? increases
by about 14% to 74%).%> This indicates that significant comovements are present among the most important
sectors of the US economy which are not related to manufacturing. Indeed, Panel B in Table 3.5 indicates
that some services sectors such as Professional & Business Services and Information and Construction load
significantly both on the common and the LF-specific factor, while some other sectors like Finance and
Government load exclusively on the LF-specific factor.?

3.5.4 Structural model and productivity shocks

The macroeconomics literature, with the works of Long and Plosser (1983), Horvath (1998) and Carvalho
(2010), among many others, has recognized that input-output linkages in both intermediate materials and
capital goods lead to propagation of sector-specific shocks in a way that generates comovements across
sectors. An important contribution of the work of Foerster, Sarte, and Watson (2011) is to describe the
conditions under which an approximate linear factor structure for sectoral output growth arises from standard
neoclassical multisector models including those linkages. In particular, they develop a generalized version of
the multisector growth model of Horvath (1998), which allows them to filter out the effects of these linkages,
and reconstruct the time series of productivity shocks using sector data on output growth when input-output
tables for intermediate materials and capital goods are available. We can characterize this as statistical versus
structural factor analysis.

The main objective of this section is to verify the presence of a common factor in the innovations of
productivity for all the sectors (not just IP) of the US economy by means of our mixed frequency factor
model. If a common factor is present also in the productivity shocks, then the factor structure uncovered by
the reduced form analysis of output growth in Section 3.5.3 is not only due to interlinkages in materials and
capital use among different sectors.

We rely on the same multi-industry real business cycle model described in Section IV of Foerster, Sarte,
and Watson (2011) to extract productivity shocks from the time series of the growth rates of the same 117 IP
indices considered in the previous section, and the growth rates of 38 non-IP Gross Output of private sectors,

BSee also Table 3.20 in Appendix 3.9.5 for the B2 of the regression of all GDP indices on the HF factor only, and all the 3 factors
together.

2*These results corroborate the findings of Foerster, Sarte, and Watson (2011), who claim that the main results of their paper are
qualitatively the same when considering either one or two common factors extracted from the same 117 IP indices of our study.

B See the results in Table 3.20 in Appendix C.

*The results change when we look at Finance sector disaggregated in Credit Intermediation, “Securities”, Insurance and Real
estate, as evident in Table 3.4.
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therefore excluding the 4 Government indices considered previously.?’” One challenge due to the mixed
frequency nature of our output growth dataset consists in the extraction of mixed frequency technological
shocks. In Appendix C 3.9.4 we explain how to adapt the algorithm proposed by Foerster, Sarte, and Watson
(2011) to estimate technological shocks for our mixed frequency output series. Specifically, the multi-sector
business cycle model that we use to filter out the technological shocks correspond to the “Benchmark’™ model
considered by Foerster, Sarte, and Watson (2011) in their Section IV, while the data on input-output and
capital use matrices necessary to estimate the model are built from the BEA’s 1997 “use table” and “capital
flow table”, respectively.® Using the extracted productivity shocks for the IP and non-IP sectors, denoted
égyt and &F, respectively, we estimate a mixed frequency factor model with these productivity shock series.
The sample period for the estimation of both the factor model and the regressions is 1989-2011, because the
productivity shocks can not be computed for the first year of the sample (see Foerster, Sarte, and Watson
(2011), especially equation (B38) on page 10 of their Appendix B). For a direct comparison between the
statistical factor model covered in the previous subsection and the structural factor analysis, we need to
first re-estimate our model with one common, one HF-specific and one LF-specific factors on the panels of
growth rates of annual Gross Output non-IP indices (as opposed to the GDP growth indices in Table 3.5) and
the same 117 quarterly sectoral IP indices. The results are reported in Table 3.6.

For the moment we focus exclusively on the shaded areas of Table 3.6, as the non-shaded areas pertain
to the productivity shocks which will be covered later. We expect some difference with the previous results
for at least two reasons. First, the dataset in which the non-IP data are Gross Output indices, refers to shorter
time period going from 1988, instead of 1977, to the end of 2011, as Gross Output indices are not available
before 1988. Second, as the panel in Table 3.6 does not include the four governmental sectors, we expect that
the common and frequency-specific factors may have different dynamics when compared to those extracted
from the panel with GDP non-IP sectors.

We obtain qualitatively similar results, as shown in Table 3.6. There appear to be only two notable
differences with the results reported in Table 3.5. We see an increased importance of the HF-specific factor
in explaining the variability of the IP aggregate index (see Panel A in Table 3.6), at the expense of a lower
explanatory power for the common factor. Moreover, there is also an increased importance of both the
common and LF-specific factors in explaining the total variability of total aggregate output (measured as
total Gross Output, in the first line of Panel B in Table 3.6). Still the common factor explains roughly 65 %
of the variation in the panel of IP data.

What do we learn from the structural analysis with common and frequency-specific factors of produc-
tivity shocks? First, it is remarkable to find that again there is one common factor in productivity shocks.
Indeed, the selection of the number of common factors is performed as in the previous section, and our
testing methodology suggests the presence of one common factor. Therefore we estimate a model for the
productivity innovations with k¢ = k¥ = k¥ = 1.%° As in the previous section, we start with a disaggregated
analysis and look at the relative importance of the new common and frequency specific factors in explaining
the variability of the constituents of the panel of productivity innovations, and the panels of all output growth
rates used for the extraction of the productivity innovation themselves. For each sector, we regress both the
productivity innovations and the index growth rates on the common factor only, on the specific factor only,
and on both common and specific factors. In Table 3.7 we report the quantiles of the empirical distribution

?"The exclusion of the public sector from the analysis is a standard choice in the sectoral productivity literature.

2The last year for which sectoral capital use tables have been constructed by the BEA is 1997.

The values of the penalized selection criteria of Bai and Ng (2002) performed on different subpanels and the test for the number
of common factors are available in Tables 3.22 and 3.23 in Appendix C 3.9.5.
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Table 3.6: Adj. R? of aggregate IP and selected Gross Output indices growth rates on estimated factors
(shaded) and estimated factors from productivity innovations

Panel A Quarterly observations, 1988.01-2011.04

(D) (2) 3 3 -
Sector R*(C) R*(H) R*(C+H)
Industrial Production 63.71 38.32 89.48 25.78
31.21 50.15 77.25 46.05
Panel B Yearly observations, 1988-2011
(D) 2 3) 3 -
Sector R*(C) R*(L) R*C+L)
GO (all sectors) 68.54 12.20 89.66 21.12
42.17 13.97 57.60 15.43
GO - Manufacturing 86.08 -3.05 88.94 2.86
62.29 -0.20 64.42 2.13
GO - Agriculture, forestry, fishing, and hunting -3.21 3.35 -0.25 2.96
0.96 -4.23 -3.35 -4.31
GO - Wholesale trade 80.82 -3.85 79.97 -0.85
74.73 -3.08 74.74 0.01
GO - Construction 25.30 34.16 67.15 41.84
6.64 20.55 27.78 21.14
GO - Retail trade 64.72 -4.50 63.15 -1.57
47.02 -4.35 45.04 -1.98
GO - Transportation and warehousing 83.82 -4.51 83.22 -0.60
70.42 -2.69 70.58 0.15
GO - Information 33.70 38.59 81.54 47.84
17.78 42.45 61.76 43.98
GO - Finance, insurance, real estate, rental, and leasing 3.37 50.30 59.29 55.92
-4.09 17.55 13.96 18.05
GO - Professional and business services 45.13 21.97 75.48 30.36
25.17 44.89 71.81 46.64
GO - Educational serv., health care, and social assist. -4.19 -1.58 -6.17 -1.98
-4.73 -4.48 -9.66 -4.93
GO - Arts, entert., recreat., accomm., and food serv. 71.06 -3.74 71.90 0.84
55.64 -2.29 55.49 -0.16

In the table we display the adjusted R?, denoted R?, of the regressions of growth rates of the aggregate IP index and selected
aggregated sectoral Gross Output non-IP output indices on the common factor (column R?(C')), the specific HF and LF factors
(columns R?(H) and R*(L))only, and the common and frequency-specific factor together (column (3)). The last column displays
the difference between the values in the third and first columns. The factors are estimated from the panel of 38 Gross Output non-IP
sectors and 117 IP indices using a mixed frequency factor model with k¢ = k¥ = kL = 1. The sample period for the estimation
of both factor model and regressions is 1988-2011.
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Table 3.7: Adjusted R? of regressions on common factors from productivity innovations

Panel A Panel B
Adjusted R?: Quantile Adjusted R?: Quantile

Factors 10% 25% 50% 75% 90% Factors 10% 25% 50% 75%  90%
Observables: Gross Output productivity innovations, 1989-2011 Observables: Gross Output, 1988-2011

common -33 -0.3 11.0  33.6 46.1 common 2.4 3.7 212 315 558
common, LF-spec. 2.6 4.8 26.3 45.0 60.7 common, LF-spec. -0.9 7.8 28.2 56.9 68.0
LF-spec. -4.2 -3.6 -0.1 17.7 33.1 LF-spec. 46 -33 1.3 20.6  43.8
Observables: IP productivity innovations, 1989.01-2011.04 Observables: IP,1988.Q1-2011.04

common -1.0 -0.4 1.5 12.1 22.4 common -0.8 0.2 4.5 177 347
common, HF-spec. -0.6 3.1 13.1 28.4 40.1 common, HF-spec. 1.2 59 25.7 40.8 63.8
HF-spec. -0.7 0.6 6.2 18.7 28.2 HEF-spec. -0.3 22 147 292 3738

Panel A: The regressions in the first three lines involve the productivity innovations of the 38 non-IP sectors as dependent variables,
while the regressions in the last tree lines involve the productivity innovations of the 117 IP indices as dependent variables.
Productivity innovations are computed using the panel of Gross Output growth rates for the LF observables. The explanatory
variables are factors estimated from a mixed frequency factor model with k¢ = kf = k¥ = 1, on the panels of productivity
innovations filtered adapting the procedure of Foerster, Sarte, and Watson (2011). The sample period for the estimation of both the
factor model and the regressions is 1989.Q1-2011.Q4. Panel B: The regressions in the first three lines involve the Gross Output
growth rates of the 38 non-IP sectors as dependent variables, while the regressions in the last tree lines involve the growth of the
117 IP indices as dependent variables. The explanatory variables are the same factors used in the regressions of Panel A. The
sample period for the estimation of both the factor model and the regressions is 1989.Q1-2011.Q4. Productivity innovations are
computed using the panel of Gross Output growth rates for the LF observables.

of R? of these regressions.’

Panel A of Table 3.7 confirms that both the common and the frequency-specific factors are pervasive
for the panels of productivity innovations. From the first two rows we note that the common factor alone
explains at least 11% of the variability of half of the non-IP series considered, and this fraction increases to
more than 26 % when the LF-specific factor is added as regressor to the common one. On the other hand,
from the last three rows of we note that for the panels of IP the high frequency specific factor seems to explain
the majority of the variability of the productivity indices, while the explanatory power of the common factor
only seem to be significant only for 50% of the IP sectors. Panel B reports the R? of the regressions of the
GO indices growth rates on the factors estimated on the panels of productivity shocks themselves. Therefore,
they give an indication of the fraction of variability of the indices explained by the common components of
the output growth which is not due to input-output linkages between sectors, as captured by the structural
“Benchmark” of Foerster, Sarte, and Watson (2011). Panel B of Table 3.7 can be compared with Panel B of
Table 3.3. As expected, as part of the comovement among different sectors is due to input-output and capital
use linkages, all the R? in Panel B of Table 3.7 are strictly lower than those in Table 3.3, if we exclude the
negative ones and those very close to zero. For instance the median R? of regressions including the common
only factor for the non-IP sectors decrease from 28% to 21%, and median R? of regressions including the
common and LF-specific factors decreases from 45% to 28%. A similar pattern is observed for the higher
quantiles, and for the IP indices. Overall, Panel B gives a first indication of the presence of commonality in

3The regressions in the second and third rows are restricted MIDAS regressions. The regressions in fourth, fifth and sixth rows
impose the estimated coefficients of the common and HF-specific factors to be the same at each quarter, as they are estimated as HF
regressions.
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the comovement on the majority of the sectors of the US economy even when the output growth rates are
purged of the input-output linkages in both intermediate materials and capital goods.

We conclude the analysis repeating the same exercise of Table 3.6 shaded areas, and regress the Indus-
trial Production and aggregate (mostly non-IP) Gross Output indices growth on the factors extracted from
productivity innovations and look at the adjusted R2s in the non-shaded rows of Table 3.6. From Panel A
we observe that the common extracted from productivity innovations explains around 31% of the variabil-
ity of the aggregate IP index, i.e. around half of the variability explained by the common factor extracted
directly from the output series. Moreover, when the high frequency-specific productivity factor is added as
explanatory variable, the R? increases to 77% which is also significantly smaller than the 89% R? obtained
using as regressors the factors extracted from the output series.>! Hence, the case of a common pervasive
factor in innovation shocks across the entire economy mainly related to IP sector technology shocks is less
compelling. From Panel B we observe that 42% of the variability of the aggregate Gross Output of the US
economy can be explained by the common factor of productivity shocks, and when the factor specific to
non-IP sector is added, the R? grows to 57%.

From this analysis we learn something interesting which Foerster, Sarte, and Watson (2011) were not able
to address since they exclusively examined IP sectors. Overall there is a difference in the explanatory power
of factors in structural versus non-structural factor models - as they found. However, it seems that looking
at technology shocks instead of output, it does not appear that a common factor explaining IP fluctuations
is a dominant factor for the entire economy. A factor specific to technological innovations in IP sectors is
more important for the IP sector shocks and a low frequency factor which appears to explain variation in
information industry as well as professional and business services innovations plays, relatively speaking, a
more important role.

31See in particular Panel A of Table 3.6. This result is in line with the findings of Foerster, Sarte, and Watson (2011) in their
Section IV C.
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3.5.5 Subsample analysis

Our sample covers what is known as the Great Moderation, which refers to a reduction in the volatility of
business cycle fluctuations starting in the mid-1980s. We turn therefore to analyzing subsamples. We start
by selecting the number of pervasive factors in each subpanel, using the I C) information criteria, and report
the results in Table 3.8. In Table 3.9 we report the canonical correlation analysis common factor tests. We
consider two subsample configurations: 1984.Q1-2007.Q4 and 1984.Q1-2011.Q4. The former is the Great
Moderation sample considered by Foerster, Sarte, and Watson (2011) whereas the second is an augmented
subsample including the Great Depression. In light of the results in Tables 3.8 and 3.9 we select a model with
k¢ =k = kL = 1, for both subsamples. The factors for both datasets are obtained using the estimation
procedure described in Section 3.5.1.32

Table 3.8: Estimated number of factors for different subsamples

Xpr XH XU [XH x|
IP data: 1984.Q1-2007.Q4. Non-IP data: Gross Domestic Product, 1984-2007
ICpo 1 2 1 1

IP data: 1984.Q1-2011.Q4. Non-IP data: Gross Domestic Product, 1984-2011
ICpo 1 2 1 1

The number of latent pervasive factors selected by the 1Cp2 information criteria is reported for different subpanels and different
sample periods. Subpanels X and X correspond to IP data sampled at quarterly and yearly frequency, respectively. Panels
XE and [ X H xr ] correspond to non-IP data, and the stacked panels of IP and non-IP data, respectively. We use Koz = 15 as
maximum number of factors when computing 1Clo.

Table 3.9: Canonical Correlations and Tests for Common Factors

v P ps EB3) €2 £(1)
IP data: 1984.Q1-2007.Q4. Non-IP data: Gross Domestic Product, 1984-2007
0.81 0.13 - - -6.61 -2.98
0.87 0.57 045 -3.15 -2.74 -1.03

IP data: 1984.Q1-2011.Q4. Non-IP data: Gross Domestic Product, 1984-2011
0.70 0.33 - - -1.67 -1.28

We report the canonical correlations of the first two PCs computed in each subpanel of IP and non-IP data, and the values of é (r),
the estimated value of the test statistic £(r), for the null hypothesis of » = 3,2, 1 common factors, respectively.

32For the shorter sample 1984.Q1-2007.Q4, selecting a model with k1 = ko = 3 pervasive factors in each subpanel, we reject the
null hypotheses of 3 and 2 common factor, while we cannot reject the null of 1 common factor. Regression results for K = 1 and
k' = kT = 2 are very similar than those presented in Table 3.10, i.e. for a model with k¢ = k¥ = k¥ = 1 factors, and therefore
are omitted.
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Table 3.10: Adj. R? of aggregate IP and selected GDP indices growth rates on estimated factors

(D 2 3 (3 -
Sector R*(C) R*(H) R*C+H)
Panel A Quarterly observations IP
1P 1984.Q1-2007.Q4 72.48 10.58 80.02 7.54
1P 1984.Q1-2011.Q4 80.11 16.83 88.87 8.76

(D (2) 3 (3 -
Sector R*(C) R*(L) R*C+1L)
Panel B Yearly observations, 1984-2007
GDP 29.22 39.24 76.71 47.49
GDP - Manufacturing 70.69 -3.85 71.18 0.50
GDP - Agriculture, forestry, fishing, and hunting 0.81 -0.87 0.51 -0.30
GDP - Construction 13.02 50.30 70.39 57.37
GDP - Wholesale trade -4.40 21.36 18.09 22.49
GDP - Retail trade -0.44 58.14 62.65 63.09
GDP - Transportation and warehousing 41.43 11.16 52.02 10.59
GDP - Information -4.37 -4.10 -8.83 -4.46
GDP - Finance, insurance, real estate, rental, and leasing -3.78 -0.60 -4.78 -1.00
GDP - Professional and business services 4.89 56.09 67.06 62.18
GDP - Educational serv., health care, and social assist. -3.81 3.31 -0.20 3.61
GDP - Arts, entert., recreat., accomm., and food serv. 13.66 37.32 57.01 43.35
GDP - Government 0.74 14.51 14.83 14.09
Panel C Yearly observations, 1984-2011
GDP 56.33 14.88 77.87 21.55
GDP - Manufacturing 83.78 -3.85 83.37 -0.41
GDP - Agriculture, forestry, fishing, and hunting -3.64 -2.65 -6.59 -2.95
GDP - Construction 40.54 21.76 68.61 28.07
GDP - Wholesale trade 23.62 10.48 37.71 14.09
GDP - Retail trade 20.70 6.76 30.39 9.69
GDP - Transportation and warehousing 65.17 1.10 67.14 1.97
GDP - Information 6.20 9.23 17.35 11.14
GDP - Finance, insurance, real estate, rental, and leasing ~ -1.95 5.04 3.68 5.64
GDP - Professional and business services 27.59 30.75 64.39 36.80
GDP - Educational serv., health care, and social assist. -0.73 -0.90 -2.00 -1.27
GDP - Arts, entert., recreat., accomm., and food serv. 56.94 1.56 62.97 6.03
GDP - Government 0.50 18.75 19.03 18.53

In the table we report the adjusted R?, denoted R?, of the regression of growth rates of the aggregate IP index and selected aggregated
sectoral GDP non-IP output indices on the common factor (column R?(C')), the specific HF and LF factors (columns R?(H) and
R?(L)) only, and the common and frequency-specific factor together(column (3)). The last column displays the difference between
the values in the third and first columns. The factors are estimated from the panel of 42 GDP non-IP sectors and 117 IP indices
using a mixed frequency factor model with k¢ = k¥ = k¥ = 1. The sample periods for the estimation of both factor model and
regressions are 1984-2007 (Great Moderation), and 1984-2011.
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In Table 3.10 we report the results of regressions of aggregated version of the indices used for the es-
timation on the same factors considered in the full samples. This allows us to understand if, and to what
extent, the most important sectors of the US economy comoved over the different subsamples. Again, we
regress the output of each aggregate index on the estimated common factor only, the common and frequency
specific factors, and concentrate our attention on the adjusted R?s of these regressions. The results in Table
3.10 indicate that in general there is a deterioration of the overall fit of approximate factor models during the
Great Moderation, i.e. during the sample starting in 1984 and ending 2007 — a finding also reported by Foer-
ster, Sarte, and Watson (2011) — and that the common factor plays a lesser role during the Great Moderation.
According to the results in Panel A, the common factor only explains roughly 72 % of the variation across
IP sectors, but interestingly when the financial crisis is added to the Great Moderation subsample, we see
again a pattern closer to the full sample results reported in the previous subsection. This also transpires from
Panels B and C, when examining the total GDP variations projected on the common factor. During the Great
Moderation the common factor only explained around 30 %, which goes to 56 % when we add the Great
Depression. The other patterns, i.e. the exposure of the various subindices, appear to be similar to those in
the full sample.

3.6 Conclusions

Panels with data sampled at different frequencies are the rule rather than the exception in economic applica-
tions. We develop a novel approximate factor modeling approach which allows us to estimate factors which
are common across all data regardless of their sample frequency, versus factors which are specific to subpan-
els stratified by sampling frequency. To develop the generic theoretical framework, we cast our analysis into
a group factor structure and develop a unified asymptotic theory for the identification of common and group-
or frequency-specific factors, for the determination of the number of common and specific factors, for the
estimation of loadings and the factors via principal component analysis in a setting with large dimensional
data sets, using asymptotic expansions both in the cross-sections and the time series.

There are a plethora of applications to which our theoretical analysis applies. We selected a specific ex-
ample based on the work of Foerster, Sarte, and Watson (2011) who analyzed the dynamics of comovements
across 117 industrial production sectors using both statistical and structural factor models. We revisit their
analysis and incorporate the rest, and most dominant part of the US economy, namely the non-IP sectors
which we only observe annually.

Despite the generality of our analysis, we can think of many possible extensions, such as models with
loadings which change across subperiods (i.e. periodic loadings) or loading which vary stochastically or
feature structural breaks. All these extensions are left for future research.
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3.7 Appendix A: Identification with stock sampling and assumptions

3.7.1 Identification: stock sampling

In the case of stock sampling, the low frequency observations of x#*t in the factor model (3.2.1) are the
values of mﬁt, ie af = y]L\Zt. Then, the model for the observable variables becomes:

H C H H
xm,t = AHCQm7t+AH9m7t+€m’t, m = 1,...,M7
L C L L
ry = Apcgure + ALgure + eng

We stack the observations ., ; and y; of the last high frequency subperiod and write:

C
{x#]_[AHc A o] o +[ﬂ G
el | T Ape 0 AL || T ek ] I
it
This equation corresponds to a group factor model, with common factor ng and “group-specific" factors
gt ., g% .. Therefore, the factor values ¢¥; ,, fiI ,, L ., and the factor loadings Apc, Arc, Ay, Ap, are
identifiable up to a sign as proved in Section 3.2.1 ’(see also results in e. g. Schott (1999), Wang (2012), Chen
(2010, 2012)).

Once the factor loadings are identified from (3.7.1), the values of the common and high frequency factors
for subperiods m = 1, ..., M — 1 are identifiable by cross-sectional regression of the high frequency data on
loadings Apc and Ay in (3.2.1). More precisely, g%t and ggt are identified by regressing a:gzt on A\gc,i
and Ap; across ¢ = 1,2,..., Ny, forany m = 1,..., M — 1 and any ¢. To summarize, with stock sampling,
we can identify the common factor g%t and the high frequency factor gf,it at all high frequency subperiods.
We cannot estimate g,’;;’t, for m < M, as only gﬁu is identified by the last paired panel data set consisting
of xﬂt combined with . This is not surprising, since we have no HF observation available for the LF
process.

3.7.2 Assumptions: group factor model

Let ||A|| = +/tr(A’A) denote the Frobenius norm of matrix A. Let k¥ = k¢ + k{ + k3, and define the
k-dimensional vector of factors: Fy = [ ff', f{/, f5/]',and the (T, kp) matrix F' = [ F], ..., F.]". We
make the following assumptions:

Assumption A. 1. The unobservable factor process is such that F'F/T = Y + Op(1/VT) as T — o,
where ¥r is a positive definite (k' x k') matrix defined as:

Iie 0 0
Sp=| 0 Ly @ |. (3.7.2)
0 @ Iy

Assumption A. 2. The loadings matrices A1 = [Aﬁ D AS ] and Ny = [Ag DA ] are full column-rank,
for N1, Ny large enough. The loadings \;; are such that:

AGA; 1 ,

—— = Xp;+0 , Jj=12, (3.7.3)

Nj \/Nj
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NA,
where ¥p j := lim <JJV> is a p.d. (kj, k;) matrix, for j = 1,2.

Nj—o0 j

Assumption A. 3. The error terms (€1, €24¢)' are weakly dependent across i and t, and such that E[e; ;1] =
0.

Assumption A. 4. There exists a constant C such that Ele;j 4.1 < C.forallj,iandt.

Assumption A. 5. a) The variables F; and ¢ ;5 are independent, for all i, j,t and s.
b) The processes {€; .} are stationary, for all j, .

¢) The process { F;} is stationary and weakly dependent over time.

d) For each j and t, as Nj — oo, it holds:

N;
Z)\st a5 N(0,9;), (3.7.4)

ijl

where §); = Nhgloo— Z Z Aj, Z)\] oElejite o)
N; i=1 ¢=1

Assumption A. 6. The asymptotic analysis is for N1, No, T — oo such that No < Ny, T/Ny = o(1),
VN1/T = o(1).

The following Assumption 7 simplifies the derivation of the feasible asymptotic distribution of the statistic
used to test the dimension of the common factor space k€.

Assumption A. 7. The error terms € ;; are uncorrelated across j, i and t, and € ;4 ~ (0, 'Yj,ii)'

Assumption 7 is a stronger condition than Assumptlons 3 and 5 b). Moreover, under Assumption 7, the

matrix 2; in Assumption 5 d) simplifies to 2; = lim Z AjiA Z’yj i -

Nj*)OO

3.7.3 Assumptions: mixed frequency factor model
Let \} ; be the i-th row of the (N, k€ + kM) matrix A; = [ Agc : Ag |. We make the following assumption:

Assumption A. 8. The variables \1 ; and ei’ﬁ are such that:

Ny
1  H d
— Ages = N(0,Q% . ), 3.7.5
m; 1Jem,t ( A,m) ( )
where
Ny N
Qi,, = lim iiixm’l Cov(e by m=1,..,M. (3.7.6)
,m NH—>OONH i ) s m,t? “m,t /) (S
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3.8 Appendix B: Proofs of Propositions, Theorems and Lemmas

3.8.1 Proof of Proposition 1
By replacing equation (3.2.7) into model (3.2.4), we get

[ i ] _ [ ASAD + A Ay ASAp +AfAsy ASAys + AfAdsg ] i, [ 1 ]
Y2, ASA1 +A5A31 ASA19 + ASA3s ASAi3 + ASA33 J;lst €a4 |
2t

(3.8.1)
This factor model satisfies the restrictions in the loading matrix appearing in equation (3.2.4) if, and only if,

A5A12+A§A32 = 0. (3.8.3)

Equations (3.8.2) and (3.8.3) can be written as linear homogeneous systems of equations for the elements of
matrices [A]5 A)3]" and [A], Af,)":

cias| | A | _ cias| | Az | _
[Al .Al} [ Aoy ] =0, and [Al .AQ} { Asy ] =0.
Since [Af : A‘{] and [Ag : Ai] are full column rank, it follows that

A13 =0, A3 =0, (3.8.4)
Ajg =0, Asy = 0. (3.8.5)

Therefore, the transformation of the factors that is compatible with the restrictions on the loading matrix in
equation (3.2.4) is:

fe A; 0 0 ff
I = A1 Az 0 fi
f34 A1 0 As f34

We can invert this transformation and write:
rc —1 rc
ft - A11 ft ,
rs _ —1 rs -1 —1 rc
fl,t - A22 fl,t - A22 A21A11 ft ’
rs _ —1 ps -1 —1 pe
f2,t - A33 f2,t - A33 A31A11 ft :

The transformed factors satisfy the normalization restrictions in (3.2.6) if, and only if,

Cov(fi, f6) = —Ax AnAf(AR) =0, (3.8.6)
Cov(fss f§) = —Ag An A (A =0, (38.7)
V(fe) = AGJ(AR) = Ik, (3.8.8)
V(f3) = Ap(Az) + Apt A ATHATY Aby (A5)) = I, (3.8.9)
V(F5) = Agy(A55) + Az A A (A Al (A55) = Ly, (3.8.10)
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Since the matrices A11, A2s and As3 are nonsingular, equations (3.8.6) and (3.8.7) imply
A21 = 0, and A31 = 0. (3.8.11)

Then, from equations (3.8.8) - (3.8.10), we get that matrices A1, A2 and Asg are orthogonal.
O.E.D.

3.8.2 Proof of Proposition 2

From equation (3.2.6) we have

(e O « [ Ige O
R—< 0 <I><I>’> and R —< 0 (I)’(I))'
Matrix R is block diagonal, and the upper-left block i has eigenvalue 1 with multiplicity k€. The associated
eigenspace is {(¢/,0'),& € R}, The lower-right block ®®’ is a positive semi-definite matrix, and its
largest eigenvalue is 5%, where 5 = sup {ggq@’gl D& ERML |G| = 1} < 1is the first squared canonical
correlation of vectors f7, and f3,. Therefore, we deduce that the largest eigenvalue of matrix R is equal to

1, with multiplicity k¢, and the associated eigenspace, denoted by &, is spanned by vectors (£/,0')’, with
¢ € R¥*, Let S} be an orthogonal (¢, k¢) matrix, then the columns of the (%1, £¢) matrix

S1
W, —
= (i )

are an orthonormal basis of the eigenspace £.. We have:
Wihie = S1ff. (3.8.12)

Analogous arguments allow to show that the largest eigenvalue of matrix R* is equal to 1, with multiplicity
k¢ and that the associated eigenspace , denoted by £, is spanned by vectors (£*/,0)’, with £* € R¥", Let
Sa be an orthogonal (k¢, k¢) matrix. Then, the columns of the (k2, k) matrix

So
W p—
2 ( Oreg x ke )

are an orthonormal basis of the eigenspace £. We have:
Wihay = Sy ff, (3.8.13)

which yields parts i) and ii).

When there is no common factor, the matrix R becomes R = ®®’, and matrix R* becomes R* = ®'®.
By the above arguments, the largest eigenvalue of matrix R, which is equal to the largest eigenvalue of
matrix R*, is not larger than 5%, where ? < 1 is the first squared canonical correlation between the two
group-specific factors. This yields part iii).

Finally, we prove part iv). We showed that the lower-right block ®®’ of matrix R is a positive semi-
definite matrix and all its k§ = k1 — k€ eigenvalues are strictly smaller than one. These are also eigenvalues
of matrix R. Let us denote the space spanned by the associated k{ eigenvectors of matrix R by & 1. This
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space is spanned by vectors (0, £’)’ with € € R*. We note that, by construction, the vectors (0, £’)’ are
linearly independent of the vectors (£',0)" spanning the eigenspace &.. Let Q1 be an orthogonal (k3, k5)
matrix, then the columns of matrix
Oke s )
Wi = 1
(o

are an orthonormal basis of the eigenspace & 1. We have:
Wi'hyy = Q’lff,t. (3.8.14)

Analogously, we have that the lower-right block ®'® of matrix R* is a positive semi-definite matrix and
all its k5 = ko — k¢ eigenvalues are strictly smaller than one. These are also eigenvalues of matrix R*.
Let us denote the space spanned by the associated k3 eigenvectors of matrix R* by £ 2. This space is
spanned by vectors (0/, £*) with £* € R*3. We note that, by construction, the vectors (0, £*)’ are linearly
independent of the vectors (£*,0')" spanning the eigenspace £F. Let Q)2 be an orthogonal (k5, k5) matrix,

then the columns of matrix
Oke ks
Wi = ( ;
2 Q2

are an orthonormal basis of the eigenspace & ». We have:
W3'hoy = Q'int. (3.8.15)

Q.E.D.

3.8.3 Proof of Theorem 1
Asymptotic expansion of R

In order to derive the asymptotic distribution of the test statistic ¢ (k) defined in equation (3.3.5), and com-
mon factor estimator introduced in Definition 2, we consider a perturbation of matrix R and its eigenvalues
and eigenvectors. More precisely, the perturbation of the eigenvalues will allow us to derive the asymptotic
distribution of the test statistic &(k), while the perturbation of the eigenvectors will allow us to derive the
asymptotic distribution of the common factor estimator.

The canonical correlations and the canonical directions are invariant to one-to-one transformations of the
vectors ﬁl,t and iLQ’t (see, among others, Anderson (2003)). Therefore, without loss of generality, for the
asymptotic analysis of the estimator of the dimension of the common factor space statistic f (k€), we can set
ﬂj = Ix;, j = 1,2, in approximation (3.4.1). Moreover, under Assumption 6 the bias term is negligible, and
we get:

hjﬂg ~ hj,t + 1,2. (3.8.16)

1 .
Wuj,tv J=
J
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By using approximation (3.8.16), and Ny = N, Ny = N/ux?, we have:

where:

Similarly:

where:

|
Vig = Zthhlz,t

o) (it o)
e u
\/NMN 1,t 2t \/N

[
M|~
||Mﬂ
S
=
+

3 1<
V12 = Tzhl th2tv
t=1
1 T
X2 = ﬁZ(hl tU2t+NN“1 th2t Zul tu?t'

[2
N —
-
—
>
_l’_
o
~
—
e
_l_

3
M@
-~

= Vjj+Xj;
- 7, Id+vj;1ij), j=1,2,
~ 1 T
Vij = ) hidhl =12,
t=1

T
Xu = TZ ha gy p + urghy y) + TNZUH 16>

T
A 1 1 Z
KXoz = = (hauh; +usehy;) + TN & uz,tlip .

Therefore, we get:

R~ (Id + ‘7111)211)71 f/ﬁl (‘712 + X12) (Id + 17251)222)71 ‘7251 (‘721 + X21> .
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(3.8.19)
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(3.8.21)
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Let us expand R at first order in the Xﬂk =0, (#) By using (Id + X)~! ~ Id — X for X ~ 0, we

VNT
have:
B~ (1d= V' %) Vit (Vie + X2 (1d = Vi Xo) Vg (Vo + Xon

~ Vi VigV 'V
— VT X1 Vi Via Vi ' Var + Vi X1aViy ' Var — Vi Via Vi XoaViy ' Var + Vi1 Via Vi Xy

Defining the following quantities:

A = V'V, (3.8.23)
B = V'V, (3.8.24)
R = V'WiaVy'Vay = AB, (3.8.25)
U* = —X; R+ X19B — B'X09B + B' Xy, (3.8.26)
o Vo, (3.8.27)

we get the asymptotic expansion of matrix R:

A 1
R:R+@+Q(>. (3.8.28)

Matrix R and its eigenvalues and eigenvectors

Let us now compute matrix R and its eigenvalues, that are p?, ..., ﬁzl, i.e. the squared sample canonical
correlations of vectors hy; and hoy, under the null hypothesis of k¢ > 0 common factors among the 2
groups of observables. Since the vectors /i1 ; and ha ; have a common component of dimension £¢, we know
that p; = ... = pge = 1 a.s.. Using the notation:

_ 1<
Yee = th_;ff tC/7

~ 1 ~ ~ )
ECj - T;ftc ]87/7&7 ch — E:’,‘J? ,7:1727
1 T
S - Y iota
t=1
T

~ 1
Yig = thlff,tfi,tv

we can write matrices f/jj, with j = 1,2, and Vi as:

7o See ey -

Vi = <iﬂ %j>,]_Lz (3.8.29)
” o icc 2~:c,2 X7

V12 — < 2176 212 > — V21. (3830)



By matrix algebra we get:

~ »! N S DD o
Vil = STE e e TSR I 3.8.31
1 N YD NP0 it B SARINED JED 070 Dinil) WD e ( )
where
Yo = e — ZaXiie (3.8.32)
From assumption 1, we have:
Ya = 0,(1/VT), (3.8.33)
Yee = Ie+0,(1/VT), (3.8.34)
S11o= Iy + O0p(1/VT), (3.8.35)
See = Iy + Op(1/VT), (3.8.36)
Y = &+ 0,(1/VT), (3.8.37)
which imply:
Yo = S+ 0,(1/T), (3.8.38)
;b= 2 +0,(/7), (3.8.39)
_illicliﬁl = _i;:licliil + Op(l/T)a
= Y+ 0,(1/T), (3.8.40)
SHTE S0 = 0,(1/7). (3.8.41)

Substituting results (3.8.38) - (3.8.41) into equation (3.8.31) we get:

51 S —Sa
Vi1 < -_1 | +0,(1/T). (3.8.42)
_Elc E11
Equation (3.8.31) allows to compute A:
A = V7'V
. |: i*_l _2*_120121_11 :| |: SCC icg :|
B 0 Yt VU0 Mt PPLIED Swd DU i) 90D Srell Il D OPPNID OEPN
Ine A
~ 8.4
[ 0 A } ) (3.8.43)
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where:

- .~ 1= a tm a g 1

Ay = X180 -3 2 18 =0 <> 3.8.44
2 127 212 AW ( )

Ass = _21 2102 202"’_211 E12"‘21121122 12c12 212

- 1c 1
= 3% +0, <T)

= &+0, <\/1T> . (3.8.45)

Remark 1. Matrices ffu and VH have the same first k° columns, therefore also matrices 171_111712 and
VﬁlVll = Iy, have the first k¢ columns, which implies:

~ 15 I c k
Vii'Vie = [ 8 *}
Let us compute:
~ D B P IR I
-1 _ x2 *2 2 22 - 4
Vaz SIS0 SSD DTS D I IS I 22—;} (3.8.46)
where
2*2 = icc Z1022 220
Equation (3.8.46) allows to compute B:
B = Vy'lu
_ ; ) —2*;2@2222 ) ] [ See Bt }
SIS0 Vs Dt SED DD 30 e 39 Sl I D YSURND D0
e Bcs
p 3.8.47
Kl (3847
where:
- - 1= - E e = 1
Bes = S350 — S5 S0Yn Y = 0, (ﬁ) (3.8.48)
JZ I SO I S IRENED St TINED D D95 DD DD St 381
- 1= 1
_ 40 (1> (3.8.49)
- P \/T . .0.
Finally, using results (3.8.43) and (3.8.47) we can compute:
R = AB (3.8.50)
Ikc 405 Ikc @cs
0 Ass 0 BSS
Ikc Rcs
5 3.8.51
(B E ), (385D
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where

Res = Bes+ AesBss = 0,(1/VT), (3.8.52)
Rss = Asséss
= 0 S0y e + 0, (1/T)
= O +0,(1/VT). (3.8.53)
The eigenvalues of matrix R are == ﬁic =1> ﬁic 1122 /3%1. The eigenvectors associated with

the first k¢ eigenvalues are spanned by the columns of matrix:

E, = [ Iye ] . (3.8.54)
(k1 x k<) 0
Define:
E, = { 0 ] . (3.8.55)
(k1 % (k1 —k®)) Tjey—ke
We note:
Iy = [ E. i E, } )

so that the columns of matrices E. and F; span the space RF1. The estimators of the first k¢ canonical
correlations are such that ﬁ%, with £ = 1, ..., k¢ are the k¢ largest eigenvalues of matrix k. We derive their
asymptotic expansion using perturbations arguments.

Perturbation of the eigenvalues and eigenvectors of matrix R

Under the null hypothesis H (k¢), let W; be a (k1, k) matrix whose columns are eigenvectors of matrix R
associated with the eigenvalues ﬁ%, with ¢ =1, ..., k°. We have:

RW; = WA, (3.8.56)

where:

A = diag(pi £ =1,..,k°), (3.8.57)

is the (k¢ k°) diagonal matrix containing the k¢ largest eigenvalues of R. We know from the previous
subsection that the eigenspace associated with the largest eigenvalue of R (equal to 1) has dimension k¢
and is spanned by the columns of matrix F.. Since the columns of F,. and E span R¥1 we can write the
following expansions:

W} = E.U+ FE,a, (3.8.58)

A = I+ M, (3.8.59)
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where E, and E; are defined in equations (3.8.54) and (3.8.55), Uis a (k¢ k°) nonsingular matrix, M =
diag(fi1, ..., fixc), and av is a (k1 — k¢, k©) matrix, with v, fi1, ..., fixe converging to zero as N1, No, T' — oo.
Substituting the expansions in equations (3.8.28) and (3.8.56) we get:

(R+U)(E, U+ Es0) ~ (E.U+ Es)(Ipe + M),
which implies:
RE.U+ RE;a +VE.U+ VE,a ~ E.U+ Esa+ E.UM + EsaM.
By using RE, = E., and keeping only the terms at first order, we get:
REsa +VE.U ~ FEsa+ E.UM. (3.8.60)

Pre-multiplying equation (3.8.60) by E., we get:

E'RE,a + Eé\ifEc U~Uum

& M =U™ (Reo+ 00U, (3.8.61)

where we use the fact that { is non-singular and

A

VU, = E'VE..

Pre-multiplying equation (3.8.60) by E’, we get:

E'REsa+ E.VE, U ~ «
u,

& a~ Rea+ Uy, (3.8.62)
where
U, = E\VE,.
This implies:
o~ (Iy—ge — Res) "W, U (3.8.63)

Substituting the first order approximation of « from equation (3.8.63) into equation (3.8.58) we get:

W o~ (E 4 By (L _ge — RSS)—%@SC) u. (3.8.64)

The normalized eigenvectors corresponding to the canonical directions are:

~

Wi = Wi - diag(W; Vi, W)~ 1/2. (3.8.65)

Substituting the first order approximation of o from equation (3.8.63) into (3.8.61), we get the first order
approximation of matrix M::

A

Mo~ Ut (q; + Res(Iny—pe — Rss)—lwsc) u. (3.8.66)

115



Substituting the first order approximation of M from equation (3.8.66) into (3.8.59), matrix A can be ap-
proximated as:

A ~ Ikc —i—Z/A{il (f[fcc + Rcs(lklfkc — R55)71®50> Z/?

Note that this first order approximation holds for the terms in the main diagonal, as matrix A has been defined
to be diagonal, and the out-of-diagonal terms are of higher order. Up to higher order terms we have:

Al/Q =~ IkC + Z:l_l |:f[jcc + Rcs(Ikl—kC - Rss)_llilsc} L[,

1
2

which implies:

> b tr(AY/?)
/=1
= K gt [0 (Bt Really e — Ran) M) 2] 40, (2
9 cc cs\1k1—k Ss sc D NT ;
1 A - S s 1
= k¢ + 5157’ [\Ilcc + Rcs(Ikl—kc - Rss) 1\1150:| + Op <J\7’T> ) (3867)
by the commutative property of the trace.
Asymptotic distribution of 25;1 Dee
Equation (3.8.67) can be written as:
- 1 ~ _ 1
;[A}Z = kc + §t7" { |:Ik;c : RCS(I(k‘l—k‘C) - RSS)_1:| \I’Ec} + Op <M>

1 .= = 13
= k°+ itr { [Ikc : RCS(I(klka) - RSS)l] Vl_lllp*EC} + Op () - (3.8.68)

Substituting equation (3.8.27), we get:

k€ 1 ‘il* )
E D ¢ SR p V1| y—1 cc
o P = k + §t7' { |:Ikc . RCS(I(klfkc) — RSS) :| ‘/11 |: \i/* :| } -+ Op <M>

(3.8.69)
where:

b = [—XHR + X19B — B'XpoB + é/fcgl} o’ (3.8.70)

b = [—XHR 4 X1oB — B'XooB + B’XQI} o’ (3.8.71)
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with M(;;y denoting the block in position (i, j) of matrix M. As matrices R and B have the same structure

[ E. : *], we have:

b, = [—Xu + Xi1p — B'(Xo2 — Xm)] )’ (3.8.72)
Wl = [~ X K - B(Ke - X)) o (3.8.73)
~ Iye
Moreover as B’ = ~k, ~0, , equation (3.8.72) further simplifies to:
BCS BSS
vy = [—Xu + Xig — Koo + X21:| " (3.8.74)

Equations (3.8.73) and (3.8.74) allow to perform the asymptotic expansion of terms \I/ . and ‘I’:c, respec-

tively. Let us compute the asymptotic expansions of the terms X 11, X 12, X22 and X21 Vectors uj ¢, with

J = 1,2, can be partitioned into the k°-dimensional vector ugt) and the k?-dimensional vector u§-t).
W
ujp = @) , i=1,2, (3.8.75)
Uy

and from Assumption 5 we can express X, ;, j = 1,2, as: 3

(e), (e} (C) (S) (cc) (cs)
Wy U DN St
Suj = Elyedy) = E| 95, 0, ] = | (60 (53 ] Iz ORI
J u§t)u§t) u;t)u() EEM) Eg,j)
We also define:
c c c s (cc) (cs)
Suto = Blunuh) = E “é%“%% “é%“%%] = [E?J? Selz | 3877)
7 Ugy Ugy  Upy Ugy Eu,lQ Eu,lQ
and
Suat = X (3.8.78)

From equation (3.8.21) we have:

T
X11 = 72 h’ltult_'_ulthlt Nzultult

(c)
Uy c/ s/
Ugi) ] [ t 1t ])

c, \C C) rc c, \S s T c c c S
ftult/""ugt) t t“gt) +“§t) i ]) +ﬁz [ “gt)ugt) Ugt) (e

Py s F S+l Dl il

U Uy U U
3Matrix ¥, ; is the asymptotic variance of u;, ; as N; — co. We omit the limit for expository purpose.

t=1
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and from assumption 5 b) we have:

Xy = KN (12 ft 1(t)/ g(t)) i ft“u)/"‘ug(i)) it )—i—ﬂ?VE u%i;“%i;i uéi; ?;1]
VI'N \/Tt 1 fltult +uyy ff fltu +uyy fi N 1t Y1¢ 1t Y1t

S (S e )
Tt:l Uy — Elujyuy ] uiuy — Elugyuyy ]
_ _MN (12 ftult +“gt) ;! tcugi) +u$) it )
VTN \ft:1 fltult gt) 7 fhu gi) +u1t f
[ (S [ ) e
N | sb) s8 | NVT\VT | uu) - 58wl —251

Analogously, from (3.8.22) we have:

X = ( g:

ftu2t "’ 2t)f ftu2t ‘|' gt) >t

f2tu2t + 2t) g f2t 2t +u2tf

)

G G I

cc cs T
—i—i 22,2) E’l(.t 2) 1 1 Z 2t ot Ugp — iy 2 _
sl s | E \E s [y sl Gl sl
(3.8.80)
From equation (3.8.17), the term X 12 results to be:
1 T u T
X12 = ﬁ Z(hl’tu,27t + ,uNul,théyt) + % Z u17tu/27t
t=1 t=1
T c (c)
1 It ] [ ©r  (sy } Ujy o st
— _ s u u + //LN s
T N;([ T 2t 2t ugt) [ t Qt]
UN d u(c
4+ 2 13 { (e (s) }
T ; ug t) ] Ugy  Ugy
T o) re cc cs
_ 1 i ftcugt) + MNu(lt)) & ff Ugt o "+ MNUU f ] ) AN [ E%,l% 21;,112
TN Ti= fistu2t) + MN“lt fe fltu2t + :“Nuhf f N Eus:(lz2 Zus::su
T c c cc c s)/ cs
e k)
S c)! sc S s)/ Ss : e
NvT T =1 | Y1t Yot Zu 12 Ugy Eu,lQ
Finally we have
X2l = X {2
T c c. (s ce cs
_ 1 (1 Z uét) + Mthcugt)/ “gt) |+ 1N ff Ugt), + KN Ev(J,2)1 2422%)1
s (o) s (s) sc
TN T “2t f + MNthugt) U2t f + MNf2t“(1t) N E13,2)1 ZEL 2%
T c c cc cs
S c sc S s)/ SS : e
NVT Thllm))—ﬁbﬁugﬁﬁ—z&i
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We can now compute directly term \ffzc From equation (3.8.74), we get:
Ur, (3.8.83)
[—Xn +X12—X22+X21] )

(11)

T
- F( S [t s — sl 5+ o+ ) = ) (C)fc’+u<°)ff/+uwf"ugi>l]>

t=1

+ SR EEY - 208 + v S + 0]

1 c c cc c c cc c c cc c c cc
N\f <\F g [ Ult)USt)/ EI(L,R] + P«N[Ugt)ué ! Ez(m)ﬂ - [u;s)“(zt)l - Ei,z)] + MN[“ét)ug ) Z( 12]])
1 c c
= _NE[(NNUSt) - uét))(ﬂNUSt) - u(2t)) ]
1 1 c c c c c c
N <ﬁ > [taal? =)o =gy = Bl — ) unves? u;m]) : (3.8.84)
Using the limit yun — w, we get:

. 1 9 (e
Ve = _NE[(NNUgt) - uét))(:uNu(lt) - ugt)) ]

T
1 1 3 (@ _ 0 () _ @y (©) @y (€)@
P — — - E — —
NVT < T £ [(NNUR Uy )(PNUy, — Usy) [(pugy — ug, ) (pugy — ug,) ]]

1

Before computing \ilzc and substituting it into equation (3.8.69), we note that some of the terms of this equa-
tion can be further simplified. Let us consider the asymptotic expansion of the following term of equation
(3.8.69):

I:[kc Rcs(l(kl—kzc) — Rss)_1:| Vl_ll.
Using equation (3.8.42), we get:

Ipe Rcs(Ik’l—k’C - RSS)_l] Vﬁl

I . DI ) 1
= [Ike : es(Tgy —ke — Rss ! & _
L g . ( fmh i ) ] [ —ie 211 ] +O <T>
= |22 = Res(Ipy e — Rss) ' 21e 7 — Yot 4 Res(Tiy —pe — Rss)—lzul] +0, <T)
- . ) ) ) )
= |2 0 =N+ Res(Iny pe — Rss)‘l} + 0, <T> ) (3.8.86)

where the last equality follows form the fact that Res = O,(1/VT), ¥1. = O,(1/V/T) and X171 = I, +
Op(1/ VT ). Note that equation (3.8.86) can be further simplified, considering the asymptotic expansion of
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term ]:ZCS. Let us consider the different terms in the equations of Rcs and RS 5t

Res = Bes+ AcsBss, (3.8.87)
Rys = AssBss, (3.8.88)
where:
A = S0 - 371805 S0, (3.8.89)
Ay = IS+ 0, (;) (3.8.90)
Bey = Y380 — X5 Sead) Yo, (3.8.91)
By = X53%01+0, (;) (3.8.92)

Substituting equations (3.8.89) - (3.8.92) into equations (3.8.87) and (3.8.88) we get:

- - f s A . e m = - - 1
Res = Y50 — Y5 80Yo Y + [2* DI 12012111212} [22;221 + 0, ()}

T
- e e 1
= Yo |les — 21112122221221} + O, <T> : (3.8.93)
and
N S 1 -1 1
Rss = 211 212 + Op T 222 221 + Op ?
e e 1
= Y1225 Y01 + O, <T> : (3.8.94)
Therefore we have:
- - - 1
Res = Ye(Igy—ke — Rss) + O, (T) , (3.8.95)
which implies :
- - - 1
Y + Res(Ip, _pe — Re)™" = 0O, <T) . (3.8.96)
Equation (3.8.96) and U*, = O, (ﬁ), together with the assumption N /T = o(1), imply:
~ ~ ~ . 1
o . — —1 * — -
[ Ser + Res(Ijy—e — Ras) ] ¥, = o, <N\/T> . (3.8.97)

Therefore, substituting results (3.8.84), (3.8.86), and (3.8.97) into equation (3.8.69), and rearranging terms,
we get:

kC
A c 11 o — c c c c
Doie = K = gt (B Elll) — o) vl — )]
£=1
11 1
“NvTal { ( > [l = uf )l = sy = Bl —ui)) (ol — u ﬂD }
1
o <) : (3.8.98)
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From the definition of matrix Xy y we have;

El(unuls) — uS) (uvul) = ul)Y] = So. (3.8.99)
Moreover, let us define:
Uy = pud? —ul?. (3.8.100)

Definition (3.8.100) together with the commutativity and linearity properties of the trace operator allow to
write the fourth term in the r.h.s. of equation (3.8.98) as:

T
1 C C C C C C (4 C
tr { \/T Z [(lmgt) - ugt))(ﬂugt) - “ét))/ - E[(,uugt) - “ét))(ﬂugt) - “gt))/]] }

\f Z {U[U: - EUUy) } - (3.8.101)

Equations (3.8.99) and (3.8.101) allow to write equation (3.8.98) as:

k° T
e 1 -1 1 1 i 1
ZHW =k TN“”{ECC EU’N} ONVT (ﬁ; Uil E(UtUt)D*Op(Nﬁ)‘

(3.8.102)
By a CLT for weakly dependent data we have:
T Z UlU, — E(ULUL)] -5 N (0,90), (3.8.103)
where:
1 T e}
Qu = lim V|— UlU, | = Cov(UlUy, U] _,Uys_p,). 3.8.104
v = am <ﬁz) 3 Cotit vt asios
k.C
From equation (3.8.103) we get that the asymptotic distribution of Z pe, under the hypothesis of £¢ common
=1
factors in each group is:
- 1 q 1
- -1
NVT ;pg — k€4 St {zcc EU}] N (o, 4QU> . (3.8.105)

To conclude the proof, let us derive the expression of matrix €2 in equation (3.4.11). For this purpose, note
that vector (U, U/_,)" is asymptotically Gaussian for any h:

()40 (28 28)

We use the following lemma.
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Lemma 1. Let the (n, 1) random vector x and the (m, 1) random vector y be such that

T Q Q
~ N ey 3.8.107
( Y ) ( Q!vy Qyy > ( )

and let A and B be symmetric (n,n) and (m, m) matrices, respectively. Then:
i) Viz'Az] = 2tr {(AQu,)*},
i) Cov(a'Az,y By) = 2tr { AQwy B, } .

Proof of Lemma 1: For point i), see Theorem 12 p. 284 in Magnus and Neudecker (2007). Point ii) is a
consequence of point i) applied to vectors z, y and (2, y')’, see also Theorem 10.21 in Schott (2005).

From Lemma 1 we get (asymptotically):
Cov(U{Uy, U{_,Uy_p,) = 2tr {ZU(h)EU(h)'} ) (3.8.108)

and the conclusion follows.
Q.E.D.

3.8.4 Proof of Theorems 2 and 3

Asymptotic distribution of ff and ff *

A 1
Equation (3.8.64) and V. = O, < imply:
VvVNT

. - 1
W{=E.U+0,|— | . 3.8.109
a0, (i) A
Recall from equation (3.8.65) that the normalized eigenvectors corresponding to the canonical directions are:
Wy = WiD,
where D = diag(W; 'V W;)~/2. Then, we get:
fe = Wihy
N7 ! 1 1
= DU Ec th + \/7Nilu17t + Op W
A 1 1
= Du’< ¢+ u(0)> +0 () 3.8.110
ot 7yt "\VNT ( )
Therefore the estimated factor can be written as:
. . 1 1
¢ _ H‘l( c+u(c)> +0 <> 3.8.111
ft c ft \/]\Tl 1,t p \/]W ( )

where 7:[0_1 = DUl Equation (3.8.111) implies:
VNG (ofi = 1) = u) + 0p(1) =5 N (0,207 )
The derivation of the asymptotic distribution of v/ N (7:[;‘ ff - ff) obtained from the canonical direction

Wg is analogous, and therefore is omitted.
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Asymptotic distribution of 5\3 i

Let us derive the asymptotic expansion of the loading estimator 5\33@ = (FC’ FC)_lﬁc’ Y;,i» where y; ; is the

i-th column of matrix Y. From equation (3.8.111) we can express Fe= [ff, e féﬁ]’ as:
e c c) ~—1\’ < 1 >
F¢© = (F°+ U H, ) +0p | —
( \/Nl ' ) ( ) "\VNT
NN N 1
= Fo(H,! U (A1) +0p (= )
( c ) Nl 1 ( c ) + P NT

where Ul(c) = [Uﬁ, s U§CH’

. Equation (3.8.112) implies:

P, — F° =

1 ¢ 1
w0 ().
Then, denoting with §; ; the i-th column of matrix Z;, we get:
ijz = (FYF) ' Py,
= (FUF)T P (FOX, + FiXS, +54)
= (BT [(F = B+ FT) X+ FiN + 25
= N (PR,

c jl
HECE) TR (PO = FRL) X+ (FUE) TN = 1,2,
We first note that
Fepe 1. 1 ! 1 . 1
= ZH! <F0+ %U“)) <F0+ — @) o) +0 (*>
T T 1 1 N1 ( ) p NT
R Fe e 1 R U(C)’Fc R
—_ H 1 H.ll H71 1 t H‘fll
T ( C ) +m C T ( C )
1 . FCIU(C) N 1 U“)’U(“) R 1
+ Hot L HIY + —HP L (HY + 0 ()
VNi T ( ) Ny T ( ) P\VNT
. Fc/Fc 1
_ —1 —1y\/
- Hc T (Hc ) + OP (\/ﬁ) )

1 C (&
fUl( )/U1( ) = Op(1) and T'/N7 = o(1). We also have:

A oA —1
Fc/Fc ~ Fc/Fc -1 ~ 1
< T ) - HC( T > 71£C+O”<VTN>'

Equations (3.8.112) and (3.8.113) allow to compute:

1
where we use —— FYUY = 0,(1),

VT

1. o
X (FC—FCH’C) ~

c ]— " — C c
- HAFe Ul - T’HclUl()/Ul()

T\/Nl
1
= 0, —,
p<¢NT>
123
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(3.8.113)

(3.8.114)
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and:
1 ~ 1 1 /
Flei = HCl(TFUE"?”T\/NlUl(C) 8”)

N | 1
_ -1 po . - ). .8.11
= H, gji +Op TNT (3.8.117)

We also have:

A~

—F'F; = H! (TFC’FS+

(C)’F$
T+ Ny J
| 1
-1 cl s
= —FF; 4+ 0, — | - 3.8.118
H, TEFOE +0p < W) ( )
Substituting approximations (3.8.115) - (3.8.118) into equation (3.8.114) we get:
FC/FC)

*FC,
T

T

o = A

R FCIFC 1
+H;< > —FFiX + Oy ()
T T VvVNT

The last equation implies:

T (HC) Nja = Aja| = i+ EGAG A+ op(1), (3.8.119)
where:
e fe -1 1
Pji = < T > ﬁFc’q,i, (3.8.120)
e Fe -1 1
K = —=FFy. 3.8.121
! < T ) N ( )

Since (F¢'F¢/T)~! = I + 0,(1), the r.h.s. of equation (3.8.119) can be rewritten to get:

~ N\ —1 .
VT [(H’C) A —)\jﬂ-] - th (ejit + FEIAS) + 0p(1) = wl, + 0p(1). (38.122)

Then, since the errors and the factors are independent (Assumption 5 a)) , a CLT for weakly dependent data
yields equation (3.4.19).

Asymptotic distribution of f 7+ and S\S»i

Let us now derive the asymptotic expansion of term f 71~ We start by computing the asymptotic expansion of
the regression residuals ¥ ;s — f £/ )\C :

viar— I N = BN e — (fe0G = 10X
1 ! 1
= fS /)\5 -+ Ejit — |:<ftc + mu&?) ()\571 + ﬁgpjz fKJA§1> . ftc />\§7i:|
~ g5 T €t (3.8.123)
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where:

1

gt = fli— \/TK’ft_ — (F}'FO)(FFO) 7 (3.8.124)
1

ejit = Ej,it—ﬁff’wj,i. (3.8.125)

Then, the residuals y; ;; — ff ! 5\51 satisfy an approximate factor structure with factors g;; and errors e; ;.
From asymptotic theory of the PC estimators in large panels, we know that:

\/N[H] }it—gj,t] = W), j=1,2 (3.8.126)

where H, j, 7 = 1,2, is a non-singular matrix and:

AYAN !
3 - (5
ASTASN T AS'AS
— J " J )\zgz (J J) ff':zr
(R oo (5) o (e

N;

AYASN T 1
= 7 _J A€t +op(1).
< Nj > \/TZ 3§15t p()

=1

Therefore we have
\/N[sfzs,jf;t—( s (F ’FC)(FC’FC)*lff)} = vl to(l), =12 (38.127)

ASTAS -1 1 N;
3
A3 ;€5.it» which proves equation (3.4.16).
v) UmL
From asymptotic theory of the PC estimators in large panels, we also know that the following result must
hold for the loadings estimator of factor model (3.8.123):

L —
where v;, = <

~ -1 .
vT [(H/w‘) Aji Aii] = wiitop(1), j=1,2 (3.8.128)
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where H s,j» J = 1,2 are the same non-singular matrices in equation (3.8.126), and
*S 1 d S 1 ! pc
wi; = VT L Z gt ﬁKjft €jits
S !/ 1 c/
= Z ]t+ Kft 5j,it_ﬁ t Phi |
1
= 7Tijs,t5j,it ijst Fpji
+K/ Z Ej’Lt szft (,0]1

1
= — Z fie€jt +op(1),
VT =

since — E Iieh " = 0,(1). Therefore, we get:

T

VT [(ﬂls’j)_l j‘jl - Ajl] = Z fiiggat + op(1) = wj; + op(1),

which yields equation (3.4.20).

3.8.5 Proof of Theorem 4

Theorem 4 follows from Theorem 1 since we have:
r{SSu} = o S} + oV,
tr{ig} tr {S0(0)2} + 0p(1).

These expansions are proved next.

Asymptotic expansion of flc_cl

. . 1 o
Substituting the expression of ff from equation (3.8.111) into ¥, = T Z FEfE we get:
=1

1 d c 1 c ' ~—1\’
rae (1 gid) (s ped) () <0 (

™M
Il

cc
t:l

1S, (}20‘1) +0, <\/11\77T> .
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X,

(3.8.129)

(3.8.130)

O.E.D.

(3.8.131)

(3.8.132)



This implies:

™M

Asymptotic expansion of iU

A7 A,

i) Asymptotic expansion of ——

J

To derive the asymptotic expansion of matrix f\;-fXj /Nj, it is useful to write the matrix versions of the quan-

tities defined in equations (3.8.122) and (3.8.130). Stacking the loadings ;\51 in matrix f\c = [

we get:

Aj

where

Similarly, stacking the loadings 5\5

As
Aj

where

Sl ST 10, ()

[Aj + \}TGE] He + 0p <\/1T> :

1
= 5FC—|—A5 F‘?’FC>
f 7 <\/T 7

= fstc%—AS(\FZfJSt C’).

; in matrix AS = [)\j 13 oes j\ij}’ we get:

S T 1

By gathering these expansions, we get:

A;

where

S 1 ! s
G] = ﬁejF]
1 ~
~ A]—l_ﬁG] U], ]:1,2,

(3.8.133)

s AS AT

(3.8.134)

(3.8.135)

(3.8.136)

(3.8.137)

(3.8.138)

(3.8.139)



. . . NA; .
We start by computing the asymptotic expansion of ]JV—] From Assumptions 1, 2 and 5 we get:
J

1 ' ]' / ]' / ! !
Nj[AJ—FﬁGJ [A]—I—ﬁGJ] ~ AA o MG+ A + NTGJG
(3.8.140)
1
Let us compute the asymptotic expansion of NG
u pu ymp Xp N\/T Ja
1 1 AYGS ANYGS

— NG, = [ J =7 J =7 ] 3.8.141
NNT T T ONNT LAY NG oA

Using equation (3.8.134) we get:

1 1
Achc — AC- |: /Fc + As ( /Fc):|
Nﬁ f VT VT VT

— NTAjl ;Fc_i_ﬁA;/As (Fs/Fc)

= AC,AS I P E 71 3.8.142
- < > Zf]t /NJT ) ( o )

Using analogous arguments and equation (3.8.136), we get:

N (AS/AS> Z £+ ( 1 ) (3.8.143)
N\/T ’ st N,T )’
= -0 = (3.8.144)
N\F 7T N\F 15T TP\ UNT ) h
_ 1 o. [ 1 (3.8.145)
N\/T I NT T "\ VN,T) w

The last four equations imply:

1
—— ANa.
NNT 7 <AS’AS> Y
E 7,tdt

1
+ O . (3.8.146
(g osiso



Using analogous arguments, we have:

1 (& S s/ C ' C S ]' s/ C
wroie =z [ e ()| e s ()]
= o <\/1T> (3.8.147)
and
o = o (L
N, TG]G = 0p (ﬁ) . (3.8.148)

Substituting (3.8.146) and (3.8.148) into equation (3.8.140) we get:

1 1 ! 1 1 , 1
where
Li; = [ (A;Aj) (1F;”FC> : O(k,xks_) } . (3.8.150)
Nj VT E
Therefore we have:
AA; . 1 . 1
Jj /

ii) Asymptotic expansion of r j

The approximations in Propositions 2 and 3 allow to compute the asymptotic expansion of €; ;;:
A _ Ac !/ f )\s / 8
€jit = Yjit — t gid 3t

= &jat — [ j,z{ftc - j,z(ft} - [S‘j;f]st - )\;l,fjst:|
c 1 1 ( c
gm‘KA*x@%9<ﬂ+meJ‘A%]
S ]' S ' S S S
_ [(Aj,ﬂrﬁwj,i) (j,t K/ft \/> ]t> )\”’ ]t]
]' S S 1 S S
T ft> (W ]z/ ]t+ \/Tw],/z j,t>
+)\8 /7K/ft (3.8.152)

N
Since T//N; = o(1), we keep only the terms of order 1/v/7 in equation (3.8.152), and we get:

12

[
™
<
=
o~
7 N
‘H
>
<o
=L~
_—
PF\E/
+

1
LW ) A —= K’ft +o,,< (3.8.153)

Ejit = Ejit — \}( T ﬁ)
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From the definition of wj, in Proposition 3 we get:

wdi ff = (Z jirf > + NG (3.8.154)

which implies:

. 1 1
St = Eiit ~ (Wi ff +wsif3) + op (ﬁ) : (3.8.155)
where:
1 I
e .
Wi = 72]07«5]',1'7"- (3.8.156)
\/T r=1
Equation (3.8.153) allows us to compute:
T
. 1 .
Yidi = p it
t=1

12

%Z {%t— \;( WfE g )r

T
1 .\ 2
- TZE?,H szngt WS fE +wiifs) + Z SifEwiifs)T. (3.8.157)

t=1 =1

: 1
Using ﬁ Z gjitfi = ) and — Z gjitfji = Op (1) we get:

T
: L~ !
i = 52t 0y <T> (3.8.158)

which implies:

1 « 1
. 2
Yigi =g ;:1: €jat T Op ( ’T)

1 1
= 7],17, —|— ﬁwjﬂ‘ ~|— 0p (\/T) 5 (3.8.159)
where
1 I
wii = = ; 20— Vi) = Op(1), (3.8.160)
from Assumptions 4 and 7. Therefore, we have:
. 1
Iy ~ I'i+—=W,. 3.8.161
j I ( )

where I'; = diag(v;4, 1 =1,...,N)and W, = diag(w,;, i =1,...,N), forj =1,2.
J AR J glwy, J
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iii) Asymptotic expansion of
Let us define
A 1 A
O = —|AN+—=G| T A +—=
= () (v 70)
1 1
= Ai b — (@
% (0 5760) (re 7m) (v )

1 . .
- A’F Nj QU+ O A Q. (38.162)

where
A 1
o= \FA;W A =0, (NT) (3.8.163)
A 1
Qi = N, TA;W G; =0, <T> (3.8.164)
A 1
§IV = N TG;F G =0, (T> (3.8.165)
Oy = —— _GW,G =0 < ! ) (3.8.166)
LV NjT\/T Vi~ — Yp \F 8.
Moreover, similarly as for (3.8.146) we have:
;711 == N \/7A'/7F G
d 1
= A’F A3 D Opkoxkey | +0 <) 3.8.167
j ( tz: fj tf ) (k)J XkJ) P \/T ( )

1 1., s 1., : 1
~ VT [ <NjAijAj> <ﬁFJ FC> : O(ijkj-) ] +op (T)’ (3.8.168)
1

= —=Lyj+to () , (3.8.169)
(3.8.170)

where

1 S 1 S
Lyj = [ <NA}FJ'AJ'> (\/TFJ' 'Fc> b Ok xks) ]

Collecting the previous results, using 7'/N = 0,(1), and defining 2} = limn NA I'jA; we get:

% 1 1
i = A/FA +\/>(L2,J+L/ ) p(\/T)
« 1 1
= O+ 7T (L2 + L) +op <\/T> : (3.8.171)

ol
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Substituting equation (3.8.137) into N A;fj j» and using equation (3.8.171) we get:
J
O = a,
W * 1 / 7 1 .
= Uj | +—T (Laj+ Ly ;) | Uj +op 77 ) j=1,2. (3.8.172)

iv) Asymptotic expansion of S

The estimator of Y, ; is given in equation (3.4.22). Equation (3.8.151) allows to compute the asymptotic

MA
approximation of (”) :
N;j

AR 1
AA; . 1 o
_1 _1 _1 _1
( J]Vj ) =Y [EAJ T T (L1j+ L) EA,J-] <U]’-> - (3.8.173)
Substituting equations (3.8.173) and (3.8.172) into equation (3.4.22), we get:
1
-1

A,j_\/f

_ : o
—1 —1 —1
X |Zns o (Bt L) EAJ‘] (UJ,)

Suj ~ U [2

S (L + L) EA}J} {Qj 7z b2 L )]

2

. 1 1
—1y—1 -1 *
Ui "2y [I -7 (L1 + Ly ) EA,J‘] [Qj V. (Lo + le,j)]

] 1 IR
x |1 — ﬁEA’j (L1 + Lll,j)] Ny (uJ/)

. 1 1 1
—1y—1 * *y1—1 —1 *
~ U Xy, [Qj + 77 (Lo + L) — Nk X (L1 + Ly ) — N (L1 + L) 2545

n-1 Z)’ -1
Xeng\45 )

which implies:

. . N-1 1 . N1 1
oo = 057 () s () 4 ().
where
Lyj = 3} [(Lag+ Lhy) = 355 (Day+ L) — (Lo + L) 23505 =35 3.8.174)

From equation (3.8.139) we have:

u,l
_ 17,2 o (N7t L 1o (ce) (7t BN
= H, [,uNqu + Eug] <Hc) + \/THC (,uNng + Lg,g) (HC) + 0p <\/T>
_ 41 AN L =1 2 (cc) [\ L 1
= A'Ton () + S (s + L) () +o,,< T>. (3.8.175)
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This expansion, the convergence Xy y — X7(0) and the commutative property of the trace, imply equation
(3.8.132).

Asymptotic expansion of ¢r {Sgclﬁ](]}

Results (3.8.133) and (3.8.175), and the commutative property of the trace, imply:

tr {igjiU} = tr {ingU,N} + \}Ttr {i;} (W& L3y + Lg,g)(“)} + 0p <\/1T) :

Noting that L3 j = O, (1), for j = 1,2, and recalling that %, = Iyc + O,(1/v/T) and puy = p + o(1), the
last equation can be further simplified to

A 1e ~ 1 (cc) 1
tr {26012 } = tr {26012 } + —tr{ L1+ L } +o0 () : 3.8.176
U UN Nia (L3 32) AW ( )
Let us compute L3 ; explicitly. From equation (3.8.150) we get:
AC/AS s , .

Li; =

AS/AS s/ .
(v )(ﬁ ") O

_ [ Sh e vrtiEe) 0 +0 <1>
- p

| Sages (gpFy F) 0 VN
O(kCXkC) O(kcxk‘?) ( 1 )
= XA, / +0, | = |- 3.8.177
MK Ok xks) PA\VN ( .

Equation (3.8.177) implies:

1
WSy LLiy = Laj+0, <\/N> (3.8.178)
Substituting results (3.8.177) and (3.8.178) into equation (3.8.174) we get:
—1 * —1 * —1
_ _ 1
Moreover, noting that:
Okexke) Okexks) 1
S thy, = [ L st e T +0, <) : (3.8.180)
»J (ﬁFJ 5 ) O(ijk;) \/N
we get:
_ Okexcie)  Orexks 1
SraiLiSuy = [ *< xk<) *< ) 40, ) (3.8.181)
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Equation (3.8.181) implies:

(L3) = 0, () (3.8.182)

Finally, substituting result (3.8.182) into equation (3.8.176), equation (3.8.131) follows.
Q.E.D.

3.8.6 Proof of Theorem 5

Let us re-write the model for the high frequency observables 21

mt> Wherem =1,.. M,andt =1,..,T in
equation (3.2.1) as:

_ C H H
Lt = AHcgm,t + AHgm,t + Cm,t>
H
= Algm,t + €m,ts

= MU gy — (Alzf{;l - A1> Imi + e, (3.8.183)

where gy = [ 954 g 1), Ay = [Apc P Ag) = [AS T AS], Ay = [Apc P Ay] = [A§ P A{], and Uy has been

defined in equation (3.8.139). Let us also define the estimator §,,, ; = | gg; : gf,{é |’ as in equation (3.3.6):
it dra g
Gmi = [ o ] _ (A’1A1> Nalfl,  m=1,.,M,  t=1,.,T (3.8.184)
gm,t

Substituting equation (3.8.183) into equation (3.8.184), and rearranging terms, we get:

PN —1 ~ A~ -1
) o APA 1 o, /7 o~ AA 1 .
gmi = U; 1gm,t—< L 1) —A (Alull_m) gm:t+< . 1) —HA’leﬁﬁt.

Ny Nu Ny N
(3.8.185)
From equations (3.8.150) and (3.8.151) we have:
f\’lfh - - ( 1 >
= USp1ilh +0, | — ],
which implies:
Aﬁf\l - fteet (T 1
= ur's; ( ’) — ). 3.8.186
Ny, U Sy (U) +0p (ﬁ) ( )
From equations (3.8.134) - (3.8.138) we get:
PN 1
MUt —A —GY, 3.8.187
U 1 Nia 1 ( )
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where

Gy = [G‘{ (G } , (3.8.188)
with
g = L s, <19H/g0> (3.8.189)
1 \/T T )
1
GS = ﬁéngH, (3.8.190)
el = [é{l,. ,é?]/,gc = [gf, ...,gﬂ' and g = [g{{, ...,QQH}/. Moreover, we have:
) . 1 .
A = All/ll—i-ﬁGlZ/Il. (3.8.191)

From equations (3.8.187) and (3.8.191) it follows:

12

1 o) /o o~ 1 S\ 1
NN (At — 1) G1U1> G

NH VT VT

1
- \/>U1A/G1+ HTL{{G’lGl. (3.8.192)
H

Equations (3.8.186) and (3.8.192) allow to express the second term in the r.h.s. of equation (3.8.185) as:

(A]Ul +

N |
A/Al NP Y—1v— 1
( ]\1]H ) NiHA/ <A/1U1 f— Al) Im;t = Z/’1 AllN \fAlGlgmt +u1 12A ANy TG/ G1gmt-

(3.8.193)

From equation (3.8.146) we have:

AA . 1
< H> Z tgt D Oy xaetty +Op<\/m>, (3.8.194)

NG =

1
NygVvT

where k; = k¢ + k. From equation (3.8.188) we have:

NHTG/ G = NiT [ g?gi gigi . (3.8.195)
Equation (3.8.189) implies:
_ N;T? GOt I 4 NH;\F A <\/1TnggC>
e () e+ G o ()
_ o, (;) (3.8.196)
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where the last equality follows from the assumption 7/Ny = o(1). Equation (3.8.196) and the assumption

VN /T = o(1) imply:

cl ~c _ 1
—NHTG GS = o (m> (3.8.197)

Similar arguments applied to the other blocks of the matrix in the r.h.s. of (3.8.195) yield:

N, TG’G1 = o <1> (3.8.198)

VNg
Substituting equations (3.8.194) and (3.8.198) into equation (3.8.193) we get:

~ o~ -1

Wi o el (MA 1
(Bn) o () ane = syt (S0 (3atar) v ()
(3.8.199)

Let us now focus on the third term in the r.h.s. of equation (3.8.185). From equation (3.8.191) we have:

1 /
—A ~ A —
_ e +ZJ’7G’ el 3.8.200
lNH 1%m,t INH\/T 1 ( )
The second term in the r.h.s. of equation (3.8.200) can be written as:
1 1 Gc/ H
e, = (3.8.201)
NH\F NuVT | Gie H
Using equation (3.8.189) we get:
1 1 1 1
a eg _ ClsH an i ( ~Cr H> eg
NH\/T 1 )t NHTg NA NH\/ﬁ \/*g g H t
1
O | —— | . 3.8.202
g ( NHT) ( )
Equation (3.8.190) implies:
1 1
— Gy, = g'eell , = O () : 3.8.203
NavT Lt T N7 ¢ P\ UNaT ( .
Substituting results (3.8.202) and (3.8.203) into equations (3.8.201) and (3.8.200) we get:
1 . 1
— ANl = Ae — . .8.204
N 1€m ¢ ulN +1t0p < NHT) (3.8.204)
Substituting results (3.8.186), (3.8.199), and (3.8.204) into equation (3.8.185), and rearranging terms we get:
~ AA 1 1
. -1 H _HI-C
Wit — gms = —Sph <]1VH> (Tg 5 ) 9C , + 53] 1N Al 4o, <m)(3.8.205)
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) AL A
Let us denote the last k£ columns of matrix X A1 @s EE\ ‘;). The term ]1\T7H in equation (3.8.205) can be
’ H

written as:
N
AllAH (- ) 1 & , (- 5)
= X — M A, — 2
Ni o 2 s
= (950, (). (3.8.206)
; /NH
where the last equality follows from Assumption 2. Equation (3.8.206) implies:
N Ag O(re xrm) 1
¥t < 1 > = +0 <> : (3.8.207)
AL\ Ny i "\VNu
Substituting equation (3.8.207) into equation (3.8.205) we have:
N O ke k) 1 1
UrGm.s — = - —g'g® DY Ae —— )(3.8.208
19m,t — 9m,t [ L (TQ g gmt + 2, 1N t +0p JNg ( )

Recalling the expression of U, from equation (3.8.139):

. He 0 }
U = E (3.8.209)
' [ 0 He
from equation (3.8.208) we get the asymptotic expansions:
e c BRIV R
Helms = Gme = [EA,lNHAlem,t] : (3.8.210)
H
7:[ ~H H ~ l—H/ ~C C E 1 7A ( ) 2
LsOmt = Ime = —\ 79 9 ) Ims + |2 TN , (3.8.211)

@ (H)
where [E All N—A } and [Z All Niy Ney, t] denote the upper &k rows, resp. the lower k7 rows,

of vector X\ lN—Alleg . Since g“'g° /T = I.c + 0,(1), we can rewrite equation (3.8.211) as:
) H )

M sgm: — (9, — @593 95 ~ [Bx) N ——Ajefl ), (3.8.212)
From Assumption 8 we have:
WA oL N0, ), (3.8.213)
where
1 Ny Ny '
Mm = NSIEMN*HZZ/\L?;)\’LgCov(eﬁ;ﬁ,ef;’ﬁ). (3.8.214)
i=1 ¢=1
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Equations (3.8.210) and (3.8.213) imply:
5o d 1 e _11(€0)
vV Nu (Hcgg,t - 97%,1&) — N (07 [EA}lQA,mZA}l} > :
Similarly, equation (3.8.212) and (3.8.213) imply:

N g TN d 1o 1 (HH)
Vi [Fasdtts = (ol — 0759 09 N5a] 5 N (0, ity )
(3.8.215)

Q.E.D.

3.9 Appendix C: Additional results

3.9.1 Identification of the common factor space from variance-covariance matrix of stacked
factors

Let us normalize the principal components such that V'(h;:) = Iy, j = 1,2.

Lemma 2. Let h; = [h’u h’z,t}', be a random vector, such that Vi1 =V (hi ) = Iy,, Voo = V(hay) = I,
Vizg = Cov(hy ¢, ha ) and let V (hi) be the variance-covariance matrix of hy:

_ I, Vig
Vik) = [Vm Iy, ]

Let r = rank(Va1), with v < ki. Then, matrix V(h;) has 2r eigenvalues 1 + pg, £ = 1,...;r, with
multiplicity 1, corresponding to the non-zero canonical correlations, py # 0, and the eigenvalue 1 with
multiplicity ki + ko — 2r. The eigenvectors of V (hy) associated with the eigenvalues 1 &+ pg, £ =1, ..., are

+ wi,e
v, = { Ly g } ,0=1,..,r,

where wy ¢ (resp. way), are the normalized eigenvectors of R = V12Va1 (resp. R* = Va1 Vi2), associated
with eigenvalues P?-
From Proposition 2 and Lemma 2 we get the next corollary.

Corollary 1. i) The number k¢ of common factors is equal to the multiplicity of the eigenvalue 2 of matrix
V(hy). ii) Let W be the (k1 + ko, k°) matrix whose columns are the orthonormal eigenvectors associated

1
with the k¢ eigenvalues of V (hy) equal to 2. Then, f{ = —W'h; (up to a one-to-one transformation).

V2

We note that Corollary 1 is analogous to Proposition 3.1 in Chen (2012).

Proof of Lemma 2: Let p;, 7 = 1, ..., k1, be the canonical correlations between /1 ; and ho ;. From Anderson
(2003) and Magnus and Neudecker (2007), p? corresponds to the ¢-th ordered eigenvalue of matrix R =
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ViaVa1. Let 1 + p, say, be an eigenvalue of matrix V(h;), and Z = [Z] Z})' € RE be the associated
(normalized) eigenvector. We have:

Vh)Z = (1+pZ.

Rewriting matrix V'(h;) as:

Vi) = IK+[V21 . ] (3.9.1)
we get:
0 Vio Al B A
5 w1E] - 12
The last equation implies:
VieZay = pza, (3.9.3)
Vo121 = pso, (3.9.4)
and:
VieVa1 Z1 = u?Zi, (3.9.5)
VoiVisZo = u?Zo. (3.9.6)

If Zy # 0, then ,u2 is an eigenvalue of V12V51, i.e. a squared canonical correlation, and if Z> # 0, then ,u2
is an eigenvalue of V51Vi9. From assumption rank(Va1) = r, r < ki, there are r canonical correlations
different from zero: p1 > ... > p, > 0. Letwy ¢, £ = 1, ..., 7, be the associated eigenvectors of R = V12V51,
and wyy, ¢ = 1, ..., 7 the corresponding eigenvectors of R* = V51 V12. Then, the scalars

Mo+ = Zpp, 0=1,..r,
and the vectors
CuW; w
vE = 1 P [ iui;g ] (3.9.7)
P

1
solve equation (3.9.2). Here, we use — Va1w1 ¢ = wa g, from property (3.2.11). Thus, 1+ p, are eigenvalues
Pe

of V(hy) associated with eigenvectors vj", with £ = 1, ..., .

Let us now consider the solutions of equation (3.9.2) with ;x = 0. We have:

VisZo = 0, (3.9.8)
Vorz:1 = O. (3.9.9)

From rank(Vis) = r, with r < k; < ko, the null space of matrix V12 is (ke — r)-dimensional. Let the
columns of the (ka, ko — ) full column rank matrix Z5 span the (k2 — 7)-dimensional space of solutions
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of equation (3.9.8). Similarly, let the columns of the (ki,k; — r) full column rank matrix Z span the
(k1 — r)-dimensional space of solutions of equation (3.9.9). Define the (k1 + ko, 2(ke — r)) matrix:

Zy = [ % pklx(kr’“l) ~Z ~O’f1X(k2*k1)
Zs Zs

Any column of this matrix is a solution of (3.9.2) with iz = 0. Since matrices Z 1 and Zg are full column rank,
the column rank of matrix Zy is 2(k1 —r)+ (ke —k1) = k1 + ko —2r. Therefore, there are ki + ko —2r linearly

Via
of V(h:) associated with the eigenvalue 1.

independent eigenvectors of [ } associated with the eigenvalue 0. These vectors are eigenvectors

Q.E.D.

Proof of Corollary 1: From Lemma 2, V'(h;) has eigenvalue 2 if, and only if, there is a canonical correlation
equal to 1. Part i) follows from Proposition 2 i). Moreover, from Proposition 2 and Lemma 2 the columns

1
of matrix W = \ﬁ [ %1 ] are orthonormal eigenvectors of V' (h;) associated with eigenvalue 2, since
2
1 1 1 1
W'W = 5(W{Wl + W4W3) = Ije. Finally, Ew’ht = i(W{hl,t + Wiha ) = 5(S{ + S%) f£, from

(3.8.12) and (3.8.13), which implies part ii).
Q.E.D.
3.9.2 Estimator based on fixed point iteration

In this Appendix we consider the estimator for group factor models based on the Least Squares (LS) method
suggested by Wang (2012). The estimator uses fixed point iteration to solve the first-order conditions (FOC).
We discuss here some issues concerning the uniqueness of the fixed point.

The group factor model is:

Y1 = FOA{ + FYA] + &1, (3.9.10)
Yo = FOAS + F5AS + . (3.9.11)

The estimators of factor values and factor loadings are defined by minimizing the LS criterion
2
Q= Tr[(Y;— F°AS' — FFAS") (Y; — FOAS' + FFAS)), (3.9.12)
j=1

w.r.t. arguments F'°, F77, A%, A7, j = 1,2, subject to the constraints:
FCFCT = Ie, Fy? ’FJ‘-*/T = Ik.;,, Fe ’Fj =0, j=1,2. (3.9.13)

The first-order conditions (FOC) for this constrained minimization problem yield the following eigenvalue-
eigenvector problems (see the proof at the end of the appendix):

e F7isthe T' x k7 matrix of standardized eigenvectors of matrix
Mpc(Y}Yj’/N)MFc (3.9.14)

associated with the k7 largest eigenvalues, for j = 1,2,
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e F¢isthe T' x k° matrix of standardized eigenvectors of matrix
Mps(Y1Y{/N + Y2Y; /N)Mp- (3.9.15)
associated with the k€ largest eigenvalues,

where Mpe = Ir — F¢(F¢'F¢)" F¢  and Mps = Iy — F*(F¥F*)~1F*’ with F* = [F} F5]. The eigen-
vectors are normalized such that F¢'F¢/T = Iy, F? ! Fy /T =1, kS for j = 1,2, and satisfy automatically
the identification restrictions F¢'F 7 =0forj=12

Wang (2012) suggests to solve the FOC by an iterative procedure. Given an estimate F°, the estimate
Fjs is computed by the spectral decomposition of the matrix in (3.9.14) with F¢ = F€, for j = 1,2. The
estimate '8 = [F T FQS] is used to compute the matrix in (3.9.15), whose spectral decomposition yields a new
estimate F°. This procedure defines the (stochastic) mapping Fe - \I/(FC)

Let us now investigate the properties of the mapping W. For this purpose we consider the setting with
scalar factors, i.e. k¢ = k{ = k5 = 1, and the next assumption.

Assumption A. 9. a) The errors are e1 = e = 0, and the true factor values are such that F¢'F°¢/T =
FjS ’F]-S/T =1, FC’F;’ =0,forj=1,2.b) FjS ’Ff =0,7=1,2

Assumption 9 defines a specific realization of the errors and the factors. In part a), we shut down the errors
to mimic the large IV, T, setting where the impact of the idiosyncratic shocks vanishes. The factor values
match in sample the theoretical normalization restrictions. For expository purpose, we assume that the
group-specific factors are orthogonal, and part b) matches this condition in sample.

Proposition 3. Under Assumption 9, any vector F¢, that is a linear combination of F¢, F}, F5 (true factor
values), is a fixed point of the mapping ¥ (up to a sign change).

Proof of Proposition 3: Define the 7' x 3 matrix H = [F° F} Fj]. Under Assumption 9 we have
H'H/T = I3, and the data can be written as Y7 = H[A{ A§ 0] and Yo = H[AS 0 A$]’. Then, we get:

AS'AS/N  AS'AS/N 0
YiY{/N=H | AS'AS/N A;’AS/N 0 | H = HIL, H'.
0 0 0

Similarly, we have Y2Y, /N = HIIyH' for a suitable 3 x 3 matrix IIy, and Y1Y{/N + YoY,) /N = HIIH’
with IT = I1; + Ils.
Now, let

F¢=FB1+ I{ B2+ F5 P83 = Hp,
where 3 = (81, B2, 83)’ is such that 8’3 = 1. Then:
My = Ip— 2pcfe
Fe T T
1 1
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where Mg = I3 — 3(8'8) 18" = I3 — BB'. Thus, the matrix in (3.9.14) corresponding to F* can be written
as:

1 1
Mo (YY) /N)Mp. = (My + HMH)HIGH' (My + o HMsH')
= HM;gII;MzH'.
The eigenvector associated with the largest eigenvalue of matrix H MgII;MzH' is in the column space of
H:
F ]‘-s =H ay,
where the 3 x 1 vector «; is the normalized eigenvector of matrix Mgll; Mg associated with the largest
eigenvalue, j = 1,2. In particular, o is orthogonal to 3, j = 1, 2. The vectors o and a are not collinear
(verify this).
Let F* = [F} F5] = Ha, where o = [ ag]. The matrix in (3.9.15) corresponding to F* is

Mg, (Y1Y{/N + YaYy/N)Mp, = HMIIM, H'.

The eigenvector F¢ of this matrix associated with the largest eigenvalue is Fe=H v, where + is the eigen-
vector of matrix M,IIM, associated with the largest eigenvalue. This implies that - is orthogonal to «; and
g, and thus is collinear to 8. By normalization we have either v = /3, or v = — /3. Thus, either Fe=F¢ or
Fe=_F¢. QED.

Proof of the FOC for the constrained minimization (3.9.12)-(3.9.13): The Lagrange multipliers for the
identification restrictions (3.9.13) are zero. The FOC for the factor loadings under the constraints yield:

A; _ }/}/FC(FC /FwC)fl7

_ / / —1 -

A = YIFP(F7F?), j=1,2.

From these equations, the residuals are
C_ FCAC! _ FSAS — — Ppe — Pps)Y:. i —
Y; = FA;" = F7A;" = (Ir — Pr ij )Y, =12,

where Ppe = FO(F¢'F¢)"'F¢' = Iy — Mpe and Pp: = F3(F}'F7)7'Ff' = Ip — Mps. From the
orthogonality F¢'F 7 =01n(3.9.13), matrices Mpe and M Fy commute, and matrices

It = Ppe — Pps = MpsMpe = MpeMps,  j=1,2,

are idempotent. Thus, the concentrated LS criterion becomes:

2
Q= Tr[Y/Mp-Mp:Yj]. (3.9.16)
j=1
From the constraints (3.9.13) and the commutative property of the trace, the concentrated LS criterion can
be rewritten as:
2
Q = Y Tr [Mps MpeY;Y] Mpe]
j=1
2 2
= D Tr[MpeY;YjMpe] = ) | Tr(F} ' MpeY;Y] MpeFj).
j=1 J=1
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For j = 1, 2, the minimization of this concentrated criterion w.r.t. Fjs is equivalent to the maximization of
Tr(F? ' MpeY;Y/MpeF?]. Under the constraint F¥'F? /T = I ks» this problem is solved by the matrix of
normalized eigenvectors of matrix M FchYj’ Mpe associated with the k7 largest eigenvalues.

Similarly, from the constraints (3.9.13) and the commutative property of the trace, the concentrated LS
criterion (3.9.16) can be rewritten as:

2
Q = ZTT[MFcMFjSY}Y}/MFf]
7j=1
2 2 1
= Z TT[MFJSYES/J/MFJS] — Z TTT[FC /MFf}/‘;'}/}/MF;FC]
7=1 7j=1
2 1 2
= 2 TriMpY;YMpy] = ZTv[Ee Mps (3 Y;Y])Mp: F°).
j=1 j=1

The minimization of this concentrated criterion w.r.t. F° is equivalent to the maximization of
Tr[F¢' Mps( ?:1 YJY]’ )Mps F€]. Under the constraint F¢’'F¢/T = Iie, this problem is solved by the
matrix of normalized eigenvectors of matrix Mps ( 521 YJY]’ )M s associated with the k¢ largest eigenval-
ues. Q.E.D.
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3.9.3 Dataset description
High Frequency dataset: Industrial Production sectors

Our high frequency dataset includes the same 117 sectors constituting the aggregate Industrial Production in-
dex considered by Foerster, Sarte, and Watson (2011) for the years 1977-2011. This sample period coincides
with the maximum number of years for which the data for the 42 non-Industrial Production sectors of our
low frequency panel were available and therefore - differently from Foerster, Sarte, and Watson (2011) - we
do not consider the entire time series available for IP data starting in 1972. We download the monthly level
of the 117 IP indices from Board of Governors of the Federal Reserve System (FED)**. From these raw data,
which are indices of real output, we compute the corresponding quarterly growth rates.

The 117 sectors roughly corresponds to a four-digit industry in the North American Industry Classifica-
tion System (NAICS) for year 2002, which is the finest level of disaggregation allowing to match the sectors
to the input-output and capital use tables used to calibrate the structural models. The IP Sectors are classified
by the FED according in the following subsectors: Manufacturing, Mining and Utilities. Manufacturing
comprises those industries included in NAICS definition of manufacturing plus the logging and newspaper,
periodical, book, and directory publishing industries that have traditionally been considered manufacturing,
and is divided in Durable, Nondurable and Other manufacturing. Durable manufacturing includes three-
digit NAICS codes 321, 327, 331-337, and 339. Nondurable manufacturing includes three-digit NAICS
codes 311-316 and 322-326. Other manufacturing includes NAICS codes 1133 and 5111. Mining includes
three-digit NAICS codes 211-213. Utilities include electric utilities and natural gas distribution, correspond-
ing to NAICS codes 2211 and 221 2.3 We refer to Foerster, Sarte, and Watson (2011), and especially to their
Appendix A, for a list of the names of the 117 sectors, and the methodology used to approximate the missing
data for some sectors.

Low Frequency dataset: non-Industrial Production sectors

The US Bureau of Economic Analysis (BEA) publishes at yearly frequency the growth rates for the real
Gross Domestic Product and real Gross Output for all the sectors of the US economy, not only for the sectors
included in the IP index. We use the Release Date November 13, 2012 dataset as downloaded for the BEA
website*®. The period 1977-2011 coincides with the maximum number of years for which the data for the
42 non-Industrial Production sectors in our low frequency panel were available at the date of download of
the dataset. >’ Our original BEA dataset includes the time series for the output growth rates of 65 mutually
exclusive sectors constituting the entire US economy, for the sample period 1977-2011. These sectors are
aggregates of either 2 or 3 digits 2002 NAICS codes. Out of these 65 sectors, 19 are Manufacturing sectors
(NAICS 2002 codes: 31-33), 3 are Mining sectors (NAICS 2002 codes: 211-213) and one is Utilities (NAICS
2002 code: 22). These 23 sectors are all included in the IP dataset, and therefore are excluded from our LF
panel to avoid duplication of sectors in the two panels. The IP sectors Logging, Newspaper Publishers
and Periodical, Book, and Other Publishers (NAICS 1133, 5111, 5112) are subsectors of the 2 BEA sectors

3See http://www.federalreserve.gov/releases/Gl7/default .htm.

3For a detailed description of the IP constituents see http://www.federalreserve.gov/releases/gl7/About.
htm.

¥See http://www.bea.gov/industry/gdpbyind_data.htm.

¥ Time series for 22 aggregates of our 42 sectors are also available form the BEA website since 1947, and time series for a more
disaggregated version of our 42 indices, but only for Gross Output, is available only from 1997.
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Publishing industries (includes software) and Forestry, fishing, and related activities. We keep these 2 sectors
in the the low frequency panel. Therefore our non-IP low frequency panel includes the 42 sectors listed in
Table 3.11 together with the corresponding NAICS 2002 codes.

Table 3.11: List of non-Industrial Production sectors. (Source: BEA)

Sector NAICS 2002 codes
Farms 111,112
Forestry, fishing, and related activities 113, 114, 115
Construction 23

Wholesale trade 42

Retail trade 44, 45

Air transportation 481

Rail transportation 482

Water transportation 483

Truck transportation 484

Transit and ground passenger transportation 485

Pipeline transportation 486

Other transportation and support activities 487, 488, 492
Warehousing and storage 493
Publishing industries (includes software) 511,516
Motion picture and sound recording industries 512
Broadcasting and telecommunications 515,517
Information and data processing services 518,519
Federal Reserve banks, credit intermediation, and related activities 521, 522
Securities, commodity contracts, and investments 523
Insurance carriers and related activities 524

Funds, trusts, and other financial vehicles 525

Real estate 531

Rental and leasing services and lessors of intangible assets 532,533
Legal services 5411
Computer systems design and related services 5415
Miscellaneous professional, scientific, and technical services 5412-5414, 5416-5419
Management of companies and enterprises 55
Administrative and support services 561

Waste management and remediation services 562
Educational services 61
Ambulatory health care services 621
Hospitals and nursing and residential care facilities 622, 623
Social assistance 624
Performing arts, spectator sports, museums, and related activities 711,712
Amusements, gambling, and recreation industries 713
Accommodation 721

Food services and drinking places 722

Other services, except government 81

Federal Government - General government -

Federal Government - Government enterprises - (includes 491)

State and Local Government - General government
State and Local Government - Government enterprises
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In Table 3.12 we report names of the sectors corresponding to the aggregated version of the yearly
indices used in Tables 3.5, 3.6, 3.7, and in the analogous Tables in the subsample analysis, together with
their corresponding first or first two NAICS 2002 codes. The yearly growth rates of these real aggregated
indices are downloaded directly by the BEA website.

Table 3.12: List of aggregates of non-Industrial Production sectors. (Source: BEA)

Sector NAICS 2002 codes
GDP / GO (all sectors) all sectors included
Manufacturing 31, 32,33
Agriculture, forestry, fishing, and hunting 11

Construction 23

Wholesale trade 42

Retail trade 44, 45
Transportation and warehousing 48, 49 (except 491)
Information 51

Finance, insurance, real estate, rental, and leasing 52,53

Professional and business services 54

Educational services, health care, and social assistance 6

Arts, entertainment, recreation, accommodation, and food services 7

Government - (includes 491)

3.9.4 Filtration of structural productivity shocks from mixed frequency output growth data.

In this section we propose an adaptation of the methodology proposed by Foerster, Sarte, and Watson (2011)
to estimate mixed-frequency technological shocks from the time series of quarterly Industrial Production
growth rates, and yearly non-IP Gross Output growth rates for all the sectors described in the previous
section.

Foerster, Sarte, and Watson (2011) consider a multi-industry real business cycle model, with an economy
characterized by Ny distinct sectors. As they consider only IP sectors, they work with quarterly observations
of measures of output growth. The generic sector j, with 7 = 1, ..., Ny produces at quarter ¢, a certain
quantity Y); of good j, using labor, capital and intermediate goods. The novelty in the model consists in
the fact that both capital goods and intermediate goods used by a certain sector are other sectors’ output,
generating interconnections among the outputs of all sectors. One of the assumptions in the model is that
the N-dimensional vector A; collecting the productivity indices of the IV sectors follows a random walk
process:

1H(At) = ln(At_l) + &¢,

where ¢; is the Ny-dimensional vector of productivity (or technological) innovations. The authors specify
the utility function of a representative agent defined on the consumption of the N goods and labor allocated
to each sector, and solve the utility maximization problem of the representative agent, after specifying the
goods and investments production technologies, the low of motion of capital stock and the resource con-
straints. In their Appendix B they show that “the deterministic steady state of the model continues to be
analytically tractable” even with a large number of sectors. The log-linearization of the equilibrium equa-
tions, obtained using the results of King and Watson (2002), produce an approximation of the model’s first
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order conditions and resource constraints around the steady state, yielding a vector ARMA(1,1) model for
quarterly sectoral output growth N -dimensional vector X; = [Aln Yy, ..., AlnYi]":

(I-®L)X, = (Io+1L)e, (3.9.17)

where L is the lag operator, and @, 11y, II; are N x N matrices that depend only on the model parameters,
the input-output matrix I' and the sectoral investment matrix ©, also named “capital use” matrix. The input-
output and capital use matrices are constructed using the BEA’s 1997 “use table” and “capital flow table”,
which are available for the Ny = 117 IP sectors studied by Foerster, Sarte, and Watson (2011). As the time
series of X; is observable, the VARMA(1,1) model (3.9.17) can easily be used to compute £€; as a filtered
version of X;:

& = (Ip+IL, L)' —-dL)X,. (3.9.18)

Let us now consider our mixed-frequency data settings, where Xth is the Ng-dimensional vector of
growth rates of Industrial Production, for the Ny = 117 IP sectors of our empirical analysis, for the generic
quarter ¢ = 1,2,3,4 in year t. Let also th be the vector of the yearly growth rates for the same 117
IP sectors, for the generic year t. Moreover let X L.t be the Ny -dimensional vector of growth rates of the
N1, = 38 non-IP sectors also considered in our empirical analysis. The high frequency technologlcal shocks

X ‘1 are obtained as a filtered version of the time series of stacked vectors [X X L’t}

~X,q N B B 4. Xq
[ ‘f@ } = (Ilp + IL,L)"Y(I — ®L) [ XLtH’t } , (3.9.19)

for each ¢ = 1,2,3,4. The idea is to consider the LF time series of qu_” as an approximation for the
yearly growth rate of Industrial Production. Note that as there are 4 quarteré in a year, we have 4 possible
proxies for the yearly growth rates of IP. This allows us to have an approximation of Ef(’q the high frequency
productivity innovation for each quarter quarter g. Finally, the low frequency technological shocks &} are

/
obtained as a filtered version of the time series of stacked vectors [X E X L,t} :

[ %q ] = (Tlp + I, L)"Y(I — ®L) [ Xiny } : (3.9.20)
& XLﬂg

i.e. we use the actual yearly growth rates of IP sectors as an input of the filtering algorithm. When we filter
productivity innovations as in equation (3.9.19) and (3.9.20), we are implicitly assuming the same structural
model for our economy as the one described by Foerster, Sarte, and Watson (2011). Moreover, filtering from
equations (3.9.19) and (3.9.20) is feasible because matrices Ho, Hl, and @ are functions of I and @ which
are the input-output and capital use matrices for both IP and non-IP sectors, also available for the year 1997
from the BEA. In particular, we note that the 117 x 117 matrices I" and © are the upper-left blocks of the
155 x 155 matrices I and ©, respectively.

3.9.5 Additional Empirical results

In this section we report additional empirical results.
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Table 3.13: Estimated number of factors: results for /C),; information criterion

Xgr XH XU [ XH XP]

IP data: 1977.Q1-2011.Q. Non-IP data: Gross Domestic Product, 1977-2011
ICy 2 2 1 2

IP data: 1988.Q1-2011.Q4. Non-IP data: Gross Output, 1988-2011
1Cy I 2 15 2

The number of latent pervasive factors selected by the IC), information criteria is reported for different subpanels and different
sample periods. Subpanels X and X correspond to IP data sampled at quarterly and yearly frequency, respectively. Panels
X% and [ X X" ] correspond to non-IP data, and the stacked panels of IP and non-IP data, respectively. We use kmaz = 15 as
maximum number of factors when computing 1Cp;.

Table 3.14: Eigenvalues of the variance-covariance matrix of the stacked PC’s

1%t eig. 2" eig. 37 eig. 4t eig.

IP data: 1977.Q1-2011.Q4. Non-IP data: Gross Domestic Product, 1977-2011
1.84 1.06 0.93 0.15

IP data: 1988.Q1-2011.Q4. Non-IP data: Gross Output, 1988-2011
1.81 1.11 0.80 0.19

In this table we report the eigenvalues of the sample variance-covariance matrix of the stacked PC’s estimated in each subpanel of
IP (X ™) and non-IP data (X ). We extract the first 2 PC’s in each subgroup, and compute the variance-covariance matrix of these
4 stacked PC’s.

We find an eigenvalue close to two for both datasets, which is consistent with the presence of one com-
mon factor in each of the two mixed frequency datasets considered.
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Figure 3.4: Trajectories of the estimated common and LF-specific factors.
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The Figure displays the time series of estimated values of the common factor (blue circles), the LF-specific factor (red squares) and
the HF-specific factor (green rotated squares). For each year we represent the LF factor as 4 squares corresponding to the 4 quarters,
assuming the same value. The factors are estimated from the panel of real output growth rates of 42 GDP sectors and 117 industrial
production indices, using a mixed frequency factor model with k¢ = £ = k¥ = 1. The sample period for the estimation of the
factor model is 1977.Q1-2011.Q4.

Table 3.15: Correlation matrix of the estimated factors, computed at low frequency.

étc gt .ét
G¢  1.0000
gl -0.0425  1.0000
gt -0.0486 -0.1473  1.0000

In the table we display the correlation matrix of the stacked vector of estimated factors ( ¢, gl Gt ). The factors are estimated from
the panel of 42 GDP sectors and 117 industrial production indices using a mixed frequency factor model with k¢ = k™ = k* = 1.

The sample period for the estimation of both the factor model and the regressions is 1977.Q1-2011.Q4.
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Table 3.16: Correlation matrix of the estimated common, HF-specific and LF-specific factors: quarterly
observations.

9 §5e 95 9%. | 90 gme G5 94 | GF
9%, | 100 075 041 020] 012 -038 -0.53 -029 | 028
95, | 075 100 077 030 | 035 011 -041 -026 | -0.05

ggt 041 077 1.00 066 | 040 023 -0.19 -0.03 | -0.35
g5, | 020 030 066 1.00 | 034 -0.03 0.1 043 | -0.16

g}f{t 0.12 035 040 034 | 1.00 056 044 041 | -0.01
gé{t -038 011 023 -0.03 | 056 1.00 065 047 | -0.27
gé{t -0.53 -041 -0.19 0.11 | 044 065 1.00 0.79 | -0.12
gft -029 -026 -0.03 043 | 041 047 079 1.00 | -0.06

ar 028 -0.05 -035 -0.16 | -0.01 -0.27 -0.12 -0.06 1.00

In the table we display the correlation matrix of the stacked vector of estimated factors ( fhc,t, ch,t, Qgc,t, §40,t7 Q{{n f}ft, f)%ft, gft: g ).
The factors are estimated from the panel of 42 GDP sectors and 117 industrial production indices using a mixed frequency fac-
tor model with k¢ = k¥ = k¥ = 1. The sample period for the estimation of both the factor model and the regressions is 1977-2011.
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Figure 3.5: Adj. R? of the regression of yearly sectoral GDP growth rates on estimated factors.
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(a) Adjusted R? of the regression of yearly sectoral GDP
growth on the common factor.
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(b) Adjusted R? of the regression of yearly sectoral GDP
growth on the common and LF-specific factors.

In Panel (a) we show the histogram of the adjusted R?, denoted R?, of the regressions of the yearly growth rates of sectoral GDP
indices on the estimated common factor. In Panel (b) we show the histogram of the adjusted R? of the regressions of the same
growth rates on the estimated common and LF-specific factors. The factors are estimated from the panel of 42 GDP sectors and 117
industrial production indices using a mixed frequency factor model with k¢ = k¥ = kL = 1. The sample period for the estimation
of both the factor model and the regressions is 1977-2011.
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Figure 3.6: Adj. R? of the regression of sectoral IP growth rates on estimated factors.
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(a) Adjusted R? of the regression of quarterly industrial
production growth on the common factor.
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(b) Adjusted R? of the regression of quarterly industrial
production growth on the common and HF-specific factors.

In Panel (a) we show the histogram of the adjusted R?, denoted R?, of the regressions of the quarterly growth rates of the industrial
production indices on the estimated common factor. In Panel (b) we show the histogram of the adjusted R? of the regressions of the
same growth rates on the estimated common and HF-specific factors. The factors are estimated from the panel of 42 GDP sectors
and 117 industrial production indices using a mixed frequency factor model with k¢ = kf = k’ = 1. The sample period for the
estimation of both the factor model and the regressions is 1977-2011.
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Table 3.17: Adjusted R? of the regression of yearly sectoral GDP growth on the common factor.

Sector R?
Truck transportation 63.10
Accommodation 62.43
Construction 44.05
Other transportation and support activities 43.31
Administrative and support services 42.69
Other services, except government 42.53
Warehousing and storage 40.95
Air transportation 31.58
Retail trade 30.70
Amusements, gambling, and recreation industries 29.17
Government enterprises (federal) 2891
Rail transportation 24.84
Performing arts, spectator sports, museums, and related activities ~ 22.63
Publishing industries (includes software) 22.02
Computer systems design and related services 21.24
Food services and drinking places 20.59
Wholesale trade 20.35
Miscellaneous professional, scientific, and technical services 16.98
Waste management and remediation services 14.79
Social assistance 12.91
General government (federal) 11.97
Government enterprises (state & local) 11.10
Real estate 10.39
Legal services 10.19
federal Reserve banks, credit intermediation, and related activities 9.74
Educational services 3.97
Rental and leasing services and lessors of intangible assets 2.81
Broadcasting and telecommunications 1.24
Ambulatory health care services 1.01
Farms 0.93
Hospitals and nursing and residential care facilities 0.64
Management of companies and enterprises -0.45
Funds, trusts, and other financial vehicles -1.23
Motion picture and sound recording industries -1.68
Pipeline transportation -1.74
Information and data processing services -1.84
Transit and ground passenger transportation -2.05
General government (state & local) -2.12
Forestry, fishing, and related activities -2.33
Water transportation -2.94
Securities, commodity contracts, and investments -2.99
Insurance carriers and related activities -3.03

In the table we display the adjusted R?, denoted R?, for the time series regressions of each of the of 42 GDP sectors on the estimated
common factor. The factors are estimated from the panel of 42 GDP sectors and 117 industrial production indices using a mixed
frequency factor model with k€ = k¥ = k¥ = 1. The sample period for the estimation of both factor model and regressions is
1977.Q1-2011.Q4. The regressions in this table are restricted MIDAS regressions.
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Table 3.18: Adjusted R? of the regression of yearly sectoral GDP growth on the common and LF-specific
factors.

Sector R?
Miscellaneous professional, scientific, and technical services 66.67
Administrative and support services 62.63
Truck transportation 62.51
Accommodation 61.48
Construction 59.75
Warehousing and storage 52.53
Government enterprises (STATES AND LOCAL) 45.78
Other services, except government 41.75
Other transportation and support activities 41.71
Government enterprises (federal) 37.78
Legal services 34.51
Social assistance 32.82
Rental and leasing services and lessors of intangible assets 32.32
Wholesale trade 30.83

Performing arts, spectator sports, museums, and related activities ~ 30.49
federal Reserve banks, credit intermediation, and related activities  30.05

Air transportation 29.81
Retail trade 28.56
Real estate 28.53
Computer systems design and related services 27.07
Amusements, gambling, and recreation industries 27.02
Publishing industries (includes software) 23.85
Rail transportation 23.68
General government (STATES AND LOCAL) 22.78
Food services and drinking places 21.67
Motion picture and sound recording industries 21.10
Hospitals and nursing and residential care facilities 17.47
Broadcasting and telecommunications 14.46
Waste management and remediation services 14.24
Pipeline transportation 14.13
General government (federal) 11.11
Transit and ground passenger transportation 9.18
Ambulatory health care services 7.76
Management of companies and enterprises 7.52
Funds, trusts, and other financial vehicles 6.15
Information and data processing services 1.96
Educational services 1.35
Insurance carriers and related activities 0.36
Water transportation -0.64
Farms -1.87
Forestry, fishing, and related activities -5.31
Securities, commodity contracts, and investments -5.99

In the table we display the adjusted R?, denoted RR?, for the time series regressions of each of the of 42 GDP sectors on the estimated
common and LF-specific factors. The factors are estimated from the panel of 42 GDP sectors and 117 industrial production indices
using a mixed frequency factor model with k¢ = k¥ = kL = 1. The sample period for the estimation of both factor model and
regressions is 1977.Q1-2011.Q4. The regressions in this table are restricted MIDAS regressions.
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Table 3.19: Change in adjusted R? of the regression of yearly sectoral GDP growth on the common factor
and the LF-specific factors vs. the regression on the common factor only.

Sector change in R?
Miscellaneous professional, scientific, and technical services 49.69
Government enterprises (STATES AND LOCAL) 34.69
Rental and leasing services and lessors of intangible assets 29.52
General government (STATES AND LOCAL) 24.90
Legal services 24.32
Motion picture and sound recording industries 22.77
federal Reserve banks, credit intermediation, and related activities 20.31
Administrative and support services 19.95
Social assistance 19.91
Real estate 18.14
Hospitals and nursing and residential care facilities 16.84
Pipeline transportation 15.87
Construction 15.70
Broadcasting and telecommunications 13.23
Warehousing and storage 11.58
Transit and ground passenger transportation 11.23
Wholesale trade 10.48
Government enterprises (federal) 8.87
Management of companies and enterprises 7.98
Performing arts, spectator sports, museums, and related activities 7.87
Funds, trusts, and other financial vehicles 7.39
Ambulatory health care services 6.76
Computer systems design and related services 5.83
Information and data processing services 3.80
Insurance carriers and related activities 3.39
Water transportation 2.30
Publishing industries (includes software) 1.83
Food services and drinking places 1.07
Waste management and remediation services -0.54
Truck transportation -0.60
Other services, except government -0.78
General government (federal) -0.86
Accommodation -0.96
Rail transportation -1.16
Other transportation and support activities -1.59
Air transportation -1.77
Retail trade -2.15
Amusements, gambling, and recreation industries -2.15
Educational services -2.62
Farms -2.80
Forestry, fishing, and related activities -2.98
Securities, commodity contracts, and investments -3.00

In the table we display the difference in the adjusted R? (R?) from the regressions of each industrial production index growth on
the common and LF-specific estimated factors and on the HF factor only. The factors are estimated from the panel of 42 GDP
sectors and 117 industrial production indices using a mixed frequency factor model with k¢ = k! = k* = 1. The sample period
for the estimation of both factor model and regressions is 1977.Q1-2011.Q4. The regressions in this table are restricted MIDAS
regressions.
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Table 3.20: Adj. R? of selected GDP and IP indices growth rates on the estimated factors

Panel a. Yearly observations, 1977-2011

(1) 2 3) 4 @ -
Sector RQ(C) RQ(L) R2(H) R2(C + L+ H)
PANEL a) LF observations
GDP 60.54 8.59 -2.04 73.39 12.85
GDP - Manufacturing 81.88 -3.03 0.22 82.90 1.02
GDP - Agriculture, forestry, fishing, and hunting 1.43 -2.52 -0.85 -2.16 -3.59
GDP - Construction 44.05 11.22 -2.84 58.70 14.64
GDP - Wholesale trade 20.35 7.90 -2.94 29.77 941
GDP - Retail trade 30.70 -2.86 2.67 33.71 3.00
GDP - Transportation and warehousing 62.14 -2.95 0.19 61.95 -0.19
GDP - Information 12.14 22.28 -3.03 36.53 24.39
GDP - Finance, insurance, real estate, rental, and leasing -1.42 21.22 -2.19 18.58 20.00
GDP - Professional and business services 30.02 30.21 -1.98 64.52 34.50
GDP - Educational services, health care, and social assistance -1.38 18.38 -0.60 16.25 17.63
GDP - Arts, entert., recreat., accommodation, and food serv. 53.51 -2.23 -0.50 57.00 3.49
GDP - Government -2.12 22.37 -2.95 18.96 21.08

In the table we display the adjusted R?, denoted R?, of the regression of growth rates of selected HF and LF indices on the common
factor (column R?(C')), the specific HF and LF factors (columns R?(L) and R*(H)) and on these three factors together (column
(4)). The last column displays the difference between the values in the fourth and the first columns, i.e. the increment in the adjusted
R? when both specific factors are added as a regressors to the common factor.
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Figure 3.7: Regression of LF and HF indices on estimated factors.
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(a) HF Index: Industrial Production Index growth. (b) LF Index: Aggregate GDP Index growth.
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(c) LF Index: GDP-Construction Index growth. (d) LF Index: Prof. and Busn. Serv. Index growth.

Each panel displays the time series of the growth rate an observed index (solid line) and its fitted value obtained from a regression
on the common factor (dotted line). Fitted values from a regression on multiple factors (dashed line) are also displayed. In the first
panel we regress the IP index on both the common and HF-specific factors, in the second panel we regress the aggregate GDP Index
(LF) on §¢, §i and G In the third panel and fourth we regress the growth rates of the LF Construction Index and of Professional
and Business Services Index, respectively, on both the common and LF-specific factors. In the fourth we regress the growth rates
of Professional and Business Services Index on the common and LF-specific factors. The first, second and fourth indices reported
in the panels are aggregates of the indices used to estimate the factors. The factors are estimated from the panel of 42 GDP sectors
and 117 industrial production indices using a mixed frequency factor model with k¢ = k = k¥ = 1. The sample period for the
estimation of both the factor model and the regressions is 1977.Q1-2011.Q4.
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Table 3.22: Estimated number of factors

EX,HF 6§ 5%{ [eX x|

IP data: 1989.Q1-2011.Q4. Non-IP data: Gross Output, 1989-2011

1Cy 1 115 1
ICyy 1 1 1 1

In this table we report the number of latent pervasive factors selected by the /C)1 and ICpo information criteria on different
subpanels. Subpanels ex g r and €% correspond to productivity innovations of IP data sampled at quarterly and yearly frequency,
respectively. Panels % and [ el ek ] correspond to to productivity innovations of non-IP data, and the stacked panels of to
productivity innovations of IP and non-IP data, respectively. We use kp,qa = 15 as maximum number of factors when computing
IC’pl and .ICPQ.

In Table 3.23 we display the estimated eigenvalues of the variance-covariance matrix of the stacked PC’s
estimated in each subpanel ¢! and .

Table 3.23: eigenvalues of the variance-covariance matrix of the stacked PC’s

2nd

15t eig. eig. 3" eig. 4t eig.

IP data: 1988.Q1-2011.Q4. Non-IP data: Gross Output, 1988-2011
1.93 1.28 0.72 0.07

We report the eigenvalues of the the variance-covariance matrix of the first two stacked PCs computed in each subpanel of IP and
non-IP productivity innovations.
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Table 3.24: Adj. R? of selected Gross Output indices on factors estimated from indices growth rates

Panel a. Yearly observations, 1988-2011

(D (2) 3) 4 @) -

Sector R*(C) R*(L) R*(H) R*CH+L+H)

PANEL a) LF observations

GO (all sectors) 68.54 12.20 -3.66 90.95 22.41
GO - Manufacturing 86.08 -3.05 -0.45 94.81 8.73
GO - Agriculture, forestry, fishing, and hunting -3.21 3.35 5.91 5.85 9.06
GO - Construction 25.30 34.16 -4.30 66.04 40.74
GO - Wholesale trade 80.82 -3.85 -4.41 78.97 -1.85
GO - Retail trade 64.72 -4.50 9.50 79.78 15.06
GO - Transportation and warehousing 83.82 -4.51 -4.49 82.80 -1.02
GO - Information 33.70 38.59 -4.50 80.62 4691
GO - Finance, insurance, real estate, rental, and leasing 3.37 50.30 -3.12 59.08 55.71
GO - Professional and business services 45.13 21.97 -2.33 75.88 30.76
GO - Educational services, health care, and social assistance -4.19 -1.58 0.56 -6.00 -1.81
GO - Arts, entert., recreat., accommodation, and food serv. 71.06 -3.74 -4.47 70.50 -0.56

In the table we display the adjusted R2, denoted R2, of the regression of growth rates of selected HF and LF indices on the common factor (column
R?(C)), the specific HF and LF factors (columns R2(L) and R?(H)) and different combinations of these three factors (column (4)). The last
column displays the difference between the values in the fourth and first column, i.e. the increment in the adjusted R? when the specific factors
are added as a regressors to the common factor. Factors are estimated from the panel of 38 non-IP sectors and 117 industrial production indices
considered by Foerster, Sarte, and Watson (2011), using a mixed frequency factor model with k¢ = k¥ = kI = 1. The sample period for the
estimation of both the factor model and the regressions is 1988-2011.
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Table 3.25: Adj. R? of selected Gross Output indices on factors estimated from productivity innovations
(contemporaneous values only)

Panel a. Yearly observations, 1989-2011

(1) (2) (3) ) @ -
Sector R?*(C) R*(L) R*(H) R*C+L+H)
PANEL a) LF observations
GO (all sectors) 42.17 13.97 5.40 79.84 37.67
GO - Manufacturing 62.29 -0.20 13.40 91.84 29.55
GO - Agriculture, forestry, fishing, and hunting 0.96 -4.23 4.61 4.22 3.25
GO - Construction 6.64 20.55 0.82 42.14 35.50
GO - Wholesale trade 74.73 -3.08 -1.46 79.39 4.66
GO - Retail trade 47.02 -4.35 25.68 76.76 29.74
GO - Transportation and warehousing 70.42 -2.69 3.01 81.72 11.29
GO - Information 17.78 42.45 -2.82 74.21 56.42
GO - Finance, insurance, real estate, rental, and leasing -4.09 17.55 -0.36 24.36 28.45
GO - Professional and business services 25.17 44.89 -4.34 79.57 54.40
GO - Educational services, health care, and social assistance -4.73 -4.48 -1.87 -11.24 -6.51
GO - Arts, entert., recreat., accommodation, and food serv. 55.64 -2.29 -0.74 60.66 5.02
Panel b. Quarterly observations, 1989.01-2011.04

(D (2) 3 4 @ -
Sector R*(C) R*(L) R*H) R*(C+ H)
PANEL c¢) HF observations
Industrial Production 31.21 50.15 77.25 46.05

In the table we display the adjusted R?, denoted R2, of the regression of growth rates of selected HF and LF indices on the common factor
(column R2(C)), the specific HF and LF factors (columns R2(L) and R?(H)) and different combinations of these three factors (column (4)).
Only contemporaneous values of the factors are used as regressors. The last column displays the difference between the values in the fourth and
first column, i.e. the increment in the adjusted R2 when the specific factors are added as a regressors to the common factor. Factors are estimated
from the panels of productivity innovations of 38 non-IP sectors and 117 industrial production indices using a mixed frequency factor model with
k€ = kH = kL = 1. The sample period for the estimation of both the factor model and the regressions is 1988-2011 because the productivity
shocks can not be computed for the first year of the sample (see Foerster, Sarte, and Watson (2011), especially their equation (B38) on page 10 of
their Appendix B).
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Table 3.26: Adj. R? of selected Gross Output indices on factors estimated from productivity innovations
(contemporaneous values and first lag)

Panel a. Yearly observations, 1990-2011

(D) 2 (3) 4 @ -
Sector R*(C) R*(L) R*(H) R)C+L+H)
PANEL a) LF observations
GO (all sectors) 42.09 12.39 57.42 84.99 42.90
GO - Manufacturing 61.02 2.42 63.69 92.34 31.33
GO - Agriculture, forestry, fishing, and hunting -0.23 -5.19 -0.22 -7.52 -7.29
GO - Construction 11.35 21.18 35.99 54.99 43.64
GO - Wholesale trade 74.13 -1.50 59.86 84.78 10.64
GO - Retail trade 55.17 -8.95 59.99 82.78 27.61
GO - Transportation and warehousing 71.66 10.46 71.68 88.28 16.63
GO - Information 21.87 41.54 23.39 83.94 62.07
GO - Finance, insurance, real estate, rental, and leasing -2.16 14.83 3.08 21.62 23.78
GO - Professional and business services 37.79 46.62 31.84 82.58 44.78
GO - Educational services, health care, and social assistance  -10.37  -10.06 -2.20 -17.33 -6.95
GO - Arts, entert., recreat., accommodation, and food serv. 59.11 15.31 62.66 70.32 11.21
Panel b. Yearly observations, 1990-2011

(D 2 3) 4 @) -
Sector R*(C) R*(L) R*(H) R*(C+1L)
PANEL b) LF observations
GO (all sectors) 42.09 12.39 54.12 12.02
GO - Manufacturing 61.02 242 60.54 -0.48
GO - Agriculture, forestry, fishing, and hunting -0.23 -5.19 -5.92 -5.69
GO - Construction 11.35 21.18 20.03 8.69
GO - Wholesale trade 74.13 -1.50 75.58 1.44
GO - Retail trade 55.17 -8.95 51.76 -3.41
GO - Transportation and warehousing 71.66 10.46 69.56 -2.09
GO - Information 21.87 41.54 66.72 44.85
GO - Finance, insurance, real estate, rental, and leasing -2.16 14.83 7.41 9.57
GO - Professional and business services 37.79 46.62 73.22 35.42
GO - Educational services, health care, and social assistance  -10.37  -10.06 -22.67 -12.30
GO - Arts, entert., recreat., accommodation, and food serv. 59.11 15.31 54.99 -4.13
Panel c¢. Quarterly observations, 1990-2011

(D 2 (3) 4 @ -
Sector R*(C) R*(L) R*(H) R*(C+ H)
PANEL c¢) HF observations
Industrial Production (Q) 35.89 63.22 77.69 41.81

In the table we display the adjusted R2, denoted R?, of the regression of growth rates of selected HF and LF indices on the common factor (column
R2(C)), the specific HF and LF factors (columns R?(L) and R?(H)) and different combinations of these three factors (column (4)). Both the
contemporaneous and the lagged values (only lag 1 is included) of the factors are used as regressors. The last column displays the difference between
the values in the fourth and first column, i.e. the increment in the adjusted R2 when the specific factors are added as a regressors to the common
factor. Factors are estimated from the panels of productivity innovations of 38 non-IP sectors and 117 industrial production indices using a mixed
frequency factor model with k¢ = kH = kL = 1. The sample period for the estimation of both the factor model and the regressions is 1990-2011
because the productivity shocks can not be computed for the first year of the sample (see Foerster, Sarte, and Watson (2011), especially their equation
(B38) on page 10 of their Appendix B).
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Figure 3.8: Autocorrelation functions of the estimated common and specific factors.
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(c) LF factor: autocorrelation function.

Panel (a) displays the autocorrelation function of the estimated values of the common factor. Panel (b) displays the autocorrelation
function of the estimated values of the HF factor. Panel (c) displays the autocorrelation function of the estimated values of the LF
factor. The horizontal lines are asymptotic 95% confidence bands. The factors are estimated from the panel of 42 GDP sectors and
117 industrial production indices using a mixed frequency factor model with k¢ = k¥ = k¥ = 1. The sample period for the
estimation of the factor model is 1977.Q1-2011.Q4.

163



3.9.6 Granularity analysis

In this section we perform a Granularity analysis in line with Foerster, Sarte, and Watson (2011) and Gabaix
(2011).

Quarterly IP Index

Table 3.27: Share weight decomposition of Industrial Production quarterly index.

Series 1977-2011  1977-1983  1984-2007  2008-2011
gt = Zwitazit 5.7 7.9 3.6 9.7
(1/N) S @i 73 9.9 42 13.7
S (w; — (1/N))aa 2.2 33 1.5 2.9
Z(wit — u’)i)xit 1.0 1.0 0.5 2.1

Entries are the sample standard deviations of the quarterly growth rates of the quarterly Industrial Production index growth (g;) and
its components. Percentage points are at annual rates. The table corresponds to Table 1 in Foerster, Sarte, and Watson (2011).

Table 3.28: Average pairwise correlations of sectoral Industrial Production indices.

1977-2011  1977-1983  1984-2007  2008-2011
0.21 0.25 0.12 0.34

Entries are the average pairwise sample correlations of the quarterly growth rates of the 117 industrial production indices considered
in the paper. The table corresponds to Table 2 in Foerster, Sarte, and Watson (2011).

Table 3.29: Standard deviation of Industrial Production indices growth with and without sectoral covariance

1977-2011  1977-1983  1984-2007  2008-2011

A. Using Actual w;+ Share Weights

With Sectoral covariation 5.6 7.8 3.5 9.5
Without Sectoral covariation 1.9 2.5 1.6 2.5

B. Using Equal (1/N) Share Weights

With Sectoral covariation 73 9.9 4.2 13.7
Without Sectoral covariation 1.9 2.7 14 2.4

The entries for rows labeled “with sectoral covariation” are sample standard deviations of > wjtx:+ (Panel A) and N -1 > i
(Panel B). The entries labeled “without sectoral covariation” are computed as: \/T~1>_, > hZ (zy — Z;)2, where hyy = wy in
panel A and h;y = N ! in panel B. Percentage points are at annual rates. The table corresponds to Table 3 in Foerster, Sarte, and
‘Watson (2011).
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Annual GDP sectoral indices (all)

Table 3.30: Share weight decomposition of annual GDP index.

Series(GDP) 1977-2011  1977-1983  1984-2007  2008-2011
(1/N) Szt 2.7 34 1.7 52
S(wi — (1/N))zi 0.9 1.0 0.8 1.8
Z(wit — wi)xit 0.4 0.2 0.2 1.2

Entries are the sample standard deviations of the annual growth rates of annual GDP index growth (g:) and its components. The
index is constructed using weights of nominal GDP. The table corresponds to Table 1 in Foerster, Sarte, and Watson (2011).

Table 3.31: Average pairwise correlations of all GDP sectoral indices.

1977-2011  1977-1983  1984-2007  2008-2011
0.18 0.29 0.11 0.19

Entries are the average pairwise sample correlations of the annual growth rates of the all 61 GDP sectoral indices. The table
corresponds to Table 2 in Foerster, Sarte, and Watson (2011).

Table 3.32: Standard deviation of GDP sectoral indices growth with and without sectoral covariance

1977-2011  1977-1983  1984-2007  2008-2011

A. Using Actual w;; Share Weights

With Sectoral covariation 2.0 2.6 14 2.3
Without Sectoral covariation 0.8 0.9 0.7 1.0
B. Using Equal (1/N) Share Weights
With Sectoral covariation 2.7 34 1.7 5.2
Without Sectoral covariation 1.2 1.1 1.0 1.9

The entries for rows labeled “with sectoral covariation” are sample standard deviations of > wi:x;+ (Panel A) and N -1 S i
(Panel B). The entries labeled “without sectoral covariation” are computed as: \/T~1>_, > hZ (zy — Z;)2, where hyy = wy in
panel A and h;; = N ™! in panel B. The table corresponds to Table 3 in Foerster, Sarte, and Watson (2011).
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Annual IP sectors in GDP sectoral indices

Table 3.33: Share weight decomposition of IP sectors in GDP annual indices.

Series(GDP) 1977-2011  1977-1983  1984-2007 2008-2011
gt = Zwimm 4.5 5.8 3.5 7.6
(1/N) Y @it 5.3 6.9 3.4 10.9
S (i — (1/N))zie 12 0.9 1.1 22
> (wit — Wi ) x4t 1.6 0.6 0.4 4.8

Entries are the sample standard deviations of the annual growth rate and the components of the annual index (g:) created from the

IP sectors in GDP indices. The index is constructed using weights of nominal GDP. The table corresponds to Table 1 in Foerster,
Sarte, and Watson (2011).

Table 3.34: Average pairwise correlations of all IP sectors in GDP indices.

1977-2011  1977-1983  1984-2007  2008-2011
0.35 0.48 0.27 0.29

Entries are the average pairwise sample correlations of the annual growth rates of the 19 IP sectors in GDP sectoral indices. The
table corresponds to Table 2 in Foerster, Sarte, and Watson (2011).

Table 3.35: Standard deviation of IP sectors in GDP sectoral indices growth with and without sectoral
covariance

1977-2011  1977-1983  1984-2007  2008-2011

A. Using Actual w;; Share Weights

With Sectoral covariation 4.5 5.8 3.5 7.6
Without Sectoral covariation 2.7 2.6 2.3 3.9

B. Using Equal (1/N) Share Weights

With Sectoral covariation 5.3 6.9 34 10.9
Without Sectoral covariation 2.8 2.9 1.9 53

The entries for rows labeled “with sectoral covariation” are sample standard deviations of > wj:x;+ (Panel A) and N -1 > i
(Panel B). The entries labeled “without sectoral covariation” are computed as: \/T~1>_, > hZ (zy — Z;)2, where hyy = wy in
panel A and h;; = N~ ! in panel B. The table corresponds to Table 3 in Foerster, Sarte, and Watson (2011).
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Annual non-IP sectors in GDP sectoral indices

Table 3.36: Share weight decomposition of non-IP sectors in GDP annual indices.

Series(GDP) 1977-2011  1977-1983  1984-2007  2008-2011
g0 = S wirwi 1.7 2.1 1.3 1.9
(1/N) Xz 2.1 2.6 1.3 34
S (wi — (1/N))aa 0.9 0.5 1.0 15
S (wie — W3zt 0.2 0.3 0.2 0.2

Entries are the sample standard deviations of the annual growth rate and the components of the annual index (g:) created from the
non-IP sectors in GDP indices. The index is constructed using weights of nominal GDP. The table corresponds to Table 1 in Foerster,

Sarte, and Watson (2011).

Table 3.37: Average pairwise correlations of all non-IP sectors in GDP indices.

1977-2011

1977-1983

1984-2007  2008-2011

0.18

0.32

0.10 0.21

Entries are the average pairwise sample correlations of the annual growth rates of the 42 non-IP sectors in GDP sectoral indices
considered in the paper. The table corresponds to Table 2 in Foerster, Sarte, and Watson (2011).

Table 3.38: Standard deviation of non-IP sectors in GDP sectoral indices growth with and without sectoral

covariance

1977-2011

1977-1983  1984-2007  2008-2011

A. Using Actual w;; Share Weights

With Sectoral covariation
Without Sectoral covariation

With Sectoral covariation
Without Sectoral covariation

1.7 2.1 1.3 1.9
0.9 0.9 0.8 0.9
B. Using Equal (1/N) Share Weights
2.1 2.6 1.3 34
1.2 0.9 1.1 1.4

The entries for rows labeled “with sectoral covariation” are sample standard deviations of > wi:x;+ (Panel A) and N -1 S i
(Panel B). The entries labeled “without sectoral covariation” are computed as: \/T~1>_, > hZ (zy — Z;)2, where hyy = wy in
panel A and h;; = N ™! in panel B. The table corresponds to Table 3 in Foerster, Sarte, and Watson (2011).
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Figure 3.9: Standard deviations of quarterly growth rates of sectoral Industrial Production indices.
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Each panel displays the histogram of the standard deviations of quarterly growth rates of sectoral IP indices. Percentage points are

(d) 2008.Q1-2011.Q4

at annual rates. The graphs correspond to Figure 2 in Foerster, Sarte, and Watson (2011).

Panel 25th Percentile  Median  75th Percentile
(a) 1977.Q1-2011.Q4 10.77 14.19 19.71
(b) 1977.Q1-1983.Q4 10.60 15.92 25.29
(c) 1984.Q1-2007.Q4 8.32 11.48 16.71
(d) 2008.Q1-2011.Q4 14.40 18.91 25.65
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Figure 3.10: Standard deviations of annual growth rates of NON-IP sectoral GDP indices.
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Each panel displays the histogram of the standard deviations of the annual growth rates of the 42 non-IP sectoral GDP indices. The
graphs correspond to Figure 2 in Foerster, Sarte, and Watson (2011).

Panel 25th Percentile  Median  75th Percentile
(a) 1977-2011 3.92 491 6.39
(b) 1977-1983 3.65 4.89 7.05
(c) 1984-2007 3.22 4.31 6.19
(d) 2008-2011 3.22 5.47 8.39
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Figure 3.11: Share weight decomposition of quarterly IP index.
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The figure displays the Share weight decomposition of quarterly IP index growth rates. Percentage points are at annual rates. This
figure corresponds to Figure 3 in Foerster, Sarte, and Watson (2011). The bold solid line corresponds to Y w;¢ x4+ (i.e. the aggregate
IP index). The bold dash-dotted line corresponds to > (1/N)z;:. The thin solid line corresponds to > (w; — (1/N))x;+. The thin
dotted line corresponds to > (wir — w;)Ts¢.

170



Figure 3.12: Share weight decomposition of annual GDP index.
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The figure displays the Share weight decomposition of annual GDP index. The index is constructed using weights (w;:) of nominal
GDP. This figure corresponds to Figure 3 in Foerster, Sarte, and Watson (2011). The bold solid line corresponds to > w;s it
(i.e. the aggregate real GDP index). The bold dash-dotted line corresponds to Y (1/N)z;:. The thin solid line corresponds to
> (wi — (1/N))xs¢. The thin dotted line corresponds to > (ws¢ — w;)x4.
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Figure 3.13: Share weight decomposition of annual IP sectors in GDP indices.
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The figure displays the Share weight decomposition of annual GDP index of IP sectors. The index is constructed using weights
(w;+) of nominal GDP. This figure corresponds to Figure 3 in Foerster, Sarte, and Watson (2011). The bold solid line corresponds to
> wirxs (ie. the aggregate real GDP index for IP sectors). The bold dash-dotted line corresponds to Y (1/N)z;:. The thin solid
line corresponds to Y (w; — (1/N))z;¢. The thin dotted line corresponds to Y (wix — w; )T iz.
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Figure 3.14: Share weight decomposition of annual non-IP sectors in GDP indices.
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The figure displays the Share weight decomposition of annual GDP index of of non-IP sectors . The index is constructed using
weights (w;+) of nominal GDP. growth rates. This figure corresponds to Figure 3 in Foerster, Sarte, and Watson (2011). The bold
solid line corresponds to Y w;s i (i.e. the aggregate real GDP index for non-IP sectors). The bold dash-dotted line corresponds to
>(1/N)x;:. The thin solid line corresponds to > (w; — (1/N))xs+. The thin dotted line corresponds to Y (ws¢ — w;)Tst.
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Chapter 4

Indirect Inference Estimation of Mixed
Frequency Stochastic Volatility State Space
Models using MIDAS Regressions and
ARCH Models

Abstract

We examine the relationship between MIDAS regressions and the estimation of state space models applied
to mixed frequency data. While in some cases the binding function is known, in general it is not, and there-
fore indirect inference is called for. The approach is appealing when we consider state space models which
feature stochastic volatility, or other non-Gaussian and nonlinear settings where maximum likelihood meth-
ods require computationally demanding approximate filters. The stochastic volatility feature is particularly
relevant when considering high frequency financial series. In addition, we propose a filtering scheme which
relies on a combination of reprojection methods and nowcasting MIDAS regressions with ARCH models.
We assess the efficiency of our indirect inference estimator for the stochastic volatility model by comparing
it with the Maximum Likelihood (ML) estimator in Monte Carlo simulation experiments. The ML estimate
is computed with a simulation-based Expectation-Maximization (EM) algorithm, in which the smoothing
distribution required in the E step is obtained via a particle forward-filtering/backward-smoothing algorithm.
Our Monte Carlo simulations show that the Indirect Inference procedure is very appealing, as its statistical
accuracy is close to that of MLE but the former procedure has clear advantages in terms of computational ef-
ficiency. An application to forecasting quarterly GDP growth in the Euro area with monthly macroeconomic
indicators illustrates the usefulness of our procedure in empirical analysis.

JEL Codes: C15, C31, C53, E37.

Keywords: Indirect Inference, Reprojection, Mixed-frequency Data, State Space Model, Stochastic Volatil-
ity, GDP Forecasting.
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4.1 Introduction

Econometric models that take into account the unbalanced nature of datasets have attracted substantial at-
tention recently. Policy makers and practitioners alike need to assess in real-time the current state of the
economy, with at best mixed frequency data at their disposal. For example, one of the key indicators of
macroeconomic activity, the Gross Domestic Product (GDP), is released quarterly, while a range of leading
and coincident indicators is timely available at a monthly or even higher frequency. Hence, we may want to
construct a forecast of the current quarter GDP growth (a so called nowcast) based on the available higher
frequency information.

Econometric models with mixed frequency data can be classified into two broad classes: (1) likelihood-
based involving latent processes and (2) purely regression-based. The former category consists primarily
of state space models, studied by Harvey and Pierse (1984), Harvey (1989), Zadrozny (1990), Bernanke,
Gertler, and Watson (1997), Mariano and Murasawa (2003), Mittnik and Zadrozny (2005), Aruoba, Diebold,
and Scotti (2009), Ghysels and Wright (2009), Kuzin, Marcellino, and Schumacher (2011), among others.
The regression-based methods involve Mixed Data Sampling (MIDAS) regressions; see e.g. Ghysels, Santa-
Clara, and Valkanov (2006), Andreou, Ghysels, and Kourtellos (2010). As one considers high frequency
data, the issue of time-varying volatility becomes increasingly relevant. Dealing with stochastic volatility
(SV) in state space models is doable but poses challenges both statistical and computational in nature. One
possibility is to consider Bayesian approaches in this context, as done by Carriero, Clark, and Marcellino
(2013) and Marcellino, Porqueddu, and Venditti (2015). However, when it comes to classical inference one
typically relies on the Expectation-Maximization (EM) algorithm to compute numerically the ML estimate
in a model with unobservable variables (Dempster, Laird, and Rubin (1977)). The likelihood function of the
model involves a large-dimensional integral with respect to the latent factor paths as the latent factors appear
in the conditional mean and volatility of the high frequency data series. This integral representation of the
likelihood is impractical for the computation of the ML estimate.

If the objective is to estimate state space models with mixed frequency data - of which there are many
examples - featuring stochastic volatility, using classical inference methods, is there perhaps a simpler way to
do so? This is the contribution of our paper. We introduce indirect inference estimation procedures proposed
by Gouriéroux, Monfort, and Renault (1993), Smith (1993) and Gallant and Tauchen (1996), to estimate the
models of interest using MIDAS regressions augmented with ARCH-type models as well as mixed frequency
Vector Autoregressive (VAR) models (see e.g. Ghysels (2014)) as auxiliary models. Same frequency data
settings are a special case of mixed frequency ones. The analysis in this paper is therefore also applicable to
standard state space models. Moreover, the idea of estimating SV-type models using ARCH-type auxiliary
models has a long history starting with Engle and Lee (1999) and Pastorello, Renault, and Touzi (2000).
Our paper combines insights from the literature on SV models with those from the mixed frequency data
literature.

It is worth noting that in some specific cases we know the binding function between the state space
model and the implied MIDAS regression, as discussed in Bai, Ghysels, and Wright (2013). However, these
cases are rather too simple to be practical, so that the use of indirect inference is a natural way to tackle
the unknown binding function. The methods we propose are fairly easy to implement and involve auxiliary
model-based estimators involving MIDAS regressions combined with ARCH specifications for the errors. In
addition, we filter latent variables, given observables, using reprojection methods proposed by Gallant and
Tauchen (1998).

We compare the two estimation methods, namely (1) Maximum Likelihood (ML) and (2) indirect infer-
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ence, via Monte Carlo simulations. To implement the former method in the mixed frequency SV model, we
consider a simulation-based estimator relying on the EM algorithm. The smoothing distribution required in
the Expectation step is computed via a particle forward-filtering/backward-smoothing algorithm. We com-
pare the two estimation methods on the basis of (a) statistical criteria - mean/bias/quantiles of sampling
distributions, (b) filtering accuracy - both conditional mean and volatility and (c) computational time. Our
results show that there are clear advantages in terms of computational time to the new indirect inference
procedure put forward in this paper, while the losses in statistical efficiency compared to MLE are very lim-
ited. Even in the linear Gaussian case, we find our indirect inference methods remarkably accurate, when
compared to the standard MLE based on the Kalman filter.

The paper is organized as follows. Section 4.2 introduces state space models with mixed frequency data
and stochastic volatility. Section 4.3 defines our indirect inference estimator. This section covers the linear
Gaussian state space model with mixed frequency data as a special case of the general specification, and
discusses its relation with MIDAS regressions. This link yields useful insights to define the auxiliary model
for indirect inference in the general SV case. Section 4.3 also describes the estimation of the SV model
with ML via a simulation-based EM algorithm. Section 4.4 discusses filtering via reprojection, followed by
Section 4.5 which reports the results of an extensive Monte Carlo study. Section 4.6 presents an empirical
application of our model to the problem of forecasting at short horizons Euro-area quarterly GDP growth
using monthly macroeconomic indicators. The dataset is the same as the one considered in the empirical
study of Marcellino, Porqueddu, and Venditti (2015). Section 4.7 concludes the paper.

4.2 State Space Models with mixed frequency data and stochastic volatility

There is a burgeoning literature on nowcasting using either MIDAS regressions or state space models, see e.g.
Mariano and Murasawa (2003), Nunes (2005), Giannone, Reichlin, and Small (2008), Aruoba, Diebold, and
Scotti (2009), Marcellino and Schumacher (2010), Andreou, Ghysels, and Kourtellos (2013) and Banbura
and Modugno (2014), among others. Recent surveys include Andreou, Ghysels, and Kourtellos (2011),
Foroni and Marcellino (2013) and Banbura, Giannone, Modugno, and Reichlin (2013), where the latter
paper has a stronger focus on more complex Kalman filter-based factor modeling techniques.

State space models have been widely used in econometrics as well as other scientific disciplines, in
particular engineering where the Gaussian state space model and its Kalman filtering algorithm originated.’
A key starting point is that observations are driven by some latent process. Moreover, it is also assumed that
data are contaminated by measurement errors. To accommodate the mixed frequency sampling scheme, we
adopt a time scale expressed in a form that easily represents such mixtures. We will focus on small values
of m, the number of high frequency subperiods, such as for example m = 3 for monthly data sampled every
quarter. We consider a dynamic model for the latent factors as follows:

Assumption 1. Let (F') be any x 1 dimensional vector process satisfying

p
Frvipm=> ®Fi(opym+ ajym  VE=1,...,T,  j=0,...,m—1, (4.2.1)
=1

where ®; are ny X ny matrices, the eigenvalues of the autoregressive matrix in the stacked AR(1) representa-
tion lie inside the unit circle, and (n) is an i.i.d. zero mean Gaussian error process with diagonal covariance

!"The econometric literature on the topic is vast, see e.g. Harvey (1989), Hamilton (1994), among others.
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matrix ¥, = diag( 03 gt =1, n) Finally, the number of factors ny, is assumed to be known.

We have two types of data: (1) time series sampled at a low frequency (LF) - every integer date ¢, and (2)
time series sampled at high frequency (HF) - every ¢ + j/m, with j =0, ..., m— 1. Bai, Ghysels, and Wright
(2013) make two convenient simplifications which depart from generality. First, they assume that there is
only one low-frequency process and call it y;, and second, consider the combination of only two sampling
frequencies. We will proceed with the same simplifications and also assume - for the sake of simplicity - that
there is only one high-frequency series, denoted x, ;/y,,. It is fairly easy to extend the methods proposed in
this paper to cases involving multiple low and high frequency series - which we will not cover explicitly.

If the low-frequency process were observed at high frequency, it would relate to the factors as follows:

Yivim = NFiagm + Wagjm  VE G =0,...,m—1, (4.2.2)

where y* denotes the process which is not directly observed and v is a ny x 1 vector of factor loadings.
The error process uy ;4 ;/,, has an AR(k) representation:

Ay (L™ 4 jm = E10jyms (L™ =1 —dy LY™ — L — dy L™, (4.2.3)

where the lag operator L'/™ applies to high-frequency data, i.e. LY™u, = u, /m- The observed low-
frequency process y relates to the process y* via a linear aggregation scheme:

yfﬂ/m = \I]jyz(f:—&-(j—l)/m + Ajyt*-i-j/m (4.2.4)

where ¥ is equal to the cumulator variable yf for integer ¢, and is not observed otherwise. The above scheme,
also used by Harvey (1989) and Nunes (2005), covers both stock and flow aggregation. We get the case of
a stock variable by setting ¥; = 1(j # 0,m,2m...) and \; = 1(j = 0,m, 2m, ...), where 1(.) denotes the
indicator function. If we pick instead ¥; =1(j # 1,m + 1,2m + 1,...) and \; = 1/m for all j, then we get
a flow variable.

The high frequency process x4, ;/,, relates to the factors as follows:

xt—i—j/m == ’}/éFt+J/m + u2,t+j/m Vt, ] == 0, e, — 1, (425)

where 2 isany x 1 vector and:
do(LY™ug 4 jm = a0 jjms  do(LY™) =1 — dioL/™ — . — dyp LF/™. (4.2.6)

As usual in latent factor models, factor loadings 71, 72 and the parameters of the factor dynamics are subject
to identification restrictions.

The standard approach is to assume that the innovation processes (¢j) are i.i.d. Gaussian with mean
zero and variance agk, for £ = 1,2. Indeed, the literature typically ignores the presence of time-varying
volatility, yet the high frequency data often involve financial and other series which feature conditional
heteroskedasticity. This means that the state space models are no longer Gaussian. There is a substantial
literature on non-Gaussian state space models tailored for the analysis of financial returns data (see e.g.
Ghysels, Harvey, and Renault (1996), Shephard (2005) and references therein). The type of models of
interest to us are rather state space models with stochastic volatility in measurement equations. Hence,
our analysis relates more directly to recent work by Clark (2011), Carriero, Clark, and Marcellino (2012),
Carriero, Clark, and Marcellino (2013), or Marcellino, Porqueddu, and Venditti (2015).
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We augment equations (4.2.5)-(4.2.6) for high frequency data with time-varying volatility:
E2t+j/m ™ N(O7 ht-l—j/m)v 4.2.7)

where the log volatility follows a Gaussian autoregressive process:

hyyjm=c+ psvInhyg;1ym + &ti/ms Eigjjm ~ 13N (0, v3), (4.2.8)

and parameter pgy is smaller than 1 in absolute value. We obtain a SV-type volatility specification without
common factor structure.

While our analysis relates to recent work by Marcellino, Porqueddu, and Venditti (2015), among others,
as noted before, there are also subtle but important differences. In their model the factor process features
stochastic volatility. Instead, in equation (4.2.7) we assume that the measurement error features stochastic
volatility. When dealing with low frequency macroeconomic series exposed to factors, we think it is more
appropriate to assume that those factors do not feature volatility clustering, while the high frequency se-
ries are conditionally heteroskedastic. Ideally one could consider models where SV is featured in both the
observation and state equations. We leave this as a topic for future research.

Assumptions 1 and 2 (below) define the parametric models of interest in this paper. We denote by 6 the
vector of unknown parameters in these models.

Assumption 2. The observable processes (y) and (z) are such that:

y;,-j/m = %Ftﬂ'/m UL 45 /ms
dl(Ll/m)ul,t+j/m = E1t4j/m> di(LY™) =1 —dy LY™ — . — dpy LF™,
Yirjm = Vi¥irG-1)/m T AiYejmo
uo= Y,
Tipim = YoFirjm + Uoisj/ms
do(LY ™y jim = helsEoeiyme  da(LM™) =1 = dipLY™ — . — dyo L¥/™,
mhiyim = c+psvInhi o1y m+ &ei/ms vt, 7=0,....m—1

where |psv| < 1, and (¢1), (€2), (§) are mutually independent i.i.d. Gaussian processes, with distributions
N(0,02), N(0,1), N'(0,3) respectively, and independent of process (7).

) €1

4.3 Indirect Inference estimation

Estimating via Maximum Likelihood (ML) the mixed frequency models with SV presented in the previous
section is rather involved. Indeed, the likelihood function involves a large-dimensional integral with respect
to the latent factors path. This integral representation of the likelihood is impractical for computation of the
ML estimate, and numerical filtering techniques are necessary.

In this section we introduce indirect inference estimation methods - proposed by Gouriéroux, Monfort,
and Renault (1993), Smith (1993) and Gallant and Tauchen (1996) - to estimate the mixed frequency SV
models. Indirect inference can be used to estimate virtually any model from which it is possible to simulate
data. This obviously includes state space models. Indirect inference estimation in fact involves two types of
models - a model of interest already specified in the previous section - and an auxiliary model which is easy
to estimate. Both models are linked - in terms of parameter spaces - by a binding function.
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4.3.1 Linear setting with known binding function

To explain our estimation approach it is worth starting with a setting where the binding function is known.
This setting is provided by a linear state space model with Gaussian errors. This model is a special case of
the general specification in Assumptions 1 and 2 when there is no SV.% In this linear state space model, the
Kalman filter can be applied for prediction and filtering. Bai, Ghysels, and Wright (2013) show that for a
model with a single latent factor (ny = 1) having a AR(1) dynamics and persistence parameter p, and m = 3
as for instance for a monthly/quarterly mixture of data, one obtains (see Appendix 4.10.2 for details):

o0 o
E [yl M) = 0" ka1 Y 0y + 0" Y 02 (0a)i (43.1)
j=0 =0

where IM denotes the information in the available low and high frequency data up to time ¢, ¥ = [(p —
pk1)(p — pr2)(p — prs)], and k;, k3 ; are steady state Kalman gain parameters. Moreover, one has:

2(0): = w32 + (p — pris)ka L' + (p — prg)(p — prio) 1 L2y (4.3.2)

which is a parameter-driven low-frequency process composed of high-frequency data aggregated at the quar-
terly level.

The above equation relates to the multiplicative MIDAS regression models considered by Chen and
Ghysels (2010) and Andreou, Ghysels, and Kourtellos (2013). In particular consider the following ADL-
MIDAS regression:

Ky Kl‘
Yt+h = By Z w;(0y)yt—j + B Z w;i (03 2(02)1—j + erin (4.3.3)
=0 =0

where w;(6,), w;(62) follow an exponential Almon scheme and

3

2(02)—j = > wel02) LK™z,
0

b
Il

also follows an exponential Almon scheme.? Provided that p > 0, equation (4.3.1) is a special case of this
model with K, = K, = oo, w;(,) o exp(log(¥))7), w;(0;) o exp(log(d))7) and wy(62) o exp(62 1k +
9325,2k2) where 9925,1 and 932@,2 are parameters that solve the equations:

log{(p — pr3)ka/k3z} = 02, +02,,

log{(p — prs)(p — pra)k1/ks2} = 205 +463,. (4.3.4)

Equations (4.3.3) and (4.3.4) implicitly define a binding function between the parameters of the state space
model and those of the MIDAS regression. Note, however, that the mapping under-identifies the parameters

21t corresponds to the parameter constraints vo = 0 and psy = 1.

3The constructed low-frequency regressor is estimated jointly with the other (MIDAS) regression parameters. Hence, one can
view z(02);—; as the best aggregator that yields the best prediction. This ADL-MIDAS regression involves more parameters than
the usual specification involving only one polynomial.
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of the state space model if we rely on a standard multiplicative MIDAS regression scheme. Moreover, the
mapping is only valid for a single factor state space model with i.i.d. measurement errors. What do we
do for multi-factor models or single factor models with autoregressive errors? Bai, Ghysels, and Wright
(2013) show that MIDAS regressions still provide very accurate approximations, although there is no exact
(underidentified) mapping.

4.3.2 Auxiliary models: U-MIDAS and ARCH

A departure from the setup in Bai, Ghysels, and Wright (2013) is that we replace equation (4.3.3) with a
U-MIDAS - meaning unrestricted MIDAS - specification suggested by Foroni, Marcellino, and Schumacher
(2013), namely:

Ky mkx
Yerr = Bo+ D Bk + D ViTi—jjm +Eri1. (4.3.5)
k=0 j=0

Note that we estimate K’y +mK, + 2 parameters (not including intercept and residual variance). When m
is small, as shown by Foroni, Marcellino, and Schumacher (2013), we are able to estimate these parameters
with reasonable precision using sample sizes typically encountered in economic applications. One attractive
feature of U-MIDAS mispecification is the fact that estimation is numerically straightforward, as it can be
performed by OLS.

Suppose we collect all the parameters of the U-MIDAS regression into the vector ¢ € ®. Assuming
dim(0) < dim(¢) = f{y + mK, + 4 we may be able to identify and estimate the parameters via indirect
inference.*

Since the models of interest feature SV, we can consider as auxiliary models the following U-MIDAS
regressions augmented with ARCH errors:

K mKy

Yy
yty1 = Po+ Z Bryi—k + Z Vi Ti—j/m + Et+1, err1 ~N(0,07)
k=0 =0
)
of = wt > gl (4.3.6)
=1

which has the advantage of being simple to implement as it only involves a linear regression specification
with ARCH(p) errors. The idea for this auxiliary model is that heteroskedasticity in the high frequency data
affects the residuals of the reduced form MIDAS regressions. Obviously, the ARCH model in the above
equation is only estimated at low frequency, and therefore the ARCH effects may not be particularly strong.

4.3.3 Auxiliary models: mixed frequency VAR and ARCH

The auxiliary U-MIDAS regressions considered in the previous subsection do not fully exploit all features
of the data since the link between latent factors and high frequency data is not being taken into account. In
this subsection we remedy to this shortcoming by considering mixed frequency VAR models. It is worth
noting from the start that there might be some confusion about the characterization of mixed frequency VAR

“Note that we added a constant and residual variance in the MIDAS regressions parameter count.
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models. The analysis below serves two purposes: (1) it generalizes the U-MIDAS setup discussed so far and
(2) it enables us to consider a suitable approach for state space models with stochastic volatility.

A number of authors, including Zadrozny (1988), Zadrozny (1990) and more recently Kuzin, Marcellino,
and Schumacher (2011), Schorfheide and Song (2013), among others, start from a latent high frequency VAR
process, namely:

kmax

* * Y*
< Yir (1) /m > -+ Y Ck< Yir(Gr1—k)/m > N ( SEH () fm ) 43.7)

Ltt(+1)/m — Loy (j+1-k)/m Etr(i+1)/m

where y; +i/m is defined in equation (4.2.2). The above latent VAR model is related to observables via a
measurement equation and therefore cast in state space framework with missing observations.

State space models are, using the terminology of Cox (1981), parameter-driven models whereas VAR
models are, using again the same terminology, observation-driven models as they are formulated exclusively
in terms of observable data. Ghysels (2014) introduces a class of observation-driven mixed frequency VAR
models which provides an alternative to commonly used state space models involving latent processes. In
addition, the mixed frequency VAR model is a multivariate extension of MIDAS regressions.

The mixed frequency VAR considered by Ghysels (2014), tailored towards the current application, can
be written as follows:

1
Tt4+1 ) Li4+1-k €1
Kmaz . .
= Co+ Y, Gk : + | @39
Tit1+(m—1)/m E—1 Lt+1—k+(m—1)/m 5ty+1
Yi+1 Yt+1-k €41

Hence, it involves a VAR of dimension m + 1 (with single high and low frequency series) where the high
and low frequency data for low frequency period (quarter, say) ¢ are stacked into a vector whose dynamics
is described by a linear multivariate autoregressive structure. Note, that elements of the matrices Cj now
describe within-period (intra-quarterly) time series dependencies.> The stacking implies that, if we read
across a particular row of the mixed frequency VAR, we have high frequency processes predicted by past
high and low frequency series and vice versa.

The unrestricted VAR model in equation (4.3.8) includes (m + 1) + Knaz(m + 1)% + m(m + 1)/2
parameters which can be estimated by OLS. Ghysels (2014) proposes a parsimonious parametrization which
can be estimated by Maximum Likelihood, at the expense of a higher computational cost, as the likelihood
has to be maximized numerically either using classical or Bayesian techniques. Therefore, this restricted
VAR is not suitable as auxiliary model, because of the heavy computational cost.

A parsimonious auxiliary model, which ensures computational speed for indirect inference estimation,

can be obtained by considering an AR model for the high frequency data, which can be easily estimated by
OLS. The following model will be used as the auxiliary model in our Monte Carlo simulation exercise for

SMost notably Granger causal patterns as discussed in Ghysels, Hill, and Motegi (2014), Ghysels, Hill, and Motegi (2016), Gotz
and Hecq (2014a) and Go6tz and Hecq (2014b).
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DGPs without SV:

Ky m(Kz+1)—1
Yt+1 = Po+ Z Bryi—k + Z ViTt—j/m + G
i 7=0 . (4.3.9)
m(Kz+1)
Tt (G+)/m = €0t Z kTt (j+1-k) /m F Cip(41)/m
k=1

The first equation of this auxiliary model corresponds to the U-MIDAS specification in equation (4.3.5),
while the second equation is an AR of order m(f( « + 1) specified on the high frequency (HF) data only.
The second equation can be obtained from one of the equations for the HF observables of a structural mixed
frequency VAR model, where the high frequency variables do not depend explicitly on the lagged low fre-
quency ones (see Ghysels (2014)). Model (4.3.9) can be estimated by OLS, and the correlation between the
innovations ¢} t1 and G, (j+1)/m> which can only be computed at low frequency, could be included as an
auxiliary parameter to estimate, or can be set to zero.

In order to handle the DGP with SV, we can add ARCH-type augmentations to the auxiliary models. In
particular, the complete auxiliary model used in the Monte Carlo simulation for DGPs with SV is:

K, m(Kg+1)—1

Yt+1 = fBo+ Z Bryt—k + Z ViTe—j/m + i
(Rt

Tyt(j+1)/m = Co+ Z CkTty (j+1—k)/m T Cf+(j+1)/ma Cf+(j+1)/m ~ N(O, Uf+(j+1)/m)
L k=

OrGrnym = @+ ; k(G 1k )

(4.3.10)

where the errors (* and (Y can be correlated.

4.3.4 Estimation via Indirect Inference

The parameter vectors for the auxiliary model will be denoted respectively ¢ for the U-MIDAS specifica-
tion appearing in equation (4.3.6), and ¢ for the mixed frequency VAR model in equation (4.3.8) in general
- and more specifically in equation (4.3.10). Given a sample of size T'm we obtain OLS estimates gb%ﬁb and

v
¢Tm'

We simulate mixed frequency data with the state space model in Assumptions 1 and 2, given a particular
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structural parameter value 6, by drawing S independent samples of size 7"°m from the model:

Fs,t—l—j/m(e) = Z (I)l st+ (j— l)/m(g) + ns,t—i-j/m(‘g)

0) = (9) +psv(0) nhg iy 1) /m(0) + &g j/m(0)
) = 71(9)/Ft+j/m(9) + U 1445 /m(0)
(0) €s,1,+5/m(0)
yg,t—i—j/m(e) = \Iljy;t—&-(j—l)/m(e) + )‘jy;k,t-f—j/m(e)
0) = v.(0)

0) = 72(0) Fapyjm(0) + g4 j/m(9)

0) = hs,t+j/m(9)1/253,2,t+j/m(9)

1,...,7%  j=0,....m—1, s=1,...,85, (4.3.11)

where innovation processes 75(6), €
distributions N'(0, £,,(6)), N'(0, 02
the following estimators:

s5,1(0), €52(0) and fs( ) are independent i.i.d. processes with Gaussian
(0)), N(0,1), N'(0,2(6)). Given the S simulated samples, we compute

1

e The Indirect Inference (II) estimator of Gouriéroux, Monfort, and Renault (1993) and Smith (1993),
using the U-MIDAS auxiliary model, denoted by 9%%1,

o The II estimator of Gouriéroux, Monfort, and Renault (1993) and Smith (1993), using the mixed

frequency VAR auxiliary model, denoted by égx g-

The I1 estimators for auxiliary models M and V' are obtained via:

/
A IMi __ Mz Mi M’L
eTmS - arg min ( - a Z¢Tm s ) Q ( Tm ~— S Z ¢Tm ,S ) (4312)
and:
/
. 1 A N 1 A
Orims = arg min (¢¥m P ¢¥m,s<9>) v <¢¥m —52. <z>¥m,5(9>> (43.13)

respectively, with qﬁTm 4(0) and g5¥m <(0) being the U-MIDAS and VAR auxiliary model parameter esti-
mates for generated sample s and structural parameter value 6, and Q% and Q" being (optimal) weighting
matrices.

Assumptions 1-2 and standard regularity conditions (see e.g. Gouriéroux and Monfort (1997)) imply that
the indirect inference estimators are consistent and asymptotically normal as 7" and .S — oo:

VTm(0F5s — 00) —a N (0,V7T) (4.3.14)
for EST = ITM+i and I1V respectively, where 6 denotes the true value of the structural parameter.
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4.3.5 EM algorithm for mixed frequency SV model

We assess the efficiency of our indirect inference estimators for the SV model with mixed frequency data by
comparing their performances with that of the Maximum Likelihood (ML) estimator in a Monte Carlo exper-
iment (see Section 4.5). Due to the latent factor processes (F') and (h) in the dynamics of the data, the likeli-
hood function of the model involves a large-dimensional integral with respect to the latent factors path. This
integral representation of the likelihood is impractical for computation of the ML estimate. We consider in-
stead a simulation-based estimator relying on the Expectation Maximization (EM) algorithm. The smoothing
distribution required in the Expectation step is computed via a particle forward-filtering/backward-smoothing
algorithm.® In this section we describe the main steps of the procedure, and refer to Appendix B for the de-
tailed definition of the estimation algorithm.

The Expectation-Maximization (EM) algorithm is an iterative procedure to compute numerically the
ML estimate in a model with unobservable variables (Dempster, Laird, and Rubin (1977)). Let ¥; =
(Yt, T4 /msd = 0,1,..,m — 1)’ be the vector of stacked observable variables (measurements) and f; =
(Ft,j/m, ht,j/m,j =0,1,...,m — 1)’ the Markov vector of stacked latent factors, for ¢t = 1, ..., T. The EM
algorithm relies on the complete-observation log-likelihood function, that is the log of the joint density of
observable and unobservable variables in the structural model:

L£5(0) = logl(Yr, fr;0)

T T
= > logh(Yi|Yi 1, f;0) + Y _logg(fil fi1;6),
t=1 t=1

where Y7 denotes the history of Y; up to 7', and similarly for fr and f;. Here, h is the measurement density
and g is the transition density in the state space representation (see Appendix 4.11.2 for the expression of
L*(0) in the mixed-frequency SV model). Let é?ﬁl/[ ‘@ be the estimate of parameter ¢ at iteration ¢ of the EM

algorithm. The update ¢ — ¢ + 1 consists of two steps:

1. Expectation (E) step. Compute function Q(0|0), with 6 = égf’(i), where:

Q(0) = B[ @)ya]

and Fj; [ |&] denotes the expectation w.r.t. the conditional distribution of f7 given Yr for parameter
value 0.

2. Maximization (M) step. Compute the estimate for iteration ¢ + 1 as:

égn]\f’(iﬂ) = arggnax Q (9]@?:;””) .

The iteration is performed until a criterion for numerical convergence of the estimate is met, and é%ﬁ =
égg (%) " The details for the E-step and the M-step in the mixed frequency SV model are provided in
Appendix 4.11.3.

80ther approaches have been proposed in the literature to implement the MLE in nonlinear state space models with SV and could
be adapted to our mixed frequency framework, for instance the Monte Carlo ML approach in Sandmann and Koopman (1998).

187



The E-step in the EM algorithm requires the smoothing distribution of the unobservable factor path for
given parameter value 6 to compute the conditional expectation Ej; [ ]ﬁ] . This smoothing distribution can-
not be characterized analytically for a nonlinear state space specification as the mixed frequency SV model.
We approximate the smoothing distribution via a large sample of draws from it, called particles. The smooth-

ing algorithm we adopt uses a sample of particles from the filtering distribution as an input. Specifically, for

5,(1) 5(1) s
Ft+]/m’ t+j/m) >
s = 1,...,5, from the filtering distribution of the latent factors at each date ¢t + j/m, for parameter value

é?nj\;f ‘) For this task we use a sequential algorithm based on the auxiliary particle filter method running from

the first sample date to the last sample date. We refer to Pitt and Shephard (1999) for the auxiliary particle fil-
ter; see also e.g. Douc, Moulines, and Olsson (2009), Carvalho, Johannes, Lopes, and Polson (2010), Doucet
(2010), Lopes and Tsay (2011), Creal (2012), Kantas, Doucet, Singh, Maciejowski, and Chopin (2015) for
recent developments and applications. The algorithm is described in detail in Section B.4.2. Then, we use

the E-step of the i-th iteration in the EM algorithm, we generate samples ft ifm = (

a backward algorithm to generate sample paths ( ﬂs;(;)/m, Vt,j), s = 1,...,.S, from the smoothing distribu-
tion; see e.g. Kim and Stoffer (2008) and Godsill, Doqcet, and West (2004). Appendix 4.11.4 provides the

detailed simulation procedure. The sample paths ( ]F:Jr(;}m,

Vt,j), s = 1,..., S, are approximate draws from
the distribution of (fi,;/m, V%, j) given Y7 for parameter value égj‘f ‘) \when the number of particles .S is

large. We use averages across these sample paths to approximate the conditional expectation Ej5 [ ]ﬁ] for

= GEMO),

4.4 Filtering via reprojection and nowcasting

State space models do not only involve parameter estimation but also filtering of the latent states, for which
the Kalman filter is the standard scheme in the linear Gaussian case. In this section we present alternative
methods which easily extend to, say, the non-Gaussian case involving stochastic volatility. Our approach
relies on the reprojection method of Gallant and Tauchen (1998) to produce filtering estimates of the latent
factors.

The procedure is fairly simple to implement. Let é%ﬁfg be the parameter estimate obtained by one of the

Indirect Inference estimators introduced in Section 3.4. We start again with simulating a long sample of size
TrerProim, say, from the model of interest as in equation (4.3.11), using parameter value 6 = HEST Then,
the simulated sample is used to estimate a specification for the conditional expectation of the latent factors
given the observable data. Finally, the estimated specification for this conditional expectation is applied to
the original sample of observations ¥, x, and used as a filter.

To develop further insight in the methodology, we start with the Gaussian case (the model in Assumptions
1 and 2 without SV, i.e. with pgyy = 1 and v, = 0). Next, we discuss the filtering algorithm for the non-
Gaussian case with stochastic volatility.

In a Gaussian linear state space model, the conditional expectation of the latent factor given the mea-
surements is linear (see equation (4.10.15) in Appendix A). In our mixed frequency setting, in analogy to
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equation (4.3.5), this remark suggests estimating a U-MIDAS regression on the simulated sample:

K,
Frijym(0Fns) = bo(0F58) + > br(0Fms)vi—k(0F5%)
k=0
mKa,
+ Z Ck(egrig)xw(j—k)/m(@%ig) + €t+j/m(9%€£)
k=0
t=1,2,.., 77 j=0,1,..,m—1, (4.4.1)

which amounts to regressing latent factors onto observables. Note that the observables have a nowcasting
feature, i.e. contemporaneous period ¢ + j/m high frequency data is used. Once we have the parameters of
the above regression, we can apply the scheme to observed data y and = and therefore use it as a filter. We
denote by Ftﬂ- Jmlt+j /m(égﬂ;) the reprojection factor values.

Likewise, the mixed frequency VAR framework of Ghysels (2014) could be modified to perform the task
as filter, namely we run the system of regressions:

Fi (0E5E) o1k (0ESE)
C(053E) f = CoOFST) + > CLBEST) ’
Fi14 (m— 1)/m(9¥7§15) P Tyt — ot (m— 1)/m(07@7§1£)
yt+1(9¥ris) Yt+1- k(GTmS)
5t+1@%€£)

+ . 442
A BFS e
6t+1(9:%?£*)
where C (HEST) is a lower triangular matrix to accommodate nowcasting - see Ghysels (2014) for further
details. Here again, once we estimate the system of equations over a long simulated sample, we can treat the
resulting estimates as weights for a filtering scheme.

In the nonlinear state space model with stochastic volatility, the conditional expectation of the latent
factors given the current and past values of the observable variables is no more linear in the conditioning
variables. Therefore, in such framework the regressions in (4.4.1) and (4.4.2) do not provide exact filters
(up to a truncation of the number of lags). However, we can interpret these regressions as numerically
feasible linear approximations of the unknown exact filter for the latent factor F' in the conditional mean. A
second-order approximation is obtained by including quadratic terms in low and high frequency observations.
Similar approximate filters can be developed for the stochastic volatility factor h. In this case, the filter can
be based on squared measurement errors. For instance, in a model without AR effects in the measurement
errors at high frequency (to simplify), we can run the regression:

Ky
N ym(0Fims) = do + Y iz iy (- jm OFms))? + €14y (0T i), (4.4.3)
k=0

possibly including also higher-order terms.
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In the linear Gaussian case, we can make direct comparisons of the filters based on reprojection with
the Kalman filter in order to gauge the reliability of the proposed method. In the non-Gaussian case
with stochastic volatility, a benchmark for comparison is obtained by first estimating the model by Monte
Carlo EM as described in Section 3.5, and then compute the filtered factor value ftﬂ- Jmlt+j /m(éé‘!fnf) =
[Ft+j/m|t+j/m(é%f), lAthrj/m‘tJrj/m(é:]}/fnf)]’, say, by averaging the particles f7, ., . withs = 1,..., S, from
the filtering distribution for parameter value é%f We perform these comparisons in the Monte Carlo simu-
lations presented in Section 5. There, we keep the reprojections quite simple in fact, namely we implement
the filter for F' in equation (4.4.1) in both the Gaussian and stochastic volatility settings, and we use a filter
for volatility factor h based on squared residuals such as (4.4.3) in the latter setting. These filters could be
improved upon by considering the setup in equation (4.4.2), and adding higher-order terms in the SV case.

4.5 Monte Carlo Simulations

We conduct a Monte Carlo simulation to appraise the small and large sample properties of the indirect
inference procedures proposed in earlier sections. A first subsection covers the design of the simulations. A
second subsection covers the Gaussian state space model where the Kalman filter and maximum likelihood
are the natural benchmarks. In a final subsection we consider non-Gaussian cases with stochastic volatility,
where we compare our indirect inference procedure with a simulation-based EM algorithm.

4.5.1 Design

We consider three designs for the MC experiments. In all of them we have m = 3, corresponding to - for
instance - a mixture of monthly and quarterly data, and stock sampling of the low frequency variable. In the
first MC design, we consider a linear Gaussian state space model. The DGP has a single Gaussian AR(1)
latent factor process (ny = 1), and Gaussian AR(1) measurement errors for both the high and low frequency
data, with the same persistence parameter.

DGP 1: Single factor linear Gaussian state space model

The data (y) and (x), and the single latent factor (F'), are such that:

Fiijis = pEig-1)/3 + Metjy/ss
Yirjis = MFrjst uyeyss,
Uyitj/s = A Uyi(j-1)/3 T OyEy /s
T3 = YeFigj/3 + Up itz
Ugirj/z3 = d-Upii(j—1)/3 T OwCrtyi/3; t=1,..T,j=0,1,2,

where the low frequency variable y is stock-sampled, and (1), (ey) and (e;) are mutually independent i.i.d.
standard Gaussian processes. The true values of the parameters are y1 = v2 =1, d =0, 0y = 0, = 1. We
consider two values for the persistence of the latent factor, that are p = 0.5 and p = 0.9.

The number of structural parameters in DGP1 is 6. In each Monte Carlo simulation, we draw from this
DGP samples of sizes T" = 100 (corresponding to 25 years of quarterly data), 7' = 200 and 7" = 500. We
perform 1000 Monte Carlo repetitions. On each simulated sample we compute the Indirect Inference (II)
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estimator HA%X g of Gouriéroux, Monfort, and Renault (1993) and Smith (1993) as described in Section 3.4,
and the associated reprojections Ft+j Jmlt+j /m(ééﬁ/s) as described in Section 4. The auxiliary model is a
U-MIDAS regression for the low frequency data with K, = ~y = 3 and an AR(9) process for the high
frequency data (see equation (4.3.9)). This auxiliary model has 30 parameters and yields an overidentifed II
setting. Instead of running S simulations from the DGP of length 7', we simulate a unique long path, i.e. we
set S = 1 and T = 50000. Moreover, we use the identity weighting matrix. The reprojection of the latent
factor is computed by regression on a simulated sample of size 77"/ = 100000.

In this linear Gaussian state space model, the MLE estimator of the model parameters é%f and the
Kalman filter of the latent factor values - which we denote Ft+ j/mlt+j /m(ér}%) - serve as the natural bench-
mark. We compute the Kalman filter and the ML estimates using the algorithm presented in Appendix A.

In the second Monte-Carlo design, the DGP is a two-factor linear state space model (ny = 2). The two
latent factors follow independent AR(1) processes, with same autoregressive parameter.

DGP 2: Two-factor linear Gaussian state space model

The data (y) and (x), and the bivariate latent factor (F'), are such that:

Frjm = [ g 2 } v i—1)/3 + htj/3)
y:+j/3 = ’YiFtﬂ'/S Uy i4j/35
Uyirjs = d-Uypy(i-1)/3 + Ty€y /3,
Tirjis = YaFitj/s 4 Ugitj/s
Upt1j/3 = d'uac,t-i—(j—l)/S + O2€qt4j/3 t=1,....,7T, j=0,1,2,

where the low frequency variable y is stock-sampled, and (n), (ey) and (e;) are mutually independent i.i.d.
Gaussian processes, with distribution N (0, I2) for (n), and distribution N'(0, 1) for (g,) and (¢;). The true
values of the parameters are p = 0.9, y1 = (1,0.2)/, 2 = (0.2,1), d =0, 0y = 0, = L.

The number of structural parameters in DGP2 is 8. The sample sizes are 7' = 100, 7' = 200 and
T = 500. We compute the II estimator égn‘{ g of Gouriéroux, Monfort, and Renault (1993) and Smith (1993)
and the associated reprojections Ft+ j/mlt+j /m(éifrln‘{ ) with the same auxiliary model and the same simulation

length as for DGP1. We also compute the MLE 0%5 and the Kalman filter estimates Ft+j Jmlt+j /m(é%f )
with the algorithm in Appendix A.

The third DGP is a mixed frequency state space model with stochastic volatility. This DGP features a
single Gaussian AR(1) factor in the mean of high frequency and low frequency observables (n; = 1). The
measurement error of the low frequency variable is a Gaussian AR(1) process. The measurement error of
the high frequency variable is a conditionally heteroskedastic process.

The number of structural parameters in DGP3 is 8. The SV specification for the high frequency in-
novations in equations (4.5.1) and (4.5.2) is a reparametrization of the one proposed in equations (4.2.7)
and (4.2.8). This specification is analogous to the one used by Monfardini (1998), Marcellino, Porqueddu,
and Venditti (2015) and Clark (2011), among others. In particular, here h is the log volatility process, and
is normalized to have mean zero. In this parameterization, both latent factors have a linear autoregressive
dynamics.
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DGP 3: Stochastic volatility model

The data (y) and (x), and the scalar latent factors (F') and (h), are such that:

Firjis = pEi-1)3+ Mevj/s
y:+j/3 = mFiiiz T+ Uy itz
Uyttj/z = A Uypp(i—1)/3 T OyEyttj/3,
1
Tiyj3 = V2Fiij/3 + 0zexp {2ht+j/3}5x,t+j/3v 4.5.1)
ht+j/3 = PSVht+(j—1)/3 +v- ft+j/3, t=1,...,T, j=0,1,2, 4.5.2)

where the low frequency variable y is stock-sampled, and (1)), (ey), (€5) and (§) are mutually independent
i.i.d. standard Gaussian processes. The true values of the parameters are y1 = v2 = 1,d = 0, 0y = 0, = 1,
psv = 0.95, v = 0.3. We consider two values for the persistence of the latent factor in the conditional mean,
that are p = 0.5 and p = 0.9.

Again, the sizes of the simulated samples are 7" = 100, 7' = 200 and T" = 500. We have tried different
auxiliary models for the indirect inference procedure, including GARCH(1,1) for the squared high frequency
residuals, an AR(10) model on the logarithm of the squared high frequency residuals and an AR(10) model
on the logarithm of the squared high frequency observables (similarly as in Monfardini (1998)). Barigozzi,
Halbleib-Chiriac, and Veredas (2014) show that the GARCH(1,1) model is the best auxiliary model for es-
timating a stochastic volatility model with Indirect Inference, in the sense that it provides the best trade-off
between efficiency and estimation noise. The GARCH(1,1) auxiliary model reduces, however, the com-
putational speed of the indirect inference estimator, as it requires estimation via maximum likelihood. We
therefore prefer an AR-ARCH specification in the auxiliary model, since this allows for estimation via a sim-
ple two-step approach based on OLS regressions. Specifically, we compute the indirect inference estimator
ég}f g of Gouriéroux, Monfort, and Renault (1993) and Smith (1993) as described in Section 3.4, using the
auxiliary model in equation (4.3.10), with K, = f(y = 4 in the U-MIDAS regression for the low frequency
data, and an AR(9)-ARCH(10) specification for the high frequency data.” We compare the distribution of
our indirect inference estimator with the distribution of the MLE in the Monte Carlo simulations. In the
nonlinear state space model of DGP 3, we implement the MLE via a simulation-based EM algorithm as
described in Section 4.3.5 (see Appendix B for the detailed algorithm).

4.5.2 Monte Carlo results in the linear Gaussian state space model

Tables 4.1 through 4.3 report the results for the linear Gaussian state space models in DGP1 and DGP2. For
each combination of DGP parameters and sample size, we provide the results of the Indirect Inference (II)
procedure for parameter estimation and filtering of the latent factor path. As a benchmark, we also provide
the estimation and filtering results using the Maximum Likelihood (ML) procedure based on the Kalman

7 In this paper we do not consider the moment matching procedure of Gallant and Tauchen (1996). However, adopting their
procedure, which is computationally even more attractive, could make the use of GARCH-type auxiliary models more attractive. As
the Gallant-Tauchen procedure is based on the score, it would not require iterated ML estimates (see for instance, Sentana, Calzolari,
and Fiorentini (2008)).
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filter.®

In Table 4.1, we consider DGP1 where the single latent factor process is mildly persistent with autocor-
relation p = 0.5. The finite sample performance of the II estimator is remarkably good. First, it has only
a small bias for most configurations. Second - as expected - the ML estimator based on the Kalman filter
is more efficient, but the efficiency loss of the II estimator is rather limited. The bias of both the II and
MLE is more pronounced for parameter o, that is the volatility of the low frequency measurement error.
For this parameter, the efficiency loss of the II estimator compared to MLE is a bit larger. As expected, the
dispersions of the estimators decrease with the sample size T'. Moreover, the reprojection procedure provides
rather accurate estimates of the latent factor values. Indeed, the average correlation between true and filtered
factor values is about 0.80 for all sample sizes, which is close to the performance of the Kalman filter.

In unreported MC results we compared the performance of the above II estimator - which uses the U-
MIDAS/AR auxiliary model for high/low frequency data - with the performance of the II estimator using
only the low-frequency U-MIDAS specification as auxiliary model. The II estimator of the standard deviation
parameter for the high-frequency data o, based on the low-frequency U-MIDAS auxiliary model has a large
bias. As shown in Table 4.1, this problem does not arise when we include high-frequency data in the auxiliary
model via the mixed frequency VAR specification. These findings confirm the intuition that using data at
both frequencies provides a more informative auxiliary model.

In Table 4.2, the autocorrelation of the latent factor in DGP1 is set equal to p = 0.9. Both the ML and
II estimators have smaller dispersions in this MC design compared to Table 4.1. This effect is due to the
more favorable signal-to-noise setting when p is changed from 0.5 to 0.9 in our parameterization of the DGP.
Indeed, with p = 0.9 the factor has a larger unconditional variance relative to the noise variance, which is
fixed across the two cases. Hence, the signal-to-noise ratio is larger for the DGP in Table 4.2 compared to
Table 4.1.

In Table 4.3 we report the simulation results for DGP2, which features two latent factors, with loadings
equal to y; = (1.0, 0.2)" and 2 = (0.2, 1.0)". Compared to the one-factor case in Tables 4.1 and 4.2,
the loadings are estimated rather precisely, with the dispersion of the loadings equal to 0.2 being larger
than that of the loadings equal to 1.0. Also in this case we find that the II estimator has a very good
performance, with the exception of the estimator of the low frequency volatility o, which has a bias of
around 20% for small sample sizes (I = 200, 100), and a large dispersion. Nevertheless, the reprojection
procedure produces accurate estimates of both factors. As expected, the factor which loads mainly on the
high frequency observables (that is F5) is estimated more precisely (average correlation with the true factor
equal to 0.88 for T' = 100) than the factor which loads mainly on the low frequency observables (average
correlation with the true factor equal to 0.74 for T' = 100).

Overall, the results in Tables 4.1 through 4.3 are remarkably impressive, since they show that the per-
formance of the II procedure is rather close to the efficient benchmark in the linear Gaussian state space
model.

4.5.3 Monte Carlo results for the state space stochastic volatility model

We now consider the more challenging state space model with stochastic volatility in DGP3. Tables 4.4 and
4.5 report the results of Monte Carlo simulations comparing the II estimator with the MLE (implemented

8 All Monte Carlo simulations in Section 5 have been performed using Matlab 7.10.0 (R2010a) on a laptop with a 1.60 GHz
processor and 4 GB RAM. Optimization problems involved in parameter estimation have been solved using the Matlab procedure
“fminunc’.
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via a simulation-based EM algorithm) for sample sizes 7' = 500 and 7" = 200 respectively. These tables
compare the two estimation methods on the basis of (a) statistical criteria - mean/bias/quantiles of sampling
distributions, (b) filtering accuracy - both for conditional mean and volatility factors, and (c) computational
time. Compared to the linear Gaussian state space model in DGP1, the structural model now has two ad-
ditional parameters, which are the autoregressive coefficient pgy and the volatility parameter v of the log
stochastic volatility process. A first encouraging finding is that the estimation results for parameters 71, 2,
p, d, oy, 0, are comparable to those of the Gaussian state space model displayed in Tables 4.1 and 4.2,
with slightly larger dispersions in Tables 4.4 and 4.5, as expected. The latter effect is more pronounced for
parameter d, the autoregressive coefficient of the low frequency measurement error, for both the II estimator
and the MLE. The stochastic volatility parameters pgy and v are estimated with rather small biases. Note
that sample size 7" = 200 corresponds to 600 high frequency observations, and for such sample sizes the
estimation of ARCH and SV specifications can be inaccurate, even in absence of latent factors in the mean.
Yet, comparing the distributions of II and ML estimates, we observe that also in the stochastic volatility case
the efficiency loss of the former estimator is limited.

It is worth noting that the reprojection method provides rather accurate estimates of the latent factor
values also in the stochastic volatility model. Results are less good for the log volatility factor (average
correlation between estimated and true factor values equal to 0.55 for sample size 7' = 500 in the design
with p = 0.5). This result is not surprizing, because there is no obvious choice for the transformations
of the observable variables, whose linear combination provides the best approximation of the conditional
expectation of the volatility factor in this nonlinear state space model. In Tables 4.4 and 4.5 we use current
and past values of log squared high frequency residuals, but other choices could yield better results.

The II procedure provides a substantial reduction in computational time compared to the simulation-
based EM procedure used to obtain the ML estimates. For instance, the computation of the II estimates for
one Monte Carlo repetition in the stochastic volatility design with p = 0.5 and sample size T" = 200 takes on
average about 18 minutes, against the 24 minutes required on average for the ML estimates. The difference
is larger with sample size T = 500, for which the average computational times are 16 minutes for II and
61 minutes for ML. Here, the computational time for the II procedure is less than 21 minutes in 75% of the
MC replications, while the computational time for ML is more than one hour in more than 25% of the MC
replications. Sample sizes such as 7" = 500 or even larger are often encontered in financial datasets, if the
lower frequency is weekly or monthly.

To summarize the findings of the MC simulations with the stochastic volatility design, the II procedure
offers a substantial gain in computational time compared to the ML procedure implemented via Monte Carlo
EM, while the cost in terms of efficiency loss is limited.
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4.6 Empirical study

We present an empirical application of our model to the problem of forecasting at short horizons the Euro-
area quarterly GDP growth using monthly macroeconomic indicators.

4.6.1 Data and model specification

The dataset is the same as the one considered in the empirical study of Marcellino, Porqueddu, and Venditti
(2015).° The data consists of the quarterly GDP growth rates for the Euro-area (GDP) observed from 1991-
QI to 2011-Q1, and the monthly observations for the same period, i.e. from 1991-M1 to 2011-M3, for the
following 8 macroeconomic indicators: (1) the aggregate European Industrial Production index for all sectors
of the European economy: IP, (2) the European Industrial Production index for “Pulp and Paper sector”: IP-
Pulp/Paper, (3) the Germany IFO Business Climate Index: IFO, (4) the Euro-area Economic Sentiment
Index: ESI, (5) the Euro-area Composite Purchasing Manager Index: PMI, (6) the bilateral dollar-euro
exchange rate, measured as year-on-year percentage growth: EXC, (7) the difference between 3-month and
10-year US Treasury bond yield: SPR, and (8) the University of Michigan consumer sentiment index for
the US: MICH. In line with the empirical study of Bai, Ghysels, and Wright (2013), we consider the first
difference of the series (3) to (8) to induce stationarity, and we normalize all series by their full sample mean
and standard deviation.!?

We estimate the mixed-frequency stochastic volatility model defined as DGP 3 in Section 4.5 and the
linear Gaussian factor model defined as DGP 1 on eight different pairs of mixed frequency observables.!!
In each model we include GDP as the low frequency observable, and one of the eight monthly indicators
listed above as the high frequency variable. We assume the presence of one high frequency latent factor
(ny = 1), and that the observed quarterly GDP is the sum of three unobservable monthly growth rates:
yt =y + Y, 3+ Ui o /3" Thus, we have m = 3 and the low frequency variable is flow sampled. We
estimate the SV model by the Indirect Inference (II) procedure, using the same auxiliary model as in the MC
simulations of Section 4.5, and deploy the II estimates in the reprojection procedure to filter the latent factors.
We estimate the Gaussian state space model without SV by adapting the Kalman filter for periodic state space
models proposed in Bai, Ghysels, and Wright (2013) to accommodate flow sampling (see Appendix C).

4.6.2 Estimation and in-sample explanatory power

Before performing the forecasting exercise, we discuss the estimation results of the models for the entire
data sample ending in 2011-Q1. In Table 4.6 we report the values of the R? of the regression of both GDP
and the five monthly indicators (1)-(5) on the filtered values of the latent factor F' in each model.'> For
all five considered models, the factor explains a substantial fraction of the variability of both the GDP and

“We thank M. Marcellino, M. Poqueddu and F. Venditti for sharing their dataset with us.

19 Augmented Dickey-Fuller tests failed to reject the null hypothesis of a unit root for series (3) to (8).

'"Differently from the specification of DGP 1 in Section 4.5, we allow the autoregressive parameters d; and d,, of the idiosyncratic
error terms u, and u, to be different.

2The regression of GDP on the factor is a special type of MIDAS regression, in which we regress the value of GDP growth at
the end of quarter ¢ on the sum of the filtered values of the factor in the months of the same quarter:

Yo = Ui T Y13+ Y23
N(Fe + Fio1ys + Fioy3) + Uyt + Uy 173 + Uy,i—2/3.
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the respective HF monthly indicator. For the factor model with stochastic volatility estimated with the IP
indicator, the common factor explains 74 % of the variability of GDP and 48% of Industrial Production. When
the factor model without SV is estimated on the same data, the explanatory power of the common factor for
GDP is slightly higher, as the R? increases to 82%. On the other hand, the explanatory power for GDP
(resp. the HF indicator) of the factor extracted using the IFO and ESI survey indices, are higher (resp. lower)
for the SV model than for the linear Gaussian one.!® The factor extracted using the IP-Pulp/Paper index
explains only 11% of the variability of this HF index for both models, but this is not surprising as the Pulp
and Paper sector represents a small fraction of the total Industrial Production. Moving to the estimation of
our model using the EXC, SPR and MICH indicators, both in the full sample and in the shorter subsamples
considered in the forecasting exercise below, the regressions produce loadings of the HF observables on the
factor close to zero, and a filtered factor uncorrelated with the corresponding HF variable, with no forecasting
power for GDP. For this reason we report only results for the five monthly indicators (1)-(5). It should be
noted that our mixed frequency model admits only the contemporaneus impact of the common latent factor
on the HF variable, and the impact of the factor values within a quarter on the flow-sampled LF variable. It
could be that more general specifications, such as a factor model in which the observables load on more lags
of the latent factor - on the last 12 months, for instance - might be more appropriate to assess the forecasting
power for the European GDP of the 2 US macroeconomic indicators SPR and MICH, and the Euro-dollar
exchange rate EXC.!4

Figures 4.1 to 4.5 display the time series of the observable variables used to estimate the factor models,
and the filtered mean and stochastic volatility factor paths obtained via reprojection, corresponding to HF
indicators (1) to (5). Visual inspection of the estimated factor paths F in Panels (c) of the five figures reveal
commonalities across models, like the major drop and the successive rebound following the financial crisis
of 2008. Nevertheless, the relative size of this drop appears to be more pronounced for the two IP series than
for IFO, ESI and PMI.'> The trajectories of the filtered stochastic volatility factor are represented in Panels
(d) of Figures 4.1 to 4.5. For all but one of the monthly indicators, the estimated idiosyncratic volatility
factor oscillates around zero before 2008 and then increases to values larger than 1.5, indicating that the
idiosyncratic volatility of the monthly macroeconomic series more than doubled during the recent financial
crisis.!® Only the IP-Pulp/Paper idiosyncratic volatility shows a different behavior, being much larger in the
first half of the sample, than in the second one. We stress that we do not impose any dependence structure
between the mean factor F' and the stochastic volatility factor h specific to each HF series, and this fact might
be relevant for the situations like the one of the IP-Pulp/Paper monthly indicator in which the large drop of
the mean factor in 2009, corresponding to the drop in DGP, is not associated with a spike in the volatility of
the high frequency index.

On the other hand, each high frequency indicator is regressed only on the contemporaneous value of the factor. In Table 4.6 we
report R? instead of the values of the loadings of the factor on observables, as they are more easily interpretable.

BThese results are robust to the choice of the starting point of the estimation algorithms, which did not show convergence
problems for the series reported in the tables.

1*See Marcellino, Porqueddu, and Venditti (2015), in particular Section B of their online Appendix, for an example of a richer
dependence structure between the observables and the factor. Nevertheless, this result is not surprising as the loadings of EXC, SPR
and MICH on their common latent factor summarizing the current state of the business cycle, are much smaller - in absolute value -
than the loadings of the other five macroeconomic indicators.

15 As the estimated loadings of the latent factor F' on the observables have positive signs, a drop in the factor is associated with a
drop in both GDP and the monthly indicator in the same quarter.

'“Indeed, the value of volatility exp(0.5 - k) increases from 1 to more than 2.1, when factor h; goes from 0 to 1.5.
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4.6.3 Forecasting

As the in-sample estimates of our five factor models are different, we expect the models to have different
forecasting power for the GDP. Similarly to Marcellino, Porqueddu, and Venditti (2015), we perform an
out-of-sample forecasting exercise where at the end of each quarter we estimate the models with and without
stochastic volatility, and use them to forecast GDP up to an horizon of H = 4 quarters ahead of the estimation
sample final date. The first estimation window is from 1991-Q1 to 2005-Q4, and is recursively expanded
up to 2010-Q4. In Table 4.7 we report the Root Mean Squared Forecasting Errors (RMSFE) as ratios to
the RMSFE of a forecasting model assuming constant growth of the GDP. An entry below one in Table
4.7 indicates that the factor model outperforms the naive constant growth benchmark. This choice allows
us to have comparable results across different models, forecasting horizons, but also with the results of
(Marcellino, Porqueddu, and Venditti, 2015, Figures 8 and 9).

We immediately note that the forecasting ability of all models, relative to the naive benchmark, is limited
to short horizons up to 2 quarters ahead. Indeed, all the RMSFE ratios reported in Table 4.7 are very close
to, or even larger than, 1 for forecasting horizons H = 3,4 quarters. Note that Marcellino, Porqueddu,
and Venditti (2015) report the RMSFE ratios for a maximum of 7 months ahead, and that the RMSFE for 6
months (i.e. H = 2 quarters) is always very close to 1 for all their models. For the factor models estimated
using the aggregate Industrial Production index, in Table 4.7 the linear Gaussian model seems to outperform
the model incorporating SV when used to forecast GDP at 1 quarter horizon, as the RMSFE ratio for the
latter model is 0.7, which is smaller than the value slightly below 0.8 reported by both our SV model, and
by Marcellino, Porqueddu, and Venditti (2015) for all their specifications. On the other hand, the results are
completely different when considering the 1 quarter ahead forecasting accuracy of our SV models estimated
on the IFO and ESI indexes (RMSFE around 0.7 for H = 1, and 0.9 for H = 2, in both models), which
clearly outperform our models without SV (only the [FO model has a RMSFE lower than 1, equal to 0.9
for H = 1) and the model of Marcellino, Porqueddu, and Venditti (2015) (RMSFE around 0.8 for H = 1,
and around 1.0 for H = 1) at both 1 and 2 quarters ahead horizons. Finally, the models estimated on IP-
Pulp/paper and PMI show some forecasting power at 1 quarter horizon, yet with larger RMSFE compared to
all models discussed above.

Overall, the results of this empirical exercise demostrate the importance of considering stochastic volatil-
ity when estimating mixed frequency factor models both for the in-sample explanatory power of the extracted
factors, which might be important when constructing coincident indexes of the economy as in Marcellino,
Porqueddu, and Venditti (2015), and for the out-of sample predictive ability of the estimated model. More-
over, the estimation of our SV models on GDP (LF series) and only one monthly macroeconomic indicator
(HF series) showed, that the forecasting accuracy of the different macroeconomic variables can be different
across different variables, horizons and model specifications.

There is scope for even further improvements - despite the fact that some of our models already out-
perform the approach suggested by Marcellino, Porqueddu, and Venditti (2015) - using the same data and
sample configurations. In our approach, we followed Bai, Ghysels, and Wright (2013) who focused exclu-
sively on bivariate specifications, whereas Marcellino, Porqueddu, and Venditti (2015) build one joint model
for the eight series considered. We have in principle 8 forecasts obtained from the paired bivariate models
- with some outperforming and some mostly at par with the single large model they consider. In light with
Andreou, Ghysels, and Kourtellos (2013) we could further improve the forecasting output by constructing
forecast combinations of our 8 predictions - ultimately producing a single combination forecast. Since the
scope of our paper is not to produce the best forecasting model, but rather show the possibilities of estimat-
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ing and implementing state space models with SV using a new indirect inference approach, we refrain from
adding these further improvements.

Finally, the procedures we implemented lend themselves easily to nowcasting simply by adopting a
MIDAS with leads regression approach - see Andreou, Ghysels, and Kourtellos (2013) for further details.
As noted in Section 4.4, this is only done at the reprojection stage. Hence, the model parameter estimates
suffice to run another simulation to obtain the nowcasting models.

4.7 Conclusions

We proposed a fairly simple and remarkably accurate indirect inference estimation procedure for state space
models with either Gaussian errors or stochastic volatility. We consider a mixed frequency data setting as
it is a typical situation where stochastic volatility is relevant due to the use of high frequency data. We
confined our attention to settings involving only a single high and low frequency data series. Yet, the meth-
ods can easily be extended to more series of either type as the mixed frequency VAR auxiliary model can
straightforwardly accommodate such settings. A more challenging extension involves larger values of m -
the differences in low and high frequencies. The use of U-MIDAS regressions makes our approach extremely
computationally attractive due to the use of OLS. With larger values of m we know that U-MIDAS becomes
over-parameterized. While regular MIDAS regressions are a feasible alternative - they require non-linear
estimation and are therefore less appealing. It should also be noted that we only covered indirect estimation
procedures. It would also be fairly straightforward to apply the moment matching procedure of Gallant and
Tauchen (1996) instead. As is well known, this would make our procedures potentially computationally even
more attractive, while maintaining the same asymptotic properties. This would also broaden the potential set
of auxiliary models, including GARCH and EGARCH, as the Gallant and Tauchen (1996) procedure is based
on the empirical score and does not require repeated ML estimates. An interesting extension in this regard
would be to use the criteria introduced by Barigozzi, Halbleib-Chiriac, and Veredas (2014) for choosing the
best auxiliary model.

Last but not least, it should be noted that we assumed that the number of factors is known. In practice,
one should of course also consider testing for the number of factors. There is a considerable literature on
testing for the number of factors. In terms of testing, it is worth noting that the indirect inference procedures
should not pose any additional issues in terms of testing the number of factors. See in particular Guay and
Scaillet (2003) who study a hypothesis testing problem quite similar to determining the number of factors -
namely involving unidentified parameters under the null - in the context of indirect inference.
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4.8 Tables of Chapter 4

Table 4.1: MC simulations for the single-factor linear Gaussian state space model (persistence parameter of
the latent factor p = 0.5)

MLE Indirect Inference

T =500 (Kalman filter) (Auxiliary model: U-MIDAS / AR)
Coeff. mean bias 25%q. median 75% q. ‘ mean bias 25%q. median 75% q.
Y2 099 -0.01 0.94 0.98 1.06 098 -0.02 0.86 0.97 1.10
T 1.01 0.01 0.94 1.00 1.06 1.00 0.00 0.90 0.97 1.05
p 0.50 0.00 0.48 0.50 0.52 0.50 0.00 0.47 0.50 0.54
d -0.01 -0.01 -0.07 0.01 0.05 -0.02  -0.02 -0.10 0.01 0.07
Oz 1.00  -0.00 0.92 1.01 1.07 099 -0.01 0.87 1.04 1.15
oy 095 -0.05 0.90 0.99 1.06 091  -0.09 0.87 1.02 1.11
corr(ﬁ, F) | 0.80 - 0.79 0.80 0.81 0.78 - 0.78 0.79 0.80

T =200
Y2 0.99 -0.01 0.86 1.01 1.12 094  -0.06 0.75 0.93 1.09
Y1 1.03 0.03 0.91 1.02 1.13 1.01 0.01 0.85 0.94 1.16
p 0.50 -0.00 0.45 0.50 0.54 0.51 0.01 0.45 0.51 0.58
d -0.03 -0.03 -0.13 -0.00 0.09 0.00 0.00 -0.13 0.05 0.14
O 0.97 -0.03 0.84 1.00 1.12 1.00 0.00 0.85 1.07 1.23
Oy 086 -0.14 0.79 0.97 1.05 0.79 -0.21 0.50 1.00 1.12
corr(F‘, F) | 0.79 - 0.78 0.80 0.81 0.77 - 0.75 0.78 0.79

T=100
Y2 097 -0.03 0.82 0.96 1.12 0.89 -0.11 0.69 0.85 1.11
o1 1.01 0.01 0.88 0.99 1.11 092 -0.08 0.69 0.89 1.11
p 0.50 -0.00 0.43 0.50 0.59 0.51 0.01 0.40 0.54 0.67
d -0.04 -0.04 -0.20 0.01 0.11 -0.01 -0.01 -0.21 0.07 0.18
O 095 -0.05 0.77 1.00 1.16 098 -0.02 0.76 1.11 1.26
oy 0.81 -0.19 0.67 0.94 1.08 0.84 -0.16 0.54 1.05 1.17
corr(F, F) | 0.78 - 0.75 0.78 0.81 0.75 - 0.73 0.76 0.78

This table reports mean, bias, and 25%, 50%, 75% quantiles of the distribution of the ML (left) and Indirect Inference (11, right)
estimators in 1000 MC replications. The data generating process is DGP1 in Section 5.1, corresponding to a mixed frequency linear
state space model with a single AR(1) latent factor, m = 3, and stock sampling of the low frequency variable. The true values of
the parameters are y1 = 72 = 1, p = 0.5, d = 0, o0y = 0, = 1. The simulated samples have size T = 500 (top), T" = 200
(middle), 7" = 100 (bottom). The auxiliary model for the indirect inference estimator is a U-MIDAS regression for low frequency
data with K, = K y = 3 and an AR(9) model for the high frequency data (see equation (4.3.9)), with the correlation between the
errors of the two equations as a free auxiliary parameter. The Indirect Inference estimator uses a single long simulated sample of
the structural model (S = 1 and T° = 50000) and an identity weighting matrix. We also compute the mean and 25%, 50%, 75%
quantiles of the sample correlation between the estimated and true factor paths. The estimated factor paths are obtained by Kalman
filter with the ML estimate (left) and the reprojection method with the II estimate (right), using 7"?"° = 100000.
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Table 4.2: MC simulations for the single-factor linear Gaussian state space model (persistence parameter of
the latent factor p = 0.9)

MLE Indirect Inference

T =500 (Kalman filter) (Auxiliary model: U-MIDAS / AR)
Coeff. mean  bias 25% q. median 75% q. ‘ mean  bias 25% q. median 75% q.
Y2 1.00 -0.00 0.98 1.00 1.02 098 -0.02 0.94 0.97 1.02
Y1 1.00 -0.00 0.96 1.00 1.03 098 -0.02 0.91 0.98 1.04
1) 0.90 0.00 0.89 0.90 0.91 0.90 0.00 0.87 0.91 0.93
d -0.00 -0.00 -0.03 -0.00 0.03 0.02 0.02 -0.02 0.02 0.07
O 1.00 -0.00 0.96 1.00 1.03 1.02 0.02 0.98 1.04 1.08
oy 099 -0.01 0.96 1.00 1.03 1.03 0.03 0.97 1.04 1.10
corr(ﬁ, F) 0.95 - 0.94 0.95 0.95 0.94 - 0.94 0.94 0.95

T =200
Y2 1.01 0.01 0.96 1.00 1.05 095 -0.05 0.87 0.95 1.02
T 1.00 -0.00 0.96 1.00 1.05 095 -0.05 0.85 0.96 1.02
p 0.90 -0.00 0.88 0.90 0.91 0.90 0.00 0.85 0.91 0.95
d -0.01 -0.01 -0.08 -0.00 0.06 0.03 0.03 -0.04 0.04 0.12
Oz 099 -0.01 0.94 0.98 1.04 1.03 0.03 0.97 1.05 1.11
oy 0.99 -0.01 0.93 0.99 1.05 1.05 0.05 0.95 1.09 1.18
corr(F, F) 0.95 - 0.94 0.95 0.95 0.94 - 0.94 0.94 0.95

T =100
Y2 0.99 -0.01 0.94 0.99 1.06 092 -0.08 0.79 0.90 1.02
Y1 099 -0.01 0.94 0.98 1.05 0.89 -0.11 0.77 0.86 1.00
p 0.89 -0.01 0.87 0.90 0.91 0.89 -0.01 0.81 0.92 0.99
d -0.02  -0.02 -0.11 -0.01 0.09 0.05 0.05 -0.16 0.09 0.23
Oz 098 -0.02 0.91 0.99 1.05 1.03 0.03 0.89 1.09 1.20
oy 098 -0.02 0.90 0.97 1.08 1.13 0.13 0.99 1.19 1.29
corr(F, F) 0.94 - 0.93 0.94 0.95 0.93 - 0.92 0.93 0.94

This table reports mean, bias, and 25%, 50%, 75% quantiles of the distribution of the ML (left) and Indirect Inference (II, right)
estimators in 1000 MC replications. The data generating process is DGP1 in Section 5.1, corresponding to a mixed frequency linear
state space model with a single AR(1) latent factor, m = 3, and stock sampling of the low frequency variable. The true values of
the parameters are y1 = 72 = 1, p = 0.9, d = 0, o0y = 0, = 1. The simulated samples have size T = 500 (top), " = 200
(middle), T' = 100 (bottom). The auxiliary model for the indirect inference estimator is a U-MIDAS regression for low frequency
data with K, = K. v = 3 and an AR(9) model for the high frequency data (see equation (4.3.9)), with the correlation between the
errors of the two equations as a free auxiliary parameter. The Indirect Inference estimator uses a single long simulated sample of
the structural model (S = 1 and T"° = 50000) and an identity weighting matrix. We also compute the mean and 25%, 50%, 75%
quantiles of the sample correlation between the estimated and true factor paths. The estimated factor paths are obtained by Kalman
filter with the ML estimate (left) and the reprojection method with the II estimate (right), using 77°?"°7 = 100000.
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Table 4.4: MC simulations for the stochastic volatility model (sample size T' = 500)

Indirect Inference MLE
p=0.5 (Auxiliary model: U-MIDAS/AR-ARCH) (Monte Carlo EM)
Coeff. ‘ mean bias 25%q. median 75%q. ‘ mean bias 25%q. median 75%q.
Y2 0.97 -0.03 0.88 0.97 1.05 0.89 -0.11 0.86 0.89 0.92
Y1 0.95 -0.05 0.87 0.94 1.01 1.07 0.07 1.02 1.06 1.12
P 0.51 0.01 0.47 0.51 0.55 0.52 0.02 0.51 0.53 0.54
d -0.01  -0.01 -0.27 -0.02 0.29 -0.04 -0.04 -0.28 0.00 0.21
oy 0.95 -0.05 0.89 1.00 1.09 0.83 -0.17 0.75 0.84 0.91
Oz 1.05 0.05 0.94 1.07 1.18 093 -0.07 0.91 0.94 0.96
pPsv 0.95 0.00 0.93 0.96 0.97 094 -0.01 0.93 0.94 0.95
v 0.25  -0.05 0.19 0.25 0.31 0.29 -0.01 0.28 0.29 0.29
corr(ﬁ‘, F) 0.74 - 0.72 0.74 0.75 0.79 - 0.78 0.79 0.80
corr(fz, h) 0.55 - 0.51 0.55 0.59 0.74 - 0.71 0.74 0.77
Comp. time (min) | 15.89 - 9.01 14.69 20.94 61.05 - 38.49 54.11 78.05
p=0.9
Y2 0.96 -0.04 0.91 0.96 1.00 097 -0.03 0.96 0.97 0.98
T 0.95 -0.05 0.90 0.96 1.01 1.00  -0.00 0.98 1.00 1.02
P 0.91 0.01 0.89 0.91 0.93 0.90 0.00 0.89 0.90 0.91
d 0.00 0.00 -0.26 -0.05 0.38 -0.05 -0.05 -0.34 0.00 0.22
oy 0.97 -0.03 0.90 0.99 1.07 0.88 -0.12 0.81 0.88 0.95
Oz 1.08 0.08 1.02 1.08 1.16 0.86 -0.14 0.82 0.87 0.91
pPSv 094 -0.01 0.93 0.95 0.97 0.95 -0.00 0.94 0.95 0.96
v 0.26 -0.04 0.19 0.25 0.32 0.29 -0.01 0.28 0.29 0.29
cm"r(ﬁ’7 F) 0.93 - 0.92 0.93 0.93 0.95 - 0.95 0.95 0.96
corr(l:b, h) 0.51 - 0.47 0.51 0.56 0.75 - 0.72 0.76 0.79
Comp. time (min) | 13.87 - 9.05 12.32 16.86 60.27 - 35.67 54.86 81.67

This table reports mean, bias, and 25%, 50%, 75% quantiles of the distribution of the Indirect Inference (II, left) and ML (right)
estimators in 200 MC replications. The data generating process is DGP3 in Section 5.1, corresponding to a mixed frequency
stochastic volatility model with a single AR(1) latent factor in the mean, an AR(1) log SV process, m = 3, and stock sampling of
the low frequency variable. The true values of the parameters are 71 = 72 = 1,d = 0, 0y = 0, = 1, psv = 0.95, v = 0.3.
The autoregressive coefficient of the factor in the mean is p = 0.5 in the upper panel and p = 0.9 in the lower panel. The
simulated samples have size 7" = 500. The auxiliary model for the II estimator is a U-MIDAS regression for low frequency data
with K, = K, = 4 and an AR(9) — ARC H (10) model for the high frequency data (see equation (4.3.10)), with the correlation
between the errors of the two equations as a free auxiliary parameter. The II estimator uses a single long simulated sample of
the structural model (S = 1 and 7"° = 50000) and an identity weighting matrix. The MLE is computed by Monte Carlo EM,
using a particle forward-filtering backward-smoothing algoritm in the E step (see Appendix B for the detailed algorithm). We also
compute the mean and 25%, 50%, 75% quantiles of the sample correlation between the estimated and true paths of the mean and
volatility factors. The estimated factor paths are obtained by the reprojection method with the Indirect Inference estimate (left),
using 77°P"°J = 100000, and by the average across the particles of the filtering algorithm with the ML estimate (right). Finally, we
report the mean and 25%, 50%, 75% quantiles of the computational time (in minutes) for obtaining the parameter estimates and the

filtered factor paths in a single simulation.
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Table 4.5: MC simulations for the stochastic volatility model (sample size T' = 200)

Indirect Inference MLE
p=0.5 (Auxiliary model: U-MIDAS/AR-ARCH) (Monte Carlo EM)
Coeff. ‘ mean bias 25%q. median 75%q. ‘ mean bias 25%q. median 75%q.
Y2 0.99 -0.01 0.81 0.96 1.14 090 -0.10 0.86 0.91 0.94
Y1 0.88 -0.12 0.75 0.86 0.96 1.07 0.07 1.01 1.07 1.13
P 0.50 0.00 0.44 0.51 0.60 0.52 0.02 0.49 0.52 0.56
d -0.05 -0.05 -0.35 -0.06 0.19 -0.03  -0.03 -0.31 0.00 0.27
oy 0.96 -0.04 0.90 1.06 1.17 0.81 -0.19 0.71 0.82 0.92
Ox 1.03 0.03 0.90 1.09 1.24 094  -0.06 0.92 0.95 0.98
pSV 0.94 -0.01 0.93 0.96 0.99 094 -0.01 0.92 0.94 0.96
v 0.23  -0.07 0.08 0.22 0.34 0.29 -0.01 0.28 0.29 0.29
corr(ﬁ‘, F) 0.72 - 0.69 0.73 0.76 0.79 - 0.77 0.79 0.81
corr(fz, h) 0.54 - 0.48 0.55 0.61 0.73 - 0.67 0.74 0.79
Comp. time (min) | 18.23 - 12.17 15.41 22.88 24.76 - 13.11 21.84 33.52
p=0.9
Y2 0.92 -0.08 0.84 0.93 1.00 097 -0.03 0.96 0.98 0.99
Y1 0.89 -0.11 0.79 0.89 0.98 1.00 0.00 0.98 1.00 1.03
p 0.91 0.01 0.87 0.92 0.95 0.90 -0.00 0.89 0.90 0.91
d 0.04 0.04 -0.25 -0.04 0.48 -0.01 -0.01 -0.28 0.00 0.28
oy 1.03 0.03 0.88 1.06 1.18 0.87 -0.13 0.78 0.88 0.98
Oz 1.13 0.13 0.99 1.14 1.25 0.89 -0.11 0.85 0.91 0.95
pSV 093 -0.02 0.92 0.96 0.99 094 -0.01 0.92 0.94 0.96
v 0.22  -0.08 0.10 0.21 0.30 0.29 -0.01 0.28 0.29 0.29
corr(ﬁ’7 F) 0.92 - 0.91 0.92 0.93 0.95 - 0.95 0.95 0.96
cm"r(fz, h) 0.51 - 0.46 0.52 0.58 0.74 - 0.70 0.74 0.80
Comp. time (min) | 16.45 - 12.11 14.19 19.94 | 22.50 - 11.50 18.33 32.10

This table reports mean, bias, and 25%, 50%, 75% quantiles of the distribution of the Indirect Inference (II, left) and ML (right)
estimators in 200 MC replications. The data generating process is DGP3 in Section 5.1, corresponding to a mixed frequency
stochastic volatility model with a single AR(1) latent factor in the mean, an AR(1) log SV process, m = 3, and stock sampling of
the low frequency variable. The true values of the parameters are 71 = 72 = 1,d = 0, 0y = 0, = 1, psv = 0.95, v = 0.3.
The autoregressive coefficient of the factor in the mean is p = 0.5 in the upper panel and p = 0.9 in the lower panel. The
simulated samples have size 7" = 200. The auxiliary model for the II estimator is a U-MIDAS regression for low frequency data
with K, = K,, = 4 and an AR(9) — ARC H(10) model for the high frequency data (see equation (4.3.10)), with the correlation
between the errors of the two equations as a free auxiliary parameter. The II estimator uses a single long simulated sample of the
structural model (S = 1 and 7°° = 50000) and an identity weighting matrix. The MLE is computed by Monte Carlo EM, using a
particle forward-filtering backward-smoothing algoritm in the E step (see Appendix B for the detailed algorithm). We also compute
the mean and 25%, 50%, 75% quantiles of the sample correlation between the estimated and true paths of the mean and volatility
factors. The estimated factor paths are obtained by the reprojection method with the II estimate (left), using 77°?"°7 = 100000,
and by the average across the particles of the filtering algorithm with the ML estimate (right). Finally, we report the mean and 25%,
50%, 75% quantiles of the computational time (in minutes) for obtaining the parameter estimates and the filtered factor paths in a

single simulation.
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Table 4.6: In-sample R? of GDP and HF indicator on latent factor

Stochastic volatility Gaussian state space
(Indirect Inference) (Kalman filter)

HF Indicator | R*(GDP)  R*(HF indicator) | R*(GDP) R*(HF indicator)

(1) Industrial Production 0.74 0.48 0.82 0.50

(2) Industrial Production - Pulp/paper 0.69 0.11 0.80 0.11

(3) Business Climate - IFO 0.56 0.43 0.42 0.65

(4) Economic Sentiment Index 0.48 0.71 0.36 0.86

(5) PMI Composite 0.49 0.46 0.80 0.04

This table reports the R? for the regressions of both GDP and the monthly indicators on the filtered values of the latent factor F' for
different mixed frequency models. We estimate the mixed-frequency stochastic volatility model defined as DGP 3 in Section 4.5
and the linear Gaussian state space model defined as DGP 1 with different pairs of mixed frequency observables. In each model,
GDP is the low frequency (quarterly) observable, and is treated as a flow sampled variable. The table reports results for 10 different
models, which differ for the high frequency (monthly) observable and the presence/absence of stochastic volatility. Columns 2 and
3 (resp. 4 and 5) display the R? for the regression of the GDP and the HF observable on the filtered values of F' obtained from the
models with (resp. without) stochastic volatility. We estimate the SV models via Indirect Inference using the same auxiliary models
as in the MC simulations of Section 4.5. The mean and volatility factors are filtered by reprojection. We estimate the Gaussian state
space model by adapting the Kalman filter for periodic state space models proposed in Bai, Ghysels, and Wright (2013), see Section
C. All models are estimated on the full data sample from 1991-Q1 to 2011-Q1.
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Table 4.7: Root Mean Squared Forecasting Error (RMSFE) for GDP

Stochastic volatility Gaussian state space

(Indirect Inference) (Kalman filter)

Forecast horizon H Forecast horizon H

(Quarters ahead) (Quarters ahead)

HF Indicator 1 2 3 4 1 2 3 4
(1) Industrial Production 0.79 1.00 1.12 1.16 | 0.70 1.02 1.06 1.06
(2) Industrial Production - Pulp/paper 0.83 130 1.00 1.05 | 0.80 1.02 1.03 1.02
(3) Business Climate - IFO 0.68 0.89 098 1.02 | 091 1.12 1.14 1.08
(4) Economic Sentiment Index 0.70 092 1.01 1.04 | 1.00 098 097 097
(5) PMI Composite 092 099 099 099 | 0.78 1.00 1.01 1.02

This table reports the Root Mean Squared Forecasting Error (RMSFE) for GDP in different mixed frequency models. The RMSFE
is reported as the ratio to the RMSFE of the naive forecasting model assuming constant GDP growth rate. We consider the mixed-
frequency stochastic volatility model defined as DGP 3 in Section 4.5 and the linear Gaussian state space model defined as DGP 1
with different pairs of mixed frequency observables. In each model, GDP is the low frequency (quarterly) observable, and is treated
as a flow sampled variable. The table reports the forecasting results for 10 different models, which differ for the high frequency
(monthly) observable and the presence/absence of stochastic volatility. To produce the forecasts, the models are estimated on the
estimation window, and then used for prediction up to 4 quarters ahead of the estimation final date. The first estimation window is
from 1991-Q1 to 2005-Q4, and is recursively expanded up to 2010-Q4. Columns 2 to 5 (resp. 6 and 9) display the RMSFE ratios
at horizons H = 1, 2, 3,4 quarters ahead for the models with (resp. without) stochastic volatility. We estimate the SV models via
Indirect Inference using the same auxiliary models as in the MC simulations of Section 4.5. We estimate the Gaussian state space

model by adapting the Kalman filter for periodic state space models proposed in Bai, Ghysels, and Wright (2013), see Section C.
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4.9 Figures of Chapter 4

Figure 4.1: Time series of observables and estimated factors: stochastic volatility model estimated on GDP
and IP.
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(a) Quartely GDP. (b) Monthly IP index.
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(c) Estimated common factor F. (d) Estimated SV factor h.

Panels (a) and (b) display the time series of the (standardized) quarterly growth rate of European GDP, and the (standardized)
monthly growth rate of aggregate European Industrial Production index. These series are used to estimate the mixed frequency
state space model with stochastic volatility specified as DGP 3 in Section 5, with flow sampling of the low frequency variable. The
sample is from 1991-Q1 to 2011-Q1. Panels (c) and (d) display the estimated mean and idiosyncratic volatility factors F and h.
The parameters of the SV model are estimated via Indirect Inference, using the same auxiliary model as in the MC simulations of

Section 5. The factors are filtered by reprojection.
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Figure 4.2: Time series of observables and estimated factors: stochastic volatility model estimated on GDP
and IP - Pulp/Paper.
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(a) Quartely GDP. (b) Monthly IP - Pulp/Paper index.
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(c) Estimated common factor Ft+ /3¢ (d) Estimated SV factor izH /3¢

Panels (a) and (b) display the time series of the (standardized) quarterly growth rate of European GDP, and the (standardized)
monthly growth rate European Industrial Production index for “Pulp and Paper sector”. These series are used to estimate the mixed
frequency state space model with stochastic volatility specified as DGP 3 in Section 5, with flow sampling of the low frequency
variable. The sample is from 1991-Q1 to 2011-Q1. Panels (c) and (d) display the estimated mean and idiosyncratic volatility factors
F and h. The parameters of the SV model are estimated via Indirect Inference, using the same auxiliary model as in the MC

simulations of Section 5. The factors are filtered by reprojection.
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Figure 4.3: Time series of observables and estimated factors: stochastic volatility model estimated on GDP
and IFO.
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(a) Quartely GDP. (b) Monthly IFO index.
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(c) Estimated common factor Ftﬂ /3- (d) Estimated SV factor ﬁtﬂ- /3

Panels (a) and (b) display the time series of the (standardized) quarterly growth rate of European GDP, and the monthly (standardized
first difference of) Germany IFO Business Climate index. These series are used to estimate the mixed frequency state space model
with stochastic volatility specified as DGP 3 in Section 5, with flow sampling of the low frequency variable. The sample is from
1991-Q1 to 2011-Q1. Panels (c) and (d) display the estimated mean and idiosyncratic volatility factors F and h. The parameters
of the SV model are estimated via Indirect Inference, using the same auxiliary model as in the MC simulations of Section 5. The

factors are filtered by reprojection.
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Figure 4.4: Time series of observables and estimated factors: stochastic volatility model estimated on GDP
and ESI
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(a) Quartely GDP. (b) Monthly ESI index.
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(c) Estimated common factor Fy, ;3. (d) Estimated SV factor h; /3.

Panels (a) and (b) display the time series of the (standardized) quarterly growth rate of European GDP, and the (standardized first
difference of) monthly Euro-area Economic Sentiment Index. These series are used to estimate the mixed frequency state space
model with stochastic volatility specified as DGP 3 in Section 5, with flow sampling of the low frequency variable. The sample
is from 1991-Q1 to 2011-Q1. Panels (c) and (d) display the estimated mean and idiosyncratic volatility factors F and h. The
parameters of the SV model are estimated via Indirect Inference, using the same auxiliary model as in the MC simulations of

Section 5. The factors are filtered by reprojection.
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Figure 4.5: Time series of observables and estimated factors: stochastic volatility model estimated on GDP
and PMI.
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(a) Quartely GDP. (b) Monthly PMI index.
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(c) Estimated common factor Fy, ;3. (d) Estimated SV factor h; /3.

Panels (a) and (b) display the time series of the (standardized) quarterly growth rate of European GDP, and the (standardized first
difference of) monthly Euro-area Composite Purchasing Manager Index. These series are used to estimate the mixed frequency
state space model with stochastic volatility specified as DGP 3 in Section 5, with flow sampling of the low frequency variable. The
sample is from 1991-Q1 to 2011-Q1. Panels (c) and (d) display the estimated mean and idiosyncratic volatility factors F and h.
The parameters of the SV model are estimated via Indirect Inference, using the same auxiliary model as in the MC simulations of

Section 5. The factors are filtered by reprojection.
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4.10 Appendix A: Linear state space models with mixed frequency data

In this Appendix we summarize some results from Bai, Ghysels, and Wright (2013) concerning linear state
space models with mixed frequency data. These results are useful to obtain the binding function linking our
structural state space model and the auxiliary MIDAS regressions when the structural model does not feature
SV (see Section 4.3.1). They also provide the Kalman filter algorithm for ML estimation of the structural
model without SV used in the MC simulations (see Section 4.5).

4.10.1 Model setup

The linear state space model presented in Section 3.1 can be summarized as follows. The latent factor F
follows a VAR(p) process:

p
Friipm=Y ®Fi(opm+ Majm  VE=1,...,T,  j=0,...,m—1 (4.10.1)
=1

The low frequency data is related to factors as follows:
y;‘+j/m = 'yiFHj/m + Uity j/m Vt, j=0,....,m—1, (4.10.2)
with ;4 ;/, having an AR(k) representation:
di (L™ sty = 1 asjyme (LY™) =1 —dy LY™ — L — d LF™, (4.10.3)

and the lag operator L'/ applying to high-frequency data, i.e. LY™u; = v, /m- The observed low-
frequency process y relates to the latent process y* via a linear aggregation scheme:

ytcﬂ'/m = ‘I’jyf+(j—1)/m + )‘jy:-l-j/m (4.10.4)

where y; is equal to y; for integer ¢, and is not observed otherwise. The high frequency process x4, ;/m
relates to the factors as follows:

Titjjm = ’yéFtﬂ-/m + U2ty j/m Vi, 7=0,....,m—1, (4.10.5)

where:
da(LY ™) gty i pm = €a4sjjms do(LY™) =1 — dipaLV/™ — . — dyp LF/™. (4.10.6)
This model corresponds to a restricted version of the specification in Assumptions 1 and 2 with pgyy = 1 and

1/2:0.

4.10.2 State space representation and Kalman filter

The above equations yield a periodic state space model with measurement equation:

| Y/ = (y.ze) j=0
Y) = Zjajim ‘ , (4.10.7)
iftj:xt+j/m 0<j<m-—1
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where

/
Zo—[ 7} Ozsnsp-1) 12 02><2(l~c—1)]

72
Zi=17 Outxn;p-1) 1 Oixae-1) |
for 0 < 5 < m — 1 and state vector
) ) . , /
Qttj/m = < t+j/mo o Lt (G—p+1) fmo Yt fmo - - ’ut+(j*k+1)/m>

— /!
where wy j/p, = (ul,tJrj/ma U2,t+j/m) .
The transition equation is:

Qtyj/m = Ragy (j-1)/m + QCtyj/m (4.10.8)
where
Q)l e ¢)p_1 (bp Onf ><2(k71) O’Vle2
R= I(p—l)nf O(p—l)annf O(p—l)nfx2(k—1) O(p—l)nf xn
02><(p71)nf OQan Di...Dy_q Dy,
Oa(k-1)x(p-1)n;  O2(k—1)xn,; Iyg—1) Oa(k—1)x2
Inf Onf><2

Q — O(pfl)”anf O(pfl)anQ
02><nf IQ
OQ(k—l)an OQ(k—l)xQ

D; = diag(dy;, 1 = 1,2) and (yp i/, = (77£+j/mv €1,t4j/m> E2,+j/m) - Let X denote the variance-covariance
matrix of Gy j /-

The above state space model is periodic as it cycles to the data release pattern that repeats itself every m
periods. Such systems have a (periodic) steady state (see e.g. Assimakis and Adam (2009)). If we let Pj‘ j—1
denote the steady state covariance matrix of v ; /m|¢+(j—1)/m. then the equations:

Py = Q¥cQ'+ RPy; (R = RPy 1 ZjZ P2 Zj) 7 2Py R =0, om =2
P0|,1 — QECQ/+RP2‘1R/ —szllz;[Z]PQHZ;]ilZ]PQHR/ j =m — 1 (4109)
must be satisfied and Pj;_1 = Pjp|j4+m—1, V j. The periodic steady state Kalman gain is therefore:
Kjjj1 = By 2512 Py 23 (4.10.10)
IM

. t+j/m
{Yt]+ G—k) /m|k: > 0}. When we define the extraction of the state vector as:

with K1 = K as the linear space generated by

j+ml|j—14+m> V J- Let us define the information set

Gas e+ fm) = Elosml 1% ] (4.10.11)
the filtered states are:
(1 /m)|(t45/m) = Ajlj—10ut(—1) fmlt+-GG—1)/m + B2 Y (4.10.12)
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where Aj;_1 = R— K;;_1Z;Rand Y/" =Y.
Suppose we are interested in predicting at low-frequency intervals only, namely &), for k integer
valued, using all available low and high-frequency data. First we note that:

m k
Qt4k)|(t+k) = [Agn]k@ﬂt + Z Z[Aqn]kijAﬁlKiﬂletZ«kjfl (4.10.13)
i1 j=1

where o
_ { Ajjic1Aifi—o - Ajjjo1 127

1 1< jJ
Expression (4.10.13) can be obtained via straightforward algebra - see Assimakis and Adam (2009). Given
Assumption 1, all the eigenvalues of A;;_1,j =1, ..., m—1, are inside the unit circle, as are the eigenvalues

of the product matrices {fl;} (see again Assimakis and Adam (2009)). This implies that we can rewrite
(4.10.13) as:

oo m
Qe = ZZ z+1Ki|i—1YtZ—j (4.10.14)
:O =1
o0 y oo m—1 ~ o
= Z[A1] mlm—1 ( :ri j >+Z Z[AT]]A;ilKi\i—lxt—l—j—&—i/m
j=0 j=0 i=1

from which forecasts can easily be constructed as Fy|y;n] = Zo71Rmhézt|t, where Z 1 denotes the first row
of the matrix Zy. When factor F' is scalar with autoregressive coefficient p, and m = 3, the latter equation
yields equation (4.3.1) in Section 3.1.

4.10.3 ML estimation

To proceed to maximum likelihood estimation, let # € © be the parameter vector governing the parameters

of the state space model, i.e. 6 = ()2, (¥;)7_,, (Di)¥_1, 2¢) (accounting for identification constraints).
Consider the vector Y, defined for j =0, ..., m — 1, in equation (4.10.7) and the information set I t]\jr[ /.

equation (4.10.11). Then:
t+ (j+1) /m‘ t+j/ms 6 ~ N(,ut-‘r ]+1)/m(9)7 Z:t-&-(j—i-l)/m((g)) (4.10.15)
with ,ut+(j+1)/m((9) = Zj+1(0)&t+(j+1)/m\t+j/m(9) and

Zt+(j+1)/m(9) = Zj+1(9)/Pt+(j+1)/m|t+j/m(Q)Zjﬂ(9) + Q(9)~

The value of the log likelihood for a sample of size T'm is then:

Tm
Z 10g£(Y +( +1)/m‘ t+j/m70) = ——log (2m) — 5 Zlog py J+1)/m(9)\
t=1 j—0 23
1 T m-—1 ] .
2; ‘ O(Y;ﬂr(jﬂ)/ - Mt—l—(j—l—l)/m),(Et+(j+1)/m(‘9))_1()/ti_(j+1)/m — [t (j+1)/m(0)) (4.10.16)
= ‘7:
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We denote the estimator that maximizes this log likelihood function by 9}%75 Standard regularity conditions

imply that as T' — 00 : X
VTm(077y — 00) —a N(0,VME), (4.10.17)

where 0y denotes the true parameter value.
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4.11 Appendix B: Estimation of the mixed-frequency SV model by Monte
Carlo EM algorithm

In this Appendix we describe a Monte Carlo Expectation Maximization (EM) algorithm for estimation of the
state space model with mixed frequency data and stochastic volatility (see Section 3.5). In this algorithm,
the smoothing distribution of the latent factors necessary in the Expectation step is obtained using a Forward
Filtering-Backward Smoothing simulation-based procedure.

4.11.1 Model Setup

In this appendix we only consider models with unidimensional observables y; and ; ;/,,,, and unidimen-
sional latent factors Fy, ;/,, and hyy ;/,,. The generalization to multivariate observables and latent factors is
relatively straightforward, at the expense of a more involved notation. We consider a model with autocorre-
lated innovations w, ;| ; /,, and stock sampled LF variables y; i

y;-j/m = MErjm t Uyiri/me (4.11.1)

Tipjm = V2Figjm + Uatij/m (4.11.2)

Fejim = PFG-1)/m + Metjjms 4.11.3)

htﬂ'/m = Psvht+(j—1)/m + V€t+j/ma 4.11.4)

Uytj/m = Uy (G-1)/m T OyEy et m: (4.1L.5)

1

Ugt+j/m — Oz exp{§ht+j/m}€x,t+j/m7 (4.11.6)
(ntJrj/ma€t+j/m75y,t+j/m7€x,t+j/m)/ ~ ZZ~/\/’(07[4); (4.11.7)
Yirj/m is stock-sampled at j = 0. (4.11.8)

We focus on the setting with m = 3 as in the Monte-Carlo analysis of Section 5.

In Section B.2 we derive the state space representation of the SV model in low frequency. In Section
B.3 we describe the E-step and the M-step of the EM algorithm. In Section B.4 we provide the simulation-
based procedure to obtain the smoothing distribution of the latent factor process required in the E-step of
the EM algorithm. Throughout this Appendix, £(-) denotes the (conditional) density of the indicated random
variables.

4.11.2 State space representation

We derive a state space representation of model (4.11.1)-(4.11.8) in low frequency. For this purpose, we
define the vector of stacked measurements Y; and the vector of stacked latent factors f; as follows:

Yi o= (Yo, Tt 213, T—ay3)
F B Ft 5 ht
ft = |: iLt :| s Ft = Ft—l/S 5 ht = ht—1/3
t
Fy o3 hi_2/3
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Measurement density

Let us first derive the distribution of Y; given Y;_; and f;. From equations (4.11.1)-(4.11.8) we get:

Vi - TF 4 . (4.11.9)
where
mn 0 0
0 0
ur = (Ut Uyt Uz t—1/35 “x,t—2/3)/’ L= ’62 72 0
0 0 7

To derive the dynamics of innovation u;, we use that equation (4.11.5) and backward iteration imply u, ; =
dPuy 1 + oy(ey s + dey 173+ d*eyy_o)3). This equation can be written as:

Uy = duyp g +opV1+d+dre),, e, ~ idN(0,1), t=1,2,..T,

where (e, ;) is independent from (e, ;_;/3), (7—;/3) and (§_;/3). Thus, innovation process (u) is such
that:

u = Awi_1+ BiE;, (4.11.10)
where
[ e 2 000
T Ext _ 0 0 0O
T ey A=10 00 0]
L 623715_2/3 0 0 0O
[ oyV1+d?+d 0 0 0
0 oz exp{ih} 0 0
B, = 2 1
0 0 Oy eXp{th,l/g} 0
i 0 0 0 Og eXP{%htfz/?)}
Equations (4.11.9) and (4.11.10) imply:
Y, — AY,.1 = TF,— ATF_1 + B},
and thus:
Yt By +n(F — dBPF)
F
Y, = e = T2t +Bt52<
Ti_1/3 Y2 Fi-1/3
Ti_9/3 Y223

From the last equation we get the measurement distribution:

By + 1 (F — dPF_q)
Y2 Ft

Y2 Fi-1/3

Y2Fi_9/3

VilYer, i ~ N , B2 |, 4.11.11)
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and the measurement density:

1
@ o% (1+ @ +d*) (02)° explhe + hy 1+ hu s}

[y — dPy—1 — 1 (Fy — d*Fi)]?
X exp{ —
2(1 +d? + d*)ol
_ (¢ — ’Yth)2 _ (ﬂft—1/3 - ’Y2Ft—1/3)2 B (ﬂft—z/s - ’Y2Ft—2/3)2
202 exp {h:} 202 exp {hy_1/3} 202 exp {hy_o/3}
= h(Yi|Yi1, f:0). “.11.12)

((Vi]Yya, f1;0) =

The measurement density depends on the past measurement Y;_1, and on the current and past factor values
f ts f t—1-
Transition density

Let us now derive the distribution of f; given Y;_; and f;_;. From equations (4.11.3)-(4.11.4) and being
(1¢+5/3)» (§t+;/3) independent Gaussian White Noise processes, we have:

CfelYeor, froa:0) = L fil fro150) = L(FY|Fy—150)€(he|hy—13 6).
Thus, process ( f;) is exogenous and first-order Markov, with transition density:

g(filfee130) = g(Fy|Fi-1:60) g(he|he—150)
= g(F|Fi_1/3:0) g(Fy_1/31Fy—23;0) 9(Fi—/3]Fi—150)
xg(helhe—1/3;0) g(hy_1/3lhi—2/3;0) g(hi—2/3lhi-1;0),

where:
1 (Fi—j/3 = PFi—(j11)/3)°
g(thj/?)’th(jJrl)/:%; 0) = mexp{ - 5 }, (4.11.13)
(hi—jsz — psvhy_(j41y/3)?
g(ht,j/glht,(];i,l)/g;a) = Wexp{ — 2]/2 s (41114)
forj =0,1,2.
The likelihood function
The density of (Y7, fr), conditioning on Y and fj, is:
T T
(Y, fr;:0) = [[e0ilYion, f O)0(filYion, fio150) = [ [ (Vi|Yio1, £0) g(filfio136).
t=1 t=1
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The likelihood function ¢(Y7; 6), conditioning on yo and fo, is obtained by integrating out the path of the
unobservable factor:

(Yri0) = / (Yr, fr; 0)dfr

T T
- / / [T 0311, £239) 9(fil for: 00} TT
t=1 t=1

The large-dimensional integral with respect to the factor path makes this expression of the likelihood function
intractable for the computation of the Maximum Likelihood (ML) estimate. The EM algorithm defined in the
next section relies instead on the so-called complete-observation log-likelihood function, i.e., the log-density
function of both the observable and unobservable variables:

L*(0) = logl(Yr, fr;0)

T T
= Y logh(Yy|Yi1, fe:0) + > _log g(filfi1:0)
t=1 t=1
T

— Zlog h(Yi|Yi-1, f1;0)

t=1

T 2
+) 0 [log g(FjslFij1y3: 0) + log g(hyjjalhe—(i1)/3:0)] . (4.11.15)
t=1 =0

Substituting equations (4.11.12), (4.11.13) and (4.11.14) into equation (4.11.15) we get:
£0) = —2(Tlog(1+d®+d*) + Tlog o + 3T log 6 + 3T log 12
0) = ) og(1+d*+d") +Tlogo, +3T'log oy + 3T logv

[yt — dBy—1 — 1 (F — d*F—1))?
(1+d?*+dh)o?

i{h . +($t—j/3_72Ft—j/3)2+(F o . )2
t—35/3 agexp{ht,j/g,} t—j/3 — Pri—(j+1)/3

+

M=

t=1

+

MH

“
Il
—

Jj=0

(ht —j ﬂsvht(j+1)/3)2}), (4.11.16)

M\H

up to an additive constant.
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4.11.3 The EM algorithm

The Expectation-Maximization (EM) algorithm is an iterative procedure to compute numerically the ML
AEM,

estimate in a model with unobservable variables (Dempster, Laird, and Rubin (1977)). Let 00 = O, @) be
the estimate of parameter 6 at iteration ¢ of the EM algorithm. The update ¢ — ¢ + 1 consists of two steps:

1. Expectation (E) step. Compute function Q(0]6), with 6 = 6, where:
Q(010) = Ey[cr(0)yz]

= 3 By [h(Yil Vi, f: 0) 7]
t=1
T 2
N Z Z E, [logg(Ft_j/3|Ft—(j+1)/3; 0) + log g(ht_j/3|ht—(j+1)/3§ 9)|ﬁ} )
t=1 5=0

and Ej; [ |@ denotes the expectation w.r.t. the conditional distribution of fr given Y7 for parameter

value 6.

2. Maximization (M) step. Compute the estimate for iteration ¢ + 1 as:

60+ = argmax Q (9[67(")> :
0cO

The iteration is performed until numerical convergence of the estimate is achieved.
We detail below the E-step and the M-step of the EM algorithm for the SV model with mixed frequency.

The E-step

Let us compute explicitly @) <9|§), with § = é(i), for model (4.11.1)-(4.11.8). From (4.11.16), we have:

Q(018) = Ey[cO)Ya]

T 2

1
= - <Tlog(1 +d?+d*) + Tlogo, + 3T log o2 + 3T log v° + Z ZEé [hy—jys|Yr]
t=1 j=0
1 T
T o Ao ZEé [(yt - d?’yt—1 —n(F — dgFt—1))2|ﬁ]

T 2
1
T2 Z Z {Eé [(xtfj/?, - ’YQFtij/s)2e_ht7j/3 ‘ E

0—2
T t=135=0
+E; [(Fij/s — pFi—(j41)/3)°| Yx]
1
+ ﬁEg [(he—j/z — psvhe—(j+1y3)?| Yo } >7
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up to an additive constant. The last equation can be expressed as:

~ 1
Q<9|0) = _2(Tlog(1+d2+d4)+Tloga§+3Tloga§+3Tlogu2

T 2

+ D By [heypslYr]
t=1 j=0

1 T

- 7d3 _ 2

+(1+d2+d4>05t_zl{(yt Ye-1)

—27 (E@‘ [Fi|Yr] ye — & (Ej [Fior| Y] ye + Ej [F| Yo | ye—1) + d°Eg [ Fi—1| Yo | yt_l)
# (B [F2| Y] —20°E; (il ) + €8 (724 va) ) |

1 T
=D {xfj/sEé [e="=3/3| Yp] — 299y 3B [ Fyjjse™"=3/3| Yr]

1
+735; [}*ﬂf—j/se_ht*j/3

|
+Eq [E‘?—j/l&‘ﬁ} = 2pE; [FiejjsFieiays| Yol + 0B {th—(j-&-l)/fi‘ﬁ}

1
=5 Bg | Wy s| Y] = 2p5v By [he—jsshes1yys] Ya) + oy Eg [ gy o Y2 })
@.11.17)

From equation (4.11.17) we note that the estimation step requires the smoothing distribution of the factor
path, in order to compute the conditional expectations E; [\ E As an exact smoother is not available, in
Section 4.11.4 we propose a recursive particle smoother to compute E; [[ @ .
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The M-step

By maximizing function § — Q (9\@), for § = 0 in equation (4.11.17), we get the following estimates of

the model parameters collected in vector gli+1);

o By [Fise M | Yooy

Yo = h . )
Zt 123 0% [ g€ ﬁ}
1 T 2
I DD (Ea |7t e a5 = 230 | Pigise™os Yo o1y
t=1 j=
+ ’3’22E9~ [Ff_j/gefht—j/ii ﬁ} >7
T 2
5 = >ie1 gm0 Eg [FrjysFr(jyys| Y
T 2
> oim1 2j—0 Ej [FtQ—(j+1)/3’ ﬁ}
T 2
ey = D imt 20 By [hijyshe (13| Yr)

Y1 -0 B [ —(+1) /3‘ YT}

and:

T
I _ 2, g4
(F1,d,6y) = awrlgﬁtn[Tlog(l—f—d +d )+Tlog0 +(1+d2+d40§{ — d3y_1)

—2m <E§ [ F|Yr] ye — d® (B [Fioal Yo ye + B [Fe| Yo ] yeo1) + d°Eg [Fia| Yo yt—1>
+7; (Eé [F?|Yr] — 2d°E; [FyFy—1| Yr| + d°E; [F7 | Y1 ] ) H : (4.11.18)

The estimates 2, (’}320, 0s PSV s 2 of the parameters in the M-step are available in closed form, therefore they
do not contribute any substantial computational cost. The parameters 41, d and 0y, are estimated solving
numerically the minimization problem in equation (4.11.18), with a negligible computational cost compared
that of the filtering and smoothing algorithms proposed in the next Section 4.11.4.

4.11.4 Sequential particle filtering and smoothing algorithms

The E-step in the EM algorithm involves the smoothing distribution of the latent factors paths to compute
the conditional expectation Fj [[ ﬁ] . As an exact smoother is not available for our nonlinear SV model,

221



we propose a sequential backward smoothing algorithm to approximate these conditional expectations. The
smoothing algorithm requires, at each date ¢t — j/3, fort = 1,...,7 and j = 0, 1,2, samples from the
filtering distribution of the latent factors. For this reason we start with the description of the sequential
filtering algorithm based on simulation, before describing the smoothing algorithm. The filtering algorithm
proposed in the next section is based on Appendix A.l in Kim and Stoffer (2008), in particular see their
pages 816, 817, 828 and 829, and the references therein, mainly Kitagawa (1996) and Kitagawa and Sato
(2001). The idea is to approximate the filtering distribution by a sample of .S draws (“particles”) from it, with
S large. This requires an algorithm to draw from the specific distributions of our model. At the E-step of the
t-th iteration of the EM algorithm, the estimate of the model parameter 6 is available from the previous
iteration (¢ — 1)-th.

In this Section, it is convenient to write the model in state space at high frequency. Let 7 = ¢t — j/3, for
t=1,..,Tand j = 0,1,2. The measurement is Y, = (y,,x,) if 7 = t,and Y, = z, if 7 =t — j/3,
j = 1, 2. The latent factor is f; = (F-, h,)'. The transition equation can be written as:

bl le ] el (G113 ])

(4.11.19)

F, }

Sequential filtering based on importance sampling

. . N1/
We propose an algorithm to obtain the samples f5(*) = [FTS (@) hi’(z)] ,with s =1, ..., .S, from the filtering
distribution of the latent factors for parameter value (), denoted as ¢ ( [ Yz é(i)) , for any 7. The following

steps constitute the filtering algorithm based on importance sampling with resampling:

1. Start at the first date 7 = ¢ — j/3 = 0 by drawing a sample fg ’(i), for s =1, ..., S, from the stationary
distribution of f, for parameter value (), denoted ¢ ( fr; é(i)) :

g 1_/31(1‘),2 O
¢ (fT;H(’)) ~ N o, 0 ()2 : (4.11.20)
-5y

2. Atdate 7 =t — j/3 > 1/3, let the input be an approximation of the filtering distribution
l (fT_l/g‘ Y135 é(i)> via particles fff?/?), fors=1,...,5.

(a) Generate a sample $050 g — 1 .S, from E(fT|YT_1/3;é(i)). We use fr| fr1/3,Yro1/3 ~
g (\ froa /3) where g is the transition density (see Section B.2.2).

Hence, we draw fg = from g <| fffil) /3>. This is achieved by the following steps:
(a.1)
Generate independent random numbers:

i@~ NO1), g~ N(0,002),
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fors=1,...,5.

(a.2)
Compute
,8,(1 (1 5,(4) s,(1
fO,s,(i) _ F(r? (‘) ] _ [ P() (Q) FT—‘1/3 + 777(‘) ]
he O R &
fors=1,...,5.

(b) Generate a sample from the filtering distribution £(f,|Yy;0®).  We use £(f,|Yy;0)
x £ (YT| Yr_1/3, fr; é(i)) C(frYro1y3; 0(™) and the importance sampling principle. Compute

the weights:
ws® (YTI Yoy s fO50; gm)

1

\/(QW)Z&éi),2&£i),2 exp{h?,s,(i)}
~ (7 0,s,(7 0,s,(7 ~ (1 ,s,(1
R e G Lo a0 ) N T 0 U & =t
= Xp 25002 25012 {ho,s,(i)} T=1
Y Ty eXpq iy
2 (4) 120,5,(i)\2
1 (Te—j/s=F5 Fy ) : :
- == €Xp 4§ — i NG T=t—7j/3, =12
V2r6D 2 exp{h0 =y { 2502 cxp{h?’ ( )} /3, »

fors=1,..., 5.

Then, generate ff’(i) = [Ff’(i),hi’(i)]/ by resampling from ff’s’(i) = [FS’S’(i),hg’s’(i)}’ with
1 Sv(i) J—

weights w7, fors = 1,..., 5.

This filtering algorithm is straightforward to implement for our model because it only requires (i) to
simulate from the state transition density and (ii) evaluate the measurement density. In unreported Monte
Carlo experiments, we find that the direct application of this filtering algorithm produces, in a non negligible
fraction of the MC replications, degenerate filtered distribution of the latent factors. This degeneracy problem
has been solved by modifying the algorithm presented in this section as an auxiliary particle filter algorithm,
similarly as Pitt and Shephard (1999). See, among others, Douc, Moulines, and Olsson (2009), Carvalho,
Johannes, Lopes, and Polson (2010), Doucet (2010), Lopes and Tsay (2011), Creal (2012), Kantas, Doucet,
Singh, Maciejowski, and Chopin (2015), and the reference therein, for a more extensive description of
auxiliary particle filter. In Section 4.11.4 we describe the auxiliary particle filter used to produce the MC
results in the main body of this paper.

Sequential filtering based on auxiliary particle filter
The following steps constitute our auxiliary particle filter:

1. Start at the first date 7 = ¢ — j/3 = 0 by drawing a sample fg’(i), for s =1, ..., .5, from the stationary
distribution of f. for parameter value 6, denoted ¢ ( frs é(i)) and given in (4.11.20).

2. Atdate 7 =t — j/3 > 1/3, let the input be an approximation of the filtering distribution
14 (fT_l/g} Yo _1/3; é(i)> via particles fffll)/?’, fors=1,...,5.

223



. P . ) . .
(a) Generate auxiliary particles f.,‘?’(l) = [ F2O hs’(l)] , Where Fs’(l) = [)(’)FTS’_(?/?’ and h(z) =

ﬁgz/hj(i/?nle F (0 =F |:FT| FT—1/3 - T (1)/370(Z)i| andh (’L) hT| hT—1/3 - hT(E/Bae(Z)]

(b) The auxiliary particles are used to define weights and resample from the old particles f 1 /3
Specifically, compute the weights:

@30 o (Y| Yooy, f20300)

T

1
Vam)26i026 02 exp (V)
e dPy A O EODE (@ a0 Fp )2 —¢
— X exp 20(7)2 T os2 {;Ls,(i)} T="5h
v T2 exXp e ’

1 (.L _,y()F:.())2 _ . .
VoD explhy ) eXp{ 2 en(i0) f TSR I=12

for s = 1,...,S. Generate particles fs’(i) = [FTS’_(?/S,BT(B/?)] by resampling f 1/3 =
s,(1)  psi(0)
[F.2 1/37h ~1/3
(c) Generate a sample from £(f,|Y- 1/3,9(’)) Weuse fr| fro1/3,Yro173~ g (] fr=1/3). We draw
fT’ @ from g ( \f 1/3> This is achieved by:
(c.1)
Generate independent random numbers:

7778—7(i) ~ N(Oa 1)7 ‘575—’(1) ~ N(O’ 79(1%2)?

|" with weights W@ s = 1,..,S.

fors=1,...,5.
(c.2)
Compute
0,s,(i N 75, (3) (i
oo = | 17 8((:) |7 (i) FT?V s 4| E;
T - 0,s,(7 - ~(2 7 s,(2 s, (¢ ’
hT O P \%4 h‘r—l/3 T
fors=1,...,5.
(d) Compute the weights:
0,5,(2) . A(i
5,(3) Z()/7'|Yv‘r—l/?)f"’ ()’0( )>
ley — —< (i) ~,.
(Ve Yrgs, J205000)
exp{hs (L>} o 7[yt—d?’yt_l—’yii)(F:)’S’(i)—d3F:];51’(i))]2 _ (mt_:yél)F:),s,u))z
exp{h0 S (1)} *p 2”“) 2 26;1/)’2 exp{h?’s’(i)}
[yt dSyt 1— '7(l)( s,(4) d3 S, (l))]2 (a:tf’Q/(i)FtS'(i))Q
B X exp { 2% ( ) 2 + 26_;/5),2 szp{B:,(i)} T = tu
exp{h’ (1)/3}
exp{hO s (7)} » »
(17— 'Y )Fg,s,(i))Q (:E —’Y )Fs (z))z . 3 .
X exXp T2 ()2:xp{h2,s,(i)} + (7)26Xp{hs (1)} T—t7]/37 Jj=12,
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Generate ff’(i) = [Ff’(i),hi’(i)]’ by resampling from f?’s’(i) = [FS’S’(i),hQ’S’(i)]’ with weights
wi’(z), fors=1,..., 5.

Sequential smoothing with importance sampling

Any EM algorithm requires the computation of the smoothing distribution of the latent factor path only once
at each iteration ¢. In our specific case, we need to compute only some moments of the smoothing distribution
of the latent factor path. Specifically we need to sample from the smoothing distribution of the factors at
each high frequency date 7 = ¢ — j/3, with t = 1,...,T, and j = 0,1,2. Let ff’(i) = (Ff’(i), ﬁi’(i)),,
with s = 1, ..., S, be a sample from the smoothing distribution of the latent factors at time 7, obtained using
the estimated model parameters 6 ie. during the ¢-th iteration of the EM algorithm. Then, the conditional
expectations Fj; [| ﬁ} of the E-step for 6 = 6 can be approximated by sample averages of the S particles.

The smoothing algorithm is based on Appendix A.2 in Kim and Stoffer (2008) and the reference therein,
mainly Godsill, Doucet, and West (2004), and is free from degeneracy. It uses the particles of the filtering

. . . !/
distribution as input. Specifically, let ff’(l) = (Ff’(l), hﬁ’(l)> ,withs =1, ..., S, be draws from the filtering
distribution ¢ (fT\ Y HA(i)) for date 7 = t — j/3, j = 0,1,2 (see Section B.4.2). The following steps

constitute the backward sequential smoothing algorithm. Forany s =1, ..., S

1. Start at the last date 7 = 7', and draw f;’(i) from set {fr_rp’(i), r =1,..., S} with equal weights 1/5.
In other words, we obtain one draw from the filtering distribution ¢ < fr|Yr; é(i)> at the last sample
date.

2. For any date 7, from7 =T —1/3to 7 = 0:
(a) Compute the weights:
w:—:S-ZJ)rl/ZS X g(fjfl)/g‘f:’(i)ﬂ(i))?
forr=1,..., 5.

(b) Draw ff’(i) from {f:’(i), r =1,..., S} with probability weights {w:(riil/:’v r=1,..,5}

At the end of the smoothing algorithm we have S simulated paths {(fg’(i), ff/(;), - f;’(i)), s=1,..5}

from the smoothing distribution ¢ ( Jos 1735 s fT‘ Yr; é(i)). Note that the second step of our backward

sequential smoothing algorithm requires only (i) a sample from the filtering distribution which is already
available from the filtering algorithm, and (ii) to be able to evaluate the transition density.

Stopping rule

For the Monte Carlo EM algorithm to converge to the MLE estimate, the number of particles .S needs to
increase with the number of EM iterations, see for instance Olsson, Cappé, Douc, and Moulines (2008),
Neath (2013) and the references therein. Moreover, a rule needs to be set in order to stop the algorithm and
assess its convergence. We follow the same procedure of Kim and Stoffer (2008). On the basis of the work
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of Chan and Ledolter (1995), Kim and Stoffer (2008) start the EM algorithm with a small value of S to save
computing time, at the end of each EM iteration compute € - the estimated change in log-likelihood with
respect to the previous EM iteration - and increase S when ¢ is below a certain small lower bound. The EM
algorithm in our paper is implemented starting with a number of particles S = 500, then the value of S is
increased to 1000 as soon as € < 0.10 for a certain iteration, then S is increased to 1500 when € < 0.05,
and finally the algorithm is stopped at the first iteration in which ¢ < 0.01. The values of € and S, together
with the stopping rule, were calibrated in preliminary unreported MC experiments. See Kim and Stoffer
(2008) and Chan and Ledolter (1995) for an in-depth analysis of this procedure and the concept of “Relative
Likelihood”.
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4.12 Appendix C: Linear state space model with one flow sampled low fre-
quency variable

In this Appendix we show one way to adapt the measurement and transition equations of the linear state space
model with mixed frequency data in Bai, Ghysels, and Wright (2013), for the case of one low frequency
variable which is flow sampled. This adaptation is necessary to implement the Kalman filter algorithm for
ML estimation of the structural model without SV used in the empirical application of Section 4.6.

4.12.1 Model setup

The linear state space model without SV considered in the empirical application in Section 4.6 has one flow
sampled low frequency variable y;, with ¢ = 1, ..., T, m = 3 high frequency subperiods and a single latent
factor (i.e. ny = 1). The latent factor follows an AR(1) process:

Fijs=®1F 1z +mys  t=1,....T,  j=0,1,2, (4.12.1)
where ®; is a scalar parameter to be estimated. Latent process y* is related to the factor as follows:
Uriis = NFjs+unsys  t=1,...T,  j=012 (4.12.2)
with u; ;1 ;3 having an AR(1) representation:
Uy gtj/3 = Ay i (j—1)/3 + €144j/3 (4.12.3)

The observed low-frequency process y is flow sampled, i.e. it relates to the latent process y* in the following
way:

v =y; + yf_1/3 + yf_2/3, t=1,.,T, j=0,1,2. (4.12.4)
The high frequency process x;, ;3 relates to the factor as follows:
Tyyjrs = v2Fpj3 +uoiyj/s t=1,...,T, i=0,1,2, (4.12.5)
where:
Ugpyj/3 = doUg sy (j—1)/3 T €2,445/3 (4.12.6)

The innovations (1), (1), (¢2) are mutually independent i.i.d. Gaussian processes, with distributions

N(0,1), N(0,02,) and N'(0, 02,).

4.12.2 State space representation and Kalman filter

The above equations yield a periodic state space model with measurement equation:

. YQJ = (yt,xt)/ Jj=0
Y;":Zjatﬂ/m { ‘ , 4.12.7)
Y) = Typjm J=1,2
fort =1,...,T, where
Zo_[vl vom 1110
v 0 0 0 0 0 1]’
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Zi=[7 000 0 0 1], j=1,2,
and state vector:
/
Qtyj/3 = (FtJrj/SaFt+(j71)/37Ft+(j72)/37Ul,t+j/37ul,t+(j71)/37ul,t+(j72)/37u2,t+j/3) .

The transition equation is:

Qpyjim = Royyi—1y3+ QCt+j/3, t=1,.,T, 7=0,1,2, (4.12.8)

where ) ) ) _
;1 0 0 0 0 0 O 1 0 0
1 00 0 00 O 0 0 0
0O 1.0 0 0 0 O 0 0 0

R = 0 0 0 dp 00 0 |, Q=101 0],

0O 00 1 0 O0 O 0 00
0O 00 O 1 0 O 0 00

| 0 0 0 0 0 0 do | L0 0 1 |

Citj/m = (Metj fmo €1,645 /m> €2,445/m) > and B¢ = diag(1, 031 , 022) denotes the variance-covariance matrix
of (i1 j/m- Then, the Kalman filter algorithm presented in Appendix A can be performed after replacing

matrices Zy, Z;, IR, (Q and X by the new definitions.
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