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This paper introduces a Projected Principal Component Analysis
(Projected-PCA), which employs principal component analysis to the pro-
jected (smoothed) data matrix onto a given linear space spanned by covari-
ates. When it applies to high-dimensional factor analysis, the projection re-
moves noise components. We show that the unobserved latent factors can
be more accurately estimated than the conventional PCA if the projection
is genuine, or more precisely, when the factor loading matrices are related
to the projected linear space. When the dimensionality is large, the factors
can be estimated accurately even when the sample size is finite. We pro-
pose a flexible semiparametric factor model, which decomposes the factor
loading matrix into the component that can be explained by subject-specific
covariates and the orthogonal residual component. The covariates’ effects
on the factor loadings are further modeled by the additive model via sieve
approximations. By using the newly proposed Projected-PCA, the rates of
convergence of the smooth factor loading matrices are obtained, which are
much faster than those of the conventional factor analysis. The convergence
is achieved even when the sample size is finite and is particularly appealing
in the high-dimension-low-sample-size situation. This leads us to developing
nonparametric tests on whether observed covariates have explaining powers
on the loadings and whether they fully explain the loadings. The proposed
method is illustrated by both simulated data and the returns of the compo-
nents of the S&P 500 index.

1. Introduction. Factor analysis is one of the most useful tools for modeling
common dependence among multivariate outputs. Suppose that we observe data
{yit}i<p,r<r that can be decomposed as

K
(1.1) vie = hikfok +uie,  i=1...,pr=1,...T,
k=1
where { f1, ..., fix} are unobservable common factors; {A;1, ..., Ajx} are corre-

sponding factor loadings for variable i, and u;; denotes the idiosyncratic compo-

Received January 2015; revised July 2015.
1Supported by NSF Grants DMS-12-06464 and 2R01-GM072611-9, and the Research and Schol-
arship award from University of Maryland.
MSC2010 subject classifications. Primary 62H25; secondary 62H15.
Key words and phrases. Semiparametric factor models, high-dimensionality, loading matrix
modeling, sieve approximation.

219


http://www.imstat.org/aos/
http://dx.doi.org/10.1214/15-AOS1364
http://www.imstat.org
http://www.ams.org/mathscinet/msc/msc2010.html

220 J. FAN, Y. LIAO AND W. WANG

nent that cannot be explained by the static common component. Here, p and T,
respectively, denote the dimension and sample size of the data.

Model (1.1) has broad applications in the statistics literature. For instance, y; =
(Y175 ..., ypt) can be expression profiles or blood oxygenation level dependent
(BOLD) measurements for the #th microarray, proteomic or fMRI-image, whereas
i represents a gene or protein or a voxel. See, for example, Desai and Storey
(2012), Efron (2010), Fan, Han and Gu (2012), Friguet, Kloareg and Causeur
(2009), Leek and Storey (2008). The separations between the common factors
and idiosyncratic components are carried out by the low-rank plus sparsity de-
composition. See, for example, Cai, Ma and Wu (2013), Candes and Recht (2009),
Fan, Liao and Mincheva (2013), Koltchinskii, Lounici and Tsybakov (2011), Ma
(2013), Negahban and Wainwright (2011).

The factor model (1.1) has also been extensively studied in the econometric lit-
erature, in which y; is the vector of economic outputs at time ¢ or excessive returns
for individual assets on day 7. The unknown factors and loadings are typically esti-
mated by the principal component analysis (PCA) and the separations between the
common factors and idiosyncratic components are characterized via static perva-
siveness assumptions. See, for instance, Bai (2003), Bai and Ng (2002), Breitung
and Tenhofen (2011), Lam and Yao (2012), Stock and Watson (2002) among oth-
ers. In this paper, we consider static factor model, which differs from the dynamic
factor model [Forni and Lippi (2001), Forni et al. (2000, 2015)]. The dynamic
model allows more general infinite dimensional representations. For this type of
model, the frequency domain PCA [Brillinger (1981)] was applied on the spectral
density. The so-called dynamic pervasiveness condition also plays a crucial role in
achieving consistent estimation of the spectral density.

Accurately estimating the loadings and unobserved factors are very important in
statistical applications. In calculating the false-discovery proportion for large-scale
hypothesis testing, one needs to adjust accurately the common dependence via sub-
tracting it from the data in (1.1) [Friguet, Kloareg and Causeur (2009), Leek and
Storey (2008), Efron (2010), Desai and Storey (2012), Fan, Han and Gu (2012)].
In financial applications, we would like to understand accurately how each individ-
ual stock depends on unobserved common factors in order to appreciate its relative
performance and risks. In the aforementioned applications, dimensionality is much
higher than sample-size. However, the existing asymptotic analysis shows that the
consistent estimation of the parameters in model (1.1) requires a relatively large 7.
In particular, the individual loadings can be estimated no faster than Op (T~Y2y,
But large sample sizes are not always available. Even with the availability of “Big
Data,” heterogeneity and other issues make direct applications of (1.1) with large
T infeasible. For instance, in financial applications, to pertain the stationarity in
model (1.1) with time-invariant loading coefficients, a relatively short time series
is often used. To make observed data less serially correlated, monthly returns are
frequently used to reduce the serial correlations, yet a monthly data over three
consecutive years contain merely 36 observations.
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1.1. This paper. To overcome the aforementioned problems, and when rele-
vant covariates are available, it may be helpful to incorporate them into the model.
Let X; = (X1, ..., X;q) be a vector of d-dimensional covariates associated with
the ith variables. In the seminal papers by Connor and Linton (2007) and Connor,
Hagmann and Linton (2012), the authors studied the following semi-parametric
factor model:

K
(12) ylt:ng(Xl).f.[k+ulla l:1,.,p,t:1,,T,
k=1

where loading coefficients in (1.1) are modeled as A;; = gx (X;) for some functions
gk (+). For instance, in health studies, X; can be individual characteristics (e.g.,
age, weight, clinical and genetic information); in financial applications X; can be
a vector of firm-specific characteristics (market capitalization, price-earning ratio,
etc.).

The semiparametric model (1.2), however, can be restrictive in many cases, as
it requires that the loading matrix be fully explained by the covariates. A natural
relaxation is the following semiparametric model:

(1.3) rik = gx(Xy) + Yik, i=1,....,p,k=1,...,K,

where y;x is the component of loading coefficient that cannot be explained by the
covariates X;. Let ¥; = (¥i1, ..., ¥ik)'. We assume that {:}i<p have mean zero,
and are independent of {X;};<, and {u;;};<p <7. In other words, we impose the
following factor structure:

K

k=1

which reduces to model (1.2) when y;; = 0 and model (1.1) when g (-) = 0. When
X; genuinely explains a part of loading coefficients A;x, the variability of y;i is
smaller than that of A;z. Hence, the coefficient y;; can be more accurately es-
timated by using regression model (1.3), as long as the functions g (-) can be
accurately estimated.

Let Y be the p x T matrix of y;;, F be the T x K matrix of fi;, G(X) be the
p x K matrix of gx(X;), I' be the p x K matrix of y;z and U be p x T matrix of
u;;. Then model (1.4) can be written in a more compact matrix form:

(1.5) Y={GX)+T}F +U.

We treat the loadings G(X) and I' as realizations of random matrices throughout
the paper. This model is also closely related to the supervised singular value de-
composition model, recently studied by Li et al. (2015). The authors showed that
the model is useful in studying the gene expression and single-nucleotide poly-
morphism (SNP) data, and proposed an EM algorithm for parameter estimation.
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We propose a Projected-PCA estimator for both the loading functions and fac-
tors. Our estimator is constructed by first projecting Y onto the sieve space spanned
by {X;}i<p. then applying PCA to the projected data or fitted values. Due to the
approximate orthogonality condition of X, U and I', the projection of Y is approx-
imately G(X)F’, as the smoothing projection suppresses the noise terms I' and
U substantially. Therefore, applying PCA to the projected data allows us to work
directly on the sample covariance of G(X)F’, which is G(X)G(X)" under normal-
ization conditions. This substantially improves the estimation accuracy, and also
facilitates the theoretical analysis. In contrast, the traditional PCA method for fac-
tor analysis [e.g., Stock and Watson (2002), Bai and Ng (2002)] is no longer suit-
able in the current context. Moreover, the idea of Projected-PCA is also potentially
applicable to dynamic factor models of Forni et al. (2000), by first projecting the
data onto the covariate space.

The asymptotic properties of the proposed estimators are carefully studied. We
demonstrate that as long as the projection is genuine, the consistency of the pro-
posed estimator for latent factors and loading matrices requires only p — oo, and
T does not need to grow, which is attractive in the typical high-dimension-low-
sample-size (HDLSS) situations [e.g., Ahn et al. (2007), Jung and Marron (2009),
Shen, Shen and Marron (2013)]. In addition, if both p and T grow simultaneously,
then with sufficiently smooth g (-), using the sieve approximation, the rate of con-
vergence for the estimators is much faster than those of the existing results for
model (1.1). Typically, the loading functions can be estimated at a convergence
rate Op((p T)~1/2), and the factor can be estimated at O p( p‘l). Throughout the
paper, K = dim(f;) and d = dim(X;) are assumed to be constant and do not grow.

Let A be a p x K matrix of (Ajx)7xx. Model (1.3) implies a decomposition of
the loading matrix:

A=GX)+T, E(TX) =0,

where G(X) and I' are orthogonal loading components in the sense that
EG(X)I'' = 0. We conduct two specification tests for the hypotheses:

H(} :GX)=0 a.s. and Hg =0 a.s.

The first problem is about testing whether the observed covariates have explain-
ing power on the loadings. If the null hypothesis is rejected, it gives us the the-
oretical basis to employ the Projected-PCA, as the projection is now genuine.
Our empirical study on the asset returns shows that firm market characteristics do
have explanatory power on the factor loadings, which lends further support to our
Projected-PCA method. The second tests whether covariates fully explain the load-
ings. Our aforementioned empirical study also shows that model (1.2) used in the
financial econometrics literature is inadequate and more generalized model (1.5) is
necessary. As claimed earlier, even if Hg does not hold, as long as G(X) # 0, the
Projected-PCA can still consistently estimate the factors as p — oo, and 7T may
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or may not grow. Our simulated experiments confirm that the estimation accuracy
is gained more significantly for small 7’s. This shows one of the benefits of using
our Projected-PCA method over the traditional methods in the literature.

In addition, as a further illustration of the benefits of using projected data, we
apply the Projected-PCA to consistently estimate the number of factors, which is
similar to those in Ahn and Horenstein (2013) and Lam and Yao (2012). Different
from these authors, our method applies to the projected data, and we demonstrate
numerically that this can significantly improve the estimation accuracy.

We focus on the case when the observed covariates are time-invariant. When T
is small, these covariates are approximately locally constant, so this assumption is
reasonable in practice. On the other hand, there may exist individual characteristics
that are time-variant [e.g., see Park et al. (2009)]. We expect the conclusions in the
current paper to still hold if some smoothness assumptions are added for the time
varying components of the covariates. Due to the space limit, we provide heuristic
discussions on this case in the supplementary material of this paper [Fan, Liao and
Wang (2015)]. In addition, note that in the usual factor model, A was assumed to
be deterministic. In this paper, however, A is mainly treated to be stochastic, and
potentially depend on a set of covariates. But we would like to emphasize that the
results presented in Section 3 under the framework of more general factor models
hold regardless of whether A is stochastic or deterministic. Finally, while some
financial applications are presented in this paper, the Projected-PCA is expected
to be useful in broad areas of statistical applications [e.g., see Li et al. (2015) for
applications in gene expression data analysis].

1.2. Notation and organization. Throughout this paper, for a matrix A, let
IAlF = tr'/2(A’A) and [[All2 = Aniax(A'A), [|A|max = max;j|A;;| denote its
Frobenius, spectral and max- norms. Let Ayijn(+) and Amax (+) denote the minimum
and maximum eigenvalues of a square matrix. For a vector v, let ||v| denote its
Euclidean norm.

The rest of the paper is organized as follows. Section 2 introduces the new
Projected-PCA method and defines the corresponding estimators for the loadings
and factors. Sections 3 and 4 provide asymptotic analysis of the introduced estima-
tors. Section 5 introduces new specification tests for the orthogonal decomposition
of the semiparametric loadings. Section 6 concerns about estimating the number
of factors. Section 7 presents numerical results. Finally, Section 8 concludes. All
the proofs are given in the Appendix and the supplementary material [Fan, Liao
and Wang (2015)].

2. Projected principal component analysis.

2.1. Overview. In the high-dimensional factor model, let A be the p x K ma-
trix of loadings. Then the general model (1.1) can be written as

2.1 Y =AF +U.
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Suppose we additionally observe a set of covariates {X;};<,. The basic idea
of the Projected-PCA is to smooth the observations {Y;;}i<, for each given day 7
against its associated covariates. More specifically, let {Y, t}i<p be the fitted value
after regressing {Y;;}i<, on {/)\( Ji<p for each given 7. This results in a smooth or
projected observation matrix Y, which will also be denoted by PY. The Projected-
PCA then estimates the factors and loadings by running the PCA based on the
projected data Y.

Here, we heuristically describe the idea of Projected-PCA; rigorous analysis
will be carried out afterward. Let X be a space spanned by X = {X;};<,, which is
orthogonal to the error matrix U. Let P denote the projection matrix onto X [whose
formal definition will be given in (2.6) below. At the population level, P approx-
imates the conditional expectation operator E(-|X), which satlsﬁes EU|X) =0],
then P2 = P and PU ~ 0. Hence, analyzing the projected data Y = PY is an ap-
proximately noiseless problem, and the sample covariance has the following ap-
proximation:

loges 1 1
(2.2) —Y'Y = —Y'PY~ —FA'PAF'.
T T T
We now argue that F and PA can be recovered from the projected data Y under
some suitable normalization condition. The normalization conditions we impose
are

1
(2.3) ?F/ F=1Ig, A’PA is a diagonal matrix with distinct entries.

Under this normalization, using (2.2), %Y/ PYF ~ FA’'PA. We conclude that the

columns of F are approximately /7 times the first K eigenvectors of the 7 x T
matrix %Y/ PY. Therefore, the Projected-PCA naturally defines a factor estimator

F using the first K principal components of %Y/ PY.
The projected loading matrix PA can also be recovered from the projected data
PY in two (equivalent) ways. Given F, from %PYF =PA+ %PUF, we see PA ~

%PYF. Alternatively, consider the p x p projected sample covariance:
1 ~
—PYY’P =PAA'P+A,

where Aisa remaining term depending on PU. Right multiplying PA and ignoring
A we obtain (}PYY P)PA =~ PA(A'PA). Hence, the (normalized) columns of
PA approximate the first K eigenvectors of }PYY/ P, the p x p sample covariance
matrix based on the projected data. Therefore, we can either estimate PA by %PY?
given F, or by the leading eigenvectors of %PYY/ P. In fact, we shall see later that
these two estimators are equivalent. If in addition, A = PA, that is, the loading
matrix belongs to the space X, then A can also be recovered from the projected
data.
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The above arguments are the fundament of the Projected-PCA, and provide the
rationale of our estimators to be defined in Section 2.3. We shall make the above
arguments rigorous by showing that the projected error PU is asymptotically neg-
ligible and, therefore, the idiosyncratic error term U can be completely removed
by the projection step.

2.2. Semiparametric factor model. As one of the useful examples of forming
the space X and the projection operator, this paper considers model (1.4), where
X;’s and y;,’s are the only observable data, and {gx(-)}x<x are unknown nonpara-
metric functions. The specific case (1.2) (with y;; = 0) was used extensively in
the financial studies by Connor and Linton (2007), Connor, Hagmann and Linton
(2012) and Park et al. (2009), with X;’s being the observed “market characteristic
variables.” We assume K to be known for now. In Section 6, we will propose a
projected-eigenvalue-ratio method to consistently estimate K when it is unknown.

We assume that g (X;) does not depend on ¢, which means the loadings repre-
sent the cross-sectional heterogeneity only. Such a model specification is reason-
able since in many applications using factor models, to pertain the stationarity of
the time series, the analysis can be conducted within each fixed time window with
either a fixed or slowly-growing 7. Through localization in time, it is not strin-
gent to require the loadings be time-invariant. This also shows one of the attractive
features of our asymptotic results: under mild conditions, our factor estimates are
consistent even if 7 is finite.

To nonparametrically estimate gx(X;) without the curse of dimensionality when
X; is multivariate, we assume g (-) to be additive: for each k < K, i < p, there are
(gk1s - - - » 8kq) nonparametric functions such that

d
(2.4) X)) =) guXi),  d=dimX)).
=1

Each additive component of g is estimated by the sieve method. Define {¢;(x),
¢2(x), ...} to be a set of basis functions (e.g., B-spline, Fourier series, wavelets,
polynomial series), which spans a dense linear space of the functional space for
{gr1}. Then foreach !/ <d,

J

(2.5)  guXi) = Z bjrdj(Xir) + Ru(Xip), k<K,i<p,l=d.
j=1

Here, {b; 1/} j< are the sieve coefficients of the /th additive component of g (X;),
corresponding to the kth factor loading; Ry; is a “remaining function” representing
the approximation error; J denotes the number of sieve terms which grows slowly
as p — oo. The basic assumption for sieve approximation is that sup, | R (x)| —
0 as J — oo. We take the same basis functions in (2.5) purely for simplicity of
notation.
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Define, for each k < K and for each i < p,

/ Jd
b, =ik, byk1,-. b1 ka, ..., byra) €eRY,

¢ Xi) = (p1(Xi1), -, ¢ (Xi1)s -, d1(Xia)s - ., 1 (Xia)) € RV

Then we can write
d
gr(Xi) = p(Xi)' b + D Ru(Xin).
=1

Let B = (by,...,bg) be a (Jd) x K matrix of sieve coefficients, ®(X) =
(@(X1),...,0(X,)) bea p x (Jd) matrix of basis functions, and R(X) be p x K
matrix with the (i, k)th element Zle Ry (X;1). Then the matrix form of (2.4) and
(2.5)1s

G(X) = (X)B + R(X).
Substituting this into (1.5), we write
Y={®X)B +T}F +RX)F +U.

We see that the residual term consists of two parts: the sieve approximation error
R(X)F’ and the idiosyncratic U. Furthermore, the random effect assumption on
the coefficients I' makes it also behave like noise, and hence negligible when the
projection operator P is applied.

2.3. The estimator. Based on the idea described in Section 2.1, we propose a
Projected-PCA method, where X is the sieve space spanned by the basis functions
of X, and P is chosen as the projection matrix onto X', defined by the p x p
projection matrix

(2.6) P = &(X)(0X) (X)) (X))

The estimatgrs of the model parameters in (1.5) are defined as follows. The
columns of F/+/T are defined as the eigenvectors corresponding to the first K
largest eigenvalues of the T x T matrix Y'PY, and

(2.7) GX) = %PYF

is the estimator of G(X).

The intuition can be readily seen from the discussions in Section 2.1, which also
provides an alternative formulation of G(X) as follows: let D be a K x K diago-
nal matrix consisting of the largest K eigenvalues of the p x p matrix %PYY/ P.
Let & = (El, - ,EK) be a p x K matrix whose columns are the corresponding
eigenvectors. According to the relation ( %PYY’ P)PA ~PA(A’PA) described in
Section 2.1, we can also estimate G(X) or PA by

G(X)=ED!2.
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We shall show in Lemma A.1 that this is equivalent to (2.7). Therefore, unlike
the traditional PCA method for usual factor models [e.g., Bai (2003), Stock and
Watson (2002)], the Projected-PCA takes the principal components of the pro-
jected data PY. The estimator is thus invariant to the rotation-transformations of
the sieve bases.

The estimation of the loading component I' that cannot be explained by the co-
variates can be estimated as follows. With the estimated factors f, the least-squares
estimator of loading matrix is A= Yﬁ/T, by using (2.1) and (2.3). Therefore,
by (1.5), a natural estimator of I is

(2.8) f:K—Q&:%ﬂ—PWﬁ

2.4. Connection with panel data models with time-varying coefficients. Con-
sider a panel data model with time-varying coefficients as follows:

(2.9) yie =X B, + e+ uir, i<p,t<T,

where X; is a d-dimensional vector of time-invariant regressors for individual i;
U: denotes the unobservable random time effect; u;; is the regression error term.
The regression coefficient §, is also assumed to be random and time-varying, but
is common across the cross-sectional individuals.

The semiparametric factor model admits (2.9) as a special case. Note that (2.9)
can be rewritten as y;; = g(X;)'f; + u;, with K = d + 1 unobservable “factors”
f; = (s, B;)" and “loading” g(X;) = (1, X})". The model (1.4) being considered,
on the other hand, allows more general nonparametric loading functions.

3. Projected-PCA in conventional factor models. Let us first consider the
asymptotic performance of the Projected-PCA in the conventional factor model:

3.1) Y = AF + U.

In the usual statistical applications for factor analysis, the latent factors are as-
sumed to be serially independent, while in financial applications, the factors are
often treated to be weakly dependent time series satisfying strong mixing condi-
tions.

We now demonstrate by a simple example that latent factors F can be estimated
at a faster rate of convergence by Projected-PCA than the conventional PCA and
that they can be consistently estimated even when sample size T is finite.

EXAMPLE 3.1. To appreciate the intuition, let us consider a specific case in
which K =1 so that model (1.4) reduces to

yir = &(X;) fr + i fr + uir.
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Assume that g(-) is so smooth that it is in fact a constant 8 (otherwise, we can use
a local constant approximation), where 8 > 0. Then the model reduces to

Yit = Bft + Vi fr +uir.

The projection in this case is averaging over i, which yields

yie=Bft +v.fi +u,

where y.;, y. and u., denote the averages of their corresponding quantities over i.
For the identification purpose, suppose Ey; = Eu;; =0, and Z,T: 1 f,2 =T. Ignor-
ing the last two terms, we obtain estimators

LT 1/2
(3.2) B= (; Z&%) and  f, =73./B.
t=1

These estimators are special cases of the Projected-PCA estimators. To see this,
define y = (.1, ..., y.7)’, and let 1,, be a p-dimensional column vector of ones.
Take a naive basis ®(X) = 1,; then the projected data matrix is in fact PY =1,y’.
Consider the 7 x T matrix Y'PY = (1,¥')'1,y' = pyy’, whose largest eigenvalue
is p||¥||*>. From

y _2 ¥
YPY = = plyl* =
Iyl Iyl
we have the first eigenvector of Y'PY equals y/||y|l. Hence, the Projected-PCA
estimator of factors is F = /T y/|lyll. In addition, the Projected-PCA estimator of
the loading vector 81, is
1

~ 1

?lpy/F = ﬁlp”y”-

Hence, the Projected-PCA-estimator of 8 equals |y|/ VT. These estimators
match with (3.2). Moreover, since the ignored two terms y. and u.; are of order
0Op (p~Y2), B and ﬁ converge whether or not 7 is large. Note that this simple
example satisfies all the assumptions to be stated below, and B and ﬁ achieve the
same rate of convergence as that of Theorem 4.1. We shall present more details
about this example in Appendix G in the supplementary material [Fan, Liao and
Wang (2015)].

3.1. Asymptotic properties of Projected-PCA. We now state the conditions
and results formally in the more general factor model (3.1). Recall that the pro-
jection matrix is defined as

P = &(X)(®X) (X)) (X))

The following assumption is the key condition of the Projected-PCA.
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ASSUMPTION 3.1 (Genuine projection). There are positive constants cpi, and
cmax such that, with probability approaching one (as p — 00),

Cmin < )\min(pilA/PA) < )\max(pilA/PA) < Cmax-

Since the dimensions of ®(X) and A are, respectively, p x Jd and p x K,
Assumption 3.1 requires Jd > K, which is reasonable since we assume K, the
number of factors, to be fixed throughout the paper.

Assumption 3.1 is similar to the pervasive condition on the factor loadings
[Stock and Watson (2002)]. In our context, this condition requires the covariates
X have nonvanishing explaining power on the loading matrix, so that the projec-
tion matrix A'PA has spiked eigenvalues. Note that it rules out the case when X
is completely unassociated with the loading matrix A (e.g., when X is pure noise).
One of the typical examples that satisfies this assumption is the semiparametric
factor model [model (1.4)]. We shall study this specific type of factor model in
Section 4, and prove Assumption 3.1 in the supplementary material [Fan, Liao and
Wang (2015)].

Note that F and A are not separately identified, because for any nonsingular H,
AF’ = AH"'HF'. Therefore, we assume the following.

ASSUMPTION 3.2 (Identification). Almost surely, T-'F'F =1 and A’PA is
a K x K diagonal matrix with distinct entries.

This condition corresponds to the PC1 condition of Bai and Ng (2013), which
separately identifies the factors and loadings from their product AF’. It is often
used in factor analysis for identification, and means that the columns of factors
and loadings can be orthogonalized [also see Bai and Li (2012)].

ASSUMPTION 3.3 (Basis functions). (i) There are dpin, and dpyax > 0 so that
with probability approaching one (as p — 00),

dinin < min (P71 @ (X) (X)) < Amax (P71 P X) D (X)) < dimax.

(i) max <y i<pi<a E¢;(Xi1)* < 0o.

Note that p~'®@X)®(X) = p~ ' 27, ¢ (Xi)'¢(X;) and ¢(X;) is a vector of
dimensionality Jd < p. Thus, condition (i) can follow from the strong law of
large numbers. For instance, {X;};<, are weakly correlated and in the population
level E¢(X;) ¢ (X;) is well-conditioned. In addition, this condition can be sat-
isfied through proper normalizations of commonly used basis functions such as
B-splines, wavelets, Fourier basis, etc. In the general setup of this paper, we allow
{Xi}i<p’s to be cross-sectionally dependent and nonstationary. Regularity condi-
tions about weak dependence and stationarity are imposed only on {(f;, u;)} as
follows.
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We impose the strong mixing condition. Let .7-"900 and F7° denote the o-
algebras generated by {(f;,u;) : ¢t <0} and {(f;, u;) : t > T}, respectively. Define
the mixing coefficient

a(T) = sup |P(A)P(B) — P(AB)|.
AeF® BeFy®

ASSUMPTION 3.4 (Data generating process). (i) {u;,f;};<7 is strictly sta-
tionary. In addition, Eu;; = 0 for all i < p, j < K; {u;};<7 is independent of
{Xi, fi}i<pi<r.

(i1) Strong mixing: there exist 1, C1 > 0 such that for all T > 0,

a(T) <exp(—CiT™).

(iii) Weak dependence: there is C, > 0 so that

P
m<aX2|Euitujt| < (y,
=p
i=1

1 p p T T
— Y D DY |Euiujs| < Ca,
V2 e o

1 L

p T
max — » Y > |cov(uiritks, tisms)| < Ca.

k=1m=1t=1s=1

(iv) Exponential tail: there exist 2, r3 > 0 satisfying r~ s ry '+ r3 '>1and
b1, by > 0, such that forany s > 0,i < pand j <K,

P(luit| > 5) < exp(—(s/b1)"), P(Ifjel > 5) <exp(—(s/b2)").

Assumption 3.4 is standard, especially condition (iii) is commonly imposed
for high-dimensional factor analysis [e.g., Bai (2003), Stock and Watson (2002)],
which requires {u;;}i<p <7 be weakly dependent both serially and cross-
sectionally. It is often satisfied when the covariance matrix Eu,u, is sufficiently
sparse under the strong mixing condition. We provide primitive conditions of con-
dition (iii) in the supplementary material [Fan, Liao and Wang (2015)].

Formally, we have the following theorem:

THEOREM 3.1. Consider the conventional factor model (3.1) with Assump-
tions 3.1-3.4. The Projected-PCA estimators ¥ and G(X) defined in Section 2.3
satisfy, as p — oo [J, T may either grow simultaneously with p satisfying J =
o(/p) or stay constant with Jd > K],

1 ~ J
2 7IF ¥ = 02 ().
1,~ 2 J ]2
(3.4) 16X —PAJ; = op(p_TJr?),
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To compare with the traditional PCA method, the convergence rate for the es-
timated factors is improved for small 7. In particular, the Projected-PCA does
not require 7 — 00, and also has a good rate of convergence for the loading ma-
trix up to a projection transformation. Hence, we have achieved a finite-7 consis-
tency, which is particularly interesting in the “high-dimensional-low-sample-size”
(HDLSS) context, considered by Jung and Marron (2009). In contrast, the tradi-
tional PCA method achieves a rate of convergence of Op(1/p + 1/T?) for esti-
mating factors, and Op(1/T + 1/ p) for estimating loadings. See Remarks 4.1, 4.2
below for additional details.

Let X = cov(y;) be the p x p covariance matrix of y; = (y1s, ..., yp/)'. Con-
vergence (3.4) in Theorem 3.1 also describes the relationship between the leading
eigenvectors of %PYY’P and those of X. To see this, let E = (§(,...,&x) be

the eigenvectors of X corresponding to the first K eigenvalues. Under the per-
vasiveness condition, E can be approximated by A multiplied by a positive defi-
nite matrix of transformation [Fan, I:iao agld Mincheva (2013)]. In tlle context of
Projected-PCA, by definition, & = G(X)D~!/2; here we recall that D is a diago-
nal matrix consisting of the largest K eigenvalues of %PYY/ P,and E isa pxK
matrix whose columns are the corresponding eigenvectors. Then (3.4) immedi-
ately implies the following corollary, which complements the PCA consistency in
spiked covariance models [e.g., Johnstone (2001) and Paul (2007)].

COROLLARY 3.1. Under the conditions of Theorem 3.1, there is a K x K
positive definite matrix V, whose eigenvalues are bounded away from both zero and
infinity, so that as p — oo [J, T may either grow simultaneously with p satisfying
J =o(/p) or stay constant with Jd > K],

_ 1 J J 1
18 = EVIr = 0p(NZul+ [ + 5 + = IPA = Allp).
p pT p Jp

4. Projected-PCA in semiparametric factor models.

4.1. Sieve approximations. In the semiparametric factor model, it is assumed
that A;x = gx(X;) + yikx, where gx(X;) is a nonparametric smooth function for the
observed covariates, and y;x is the unobserved random loading component that is
independent of X;. Hence, the model is written as

K

Vit = Z{gk(Xz’) + Yik} fere + uie, i=1,....,p,t=1,...,T.
k=1

In the matrix form,
Y ={GX) + I'}F/ + U,

and G(X) does not vanish (pervasive condition; see Assumption 4.2 below).
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The estimators F and (A}(X) are the Projected-PCA estimators as defined in
Section 2.3. We now define the estimator of the nonparametric function gi(-),

k=1,..., K. In the matrix form, the projected data has the following sieve ap-
proximated representation:
4.1) PY = ®(X)BF +E,

where E = PTF' 4+ PR(X)F’ + PU is “small” because T and U are orthogonal to
the function space spanned by X, and R(X) is the sieve approximation error. The
sieve coefficient matrix B = (b, T bg) can be es:[\imated by least squares from
the projected model (4.1): Ignore E, replace F with F, and solve (4.1) to obtain

S ~ 1 _ -
B=(bi.....bx) = [0(X) (X)) '®(X)'YF.

We then estimate g (-) by
G =9 ¥xeX k=1,...,K,

where X’ denotes the support of X;.

4.2. Asymptotic analysis. When A = G(X) + I', G(X) can be understood as
the projection of A onto the sieve space spanned by X. Hence, the following as-
sumption is a specific version of Assumptions 3.1 and 3.2 in the current context.

ASSUMPTION 4.1. (i) Almost surely, T~'F'F =Ig and G(X)'G(X) isa K x
K diagonal matrix with distinct entries.

(i1) There are two positive constants cpin and cmax SO that with probability ap-
proaching one (as p — 00),

cmin < Amin(P T TG(X) G(X)) < Amax (P 'G(X)' G(X)) < Cmax-

In this section, we do not need to assume {y;};<, to be i.i.d. for the estimation
purpose. Cross-sectional weak dependence as in Assumption 4.2(ii) below would
be sufficient. The i.i.d. assumption will be only needed when we consider specifi-
cation tests in Section 5. Write y; = (1, ..., Yik)', and

1
Vp = max — var(yik).
P k<K p l;p (Vzk)

ASSUMPTION 4.2. (i) Ey;x =0 and {X;}; < is independent of {y;r}i<p.
(i) maxg <k i<p Egi(X;)? < o0, v, < 0o and

max Eviivikl = O(vy).
kiK’jfpgl VikYikl = O (vp)

The following set of conditions is concerned about the accuracy of the sieve
approximation.



PROJECTED-PCA 233

ASSUMPTION 4.3 (Accuracy of sieve approximation). VI <d,k <K,
(1) the loading component gi;(-) belongs to a Holder class G defined by
G=1{g:1g" ) " ®| = Lls —11%)
for some L > 0;
(i1) the sieve coefficients {by j;} ;< satisfy for k =2(r +a) >4, as J — 00,
2

J
sup |gri(x) — Y _ br i (x)| = 0(J7),
xXeX; j=1

where A; is the support of the /th element of X;, and J is the sieve dimension.

aee 2
(iil) maxg, j1 by ;; < o0.

Condition (ii) is satisfied by common basis. For example, when {¢;} is polyno-
mial basis or B-splines, condition (ii) is implied by condition (i) [see, e.g., Lorentz
(1986) and Chen (2007)].

THEOREM 4.1. Suppose J = o(,/p). Under Assumptions 3.3, 3.4, 4.1-4.3,
as p,J — 00, T can be either divergent or bounded, we have that

LF-FR -0 <1+ 1)

T F — P p JK )
1, -~ J J J Jv
1B = GO} = 0p (25 + T+ ),
p p p

_ J J J v,
g{rlsagigglgk(X) —g(x)| = 0p<; + T T JJ;) r}lgsgpm (x0)].

In addition, if T — oo simultaneously with p and J, then

1 - J 1 1 Jv
—|IT-T|3=0 (— -+ — —P)
pll 7= 0P p2+T+JK+ 5

The optimal J* = (p min{T, p, v;l N/ simultaneously minimizes the conver-
gence rates of the factors and nonparametric loading function g (-). It also satisfies
the constraint J* = o(,/p) as k > 4. With J = J*, we have

1 & 5 1
Ay =0p(—),
= p

1 & ) 1
I e — X2 = 0 ( ) Vi,
p;|g # | d (pmin{T, p, v, ' }I-1/

max; <y sup, |¢;(x)] )

max sup g (x) — gr(x) =0p(
kaxe/I\)’|g 8| (pmin{T, p, v, 'H1/2=1/«
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and T = @y ,571,)/ satisfies

1 & ) 1 1
— > 7 =il =0P( —>-
P iz

- — +
(pmin(T, p,v,'Hi=1k = T

Some remarks about these rates of convergence compared with those of the
conventional factor analysis are in order.

REMARK 4.1. The rates of convergence for factors and nonparametric func-
tions do not require 7 — oco. When T = O (1),

1 & 1 12 ) 1
=2 I — £ = 0P<_), =D J8X) — ge(X)|” = OP(ﬁ)-
T = p rig plle

The rates still converge fast when p is large, demonstrating the blessing of dimen-
sionality. This is an attractive feature of the Projected-PCA in the HDLSS context,
as in many applications, the stationarity of a time series and the time-invariance
assumption on the loadings hold only for a short period of time. In contrast, in
the usual factor analysis, consistency is granted only when 7 — oo. For example,
according to Fan, Liao and Shi (2015) (Lemma C.1), the regular PCA method has
the following convergence rate:

LS E 6= 0 (5 +73)
A t t — P p T2 )
=1
which is inconsistent when T is bounded.
REMARK 4.2. When both p and T are large, the Projected-PCA estimates
factors as well as the regular PCA does, and achieves a faster rate of convergence

for the estimated loadings whenAyik vanishes. In this case, Ay = gr(X;), the load-
ing matrix is estimated by A = G(X), and

LR 1 & 1 1
I W E . (X;) — N2 —
— [Aik — Aik]” = » i:1|gk(Xl) gk(Xl)| = OP((pT)ll/K + p22/K>'

S |-

1

In contrast, the regular PCA method as in Stock and Watson (2002) yields
1 ~ ) 1 1
— Y ik — Ai|* = 0P<— + —)-
Pio r p

Comparing these rates, we see that when g (-)’s are sufficiently smooth (larger «),
the rate of convergence for the estimated loadings is also improved.
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5. Semiparametric specification test. The loading matrix always has the fol-
lowing orthogonal decomposition:

A=GX)+T,

where I is interpreted as the loading component that cannot be explained by X. We
consider two types of specification tests: testing HO1 :G(X) =0, and HO2 :T'=0.
The former tests whether the observed covariates have explaining powers on the
loadings, while the latter tests whether the covariates fully explain the loadings.
The former provides a diagnostic tool as to whether or not to employ the Projected-
PCA; the latter tests the adequacy of the semiparametric factor models in the liter-
ature.

5.1. Testing G(X) =0. Testing whether the observed covariates have explain-
ing powers on the factor loadings can be formulated as the following null hypoth-
esis:

Hy:GX)=0  as.

Due to the approximate orthogonality of X and I', we have PA ~ G(X). Hence,
the null hypothesis is approximately equivalent to

Hy:PA=0 a.s.

This motivates a statistic ||P1N\ ||%, = tr(K/PK) for a consistent loading estimator A.
Normalizing the test statistic by its asymptotic variance leads to the test statistic

-1
S = l tr(WIIN\/PJN\), W, = < ! X/X> s
D D

where the K x K matrix W is the weight matrix. The null hypothesis is rejected
when Sg is large.

The Projected-PCA estimator is inappropriate under the null hypothesis as the
projection is not genuine. We therefore use the least squares estimator A=YF /T,
leading to the test statistic

Sg = ! tr(W,F Y PYF
G—TTP r( 1 )

Here, we take F as the traditional PCA estimator: the columns of IN?‘/ ﬁ are the
first K eigenvectors of the T x T data matrix Y'Y.

5.2. Testing T = 0. Connor, Hagmann and Linton (2012) applied the semi-
parametric factor model to analyzing financial returns, who assumed that I' = 0,
that is, the loading matrix can be fully explained by the observed covariates. It is
therefore natural to test the following null hypothesis of specification:

H}:T=0 as.
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Recall that G(X) ~ PA so that A ~ PA + I'. Therefore, essentially the specifica-
tion testing problem is equivalent to testing

Hy:PA=A a.s.

That is, we are testing whether the loading matrix in the factor model belongs to
the space spanned by the observed covariates.
A natural test statistic is thus based on the weighted quadratic form

tr(T'W,T) = tr(A (1 — P) Wo(I — P)A),

for some p x p positive definite weight matrix W, where F is the Projected-
PCA estimator for factors and A = YF /T . To control the size of the test, we take
W, =%, ! where X, is a diagonal covariance matrix of w, under Hp, assuming
that (u1;, ..., up) are uncorrelated.

We replace X! with its consistent estimator: let U=Y — AF'. Define

¥, =T 'diag{UU'} = 7~ ! diag{Y(I - T~'FF)Y'}.
Then the operational test statistic is defined to be
Sr=t(A'@-PYS, I-P)A).

The null hypothesis is rejected for large values of Sr.

5.3. Asymptotic null distributions. For the testing purpose, we assume {X;,
yi} tobeiid., and let T, p, J — oo simultaneously. The following assumption
regulates the relation between 7 and p.

ASSUMPTION 5.1.  Suppose (i) {X;, »;}i<p are independent and identically
distributed;

(ii) 7% =o(p), and p(log p)* = o(T?);

(iii) J and « satisfy: J = o(min{,/p, JT}), and max{T./p, p} =o(J").

Condition (ii) requires a balance of the dimensionality and the sample size. On
one hand, a relatively large sample size is desired [p(log p)* = 0o(T?)] so that
the effect of estimating E;l is negligible asymptotically. On the other hand, as is
common in high-dimensional factor analysis, a lower bound of the dimensionality
is also required [condition T2/3 = o( p)] to ensure that the factors are estimated
accurately enough. Such a required balance is common for high-dimensional factor
analysis [e.g., Bai (2003), Stock and Watson (2002)] and in the recent literature for
PCA [e.g., Jung and Marron (2009), Shen et al. (2013)]. The i.i.d. assumption of
covariates X; in condition (i) can be relaxed with further distributional assumptions
on y; (e.g., assuming p; to be Gaussian). The conditions on J in condition (iii) is
consistent with those of the previous sections.
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We focus on the case when u, is Gaussian, and show that under HOI,
So=(1+ 0p(1))% (W, I'PT),
and under HO2
Sr=(1+ 0p(1))% tr(FU'E, 'UF),

whose conditional distributions (given F) under the null are x> with degree of
freedom, respectively, JdK and pK. We can derive their standardized limiting
distribution as J, T, p — oo. This is given in the following result.

THEOREM 5.1.  Suppose Assumptions 3.3, 3.4, 4.2, 5.1 hold. Then under H!,

S — JdK
L—d)N(O, 1),
2JdK

where K = dim(f;) and d = dim(X;). In addition, suppose Assumptions 4.1
and 4.3 further hold, {u;};<t is i.i.d. N(O, X,) with a diagonal covariance ma-
trix X, whose elements are bounded away from zero and infinity. Then under HOZ,

TSy — pK a4
——— > N(@,1).
e 0, 1)

In practice, when a relatively small sieve dimension J is used, one can instead
use the upper «-quantile of the X% 4k distribution for pSg.

REMARK 5.1. We require u;; be independent across ¢, which ensures that
the covariance matrix of the leading term Vec(ﬁUF’ ) to have a simple form

X, ' @ Ik. This assumption can be relaxed to allow for weakly dependent {u;};<r,
but many autocovariance terms will be involved in the covariance matrix. One
may regularize standard autocovariance matrix estimators such as Newey and West
(1987) and Andrews (1991) to account for the high dimensionality. Moreover, we
assume X, be diagonal to facilitate estimating Z;l, which can also be weakened
to allow for a nondiagonal but sparse X,,. Regularization methods such as thresh-
olding [Bickel and Levina (2008)] can then be employed, though they are expected
to be more technically involved.

6. Estimating the number of factors from projected data. We now address
the problem of estimating K = dim(f;) when it is unknown. Once a consistent
estimator of K is obtained, all the results achieved carry over to the unknown
K case using a conditioning argument.” In principle, many consistent estimators

20ne can first conduct the analysis conditioning on the event {K = K}, then argue that the results
still hold unconditionally as P(K = K) — 1.
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of K can be employed, for example, Bai and Ng (2002), Alessi, Barigozzi and
Capasso (2010), Breitung and Pigorsch (2009), Hallin and LiSka (2007). More
recently, Ahn and Horenstein (2013) and Lam and Yao (2012) proposed to select
the largest ratio of the adjacent eigenvalues of Y'Y, based on the fact that the K
largest eigenvalues of the sample covariance matrix grow as fast as p increases,
while the remaining eigenvalues either remain bounded or grow slowly.

We extend Ahn and Horenstein’s (2013) theory in two ways. First, when the
loadings depend on the observable characteristics, it is more desirable to work on
the projected data PY. Due to the orthogonality condition of U and X, the projected
data matrix is approximately equal to G(X)F’. The projected matrix PY(PY)’ thus
allows us to study the eigenvalues of the principal matrix component G(X)G(X)',
which directly connects with the strengths of those factors. Since the nonvanishing
eigenvalues of PY(PY)’ and (PY)'PY = Y'PY are the same, we can work directly
with the eigenvalues of the matrix Y'PY. Second, we allow p/T — oo.

Let Ax(Y'PY) denote the kth largest eigenvalue of the projected data matrix
Y'PY. We assume 0 < K < Jd/2, which naturally holds if the sieve dimension J
slowly grows. The estimator is defined as

A (Y'PY)
g max —————.
0<k<Jd/2 Mi4+-1(Y'PY)
The following assumption is similar to that of Ahn and Horenstein (2013). Re-

call that U= (uy,...,ur) isa p x T matrix of the idiosyncratic components, and
¥, = Euu; denotes the p x p covariance matrix of ;.

K=ar

ASSUMPTION 6.1. The error matrix U can be decomposed as
(6.1) U=x!2EM!/?,
where:

(i) the eigenvalues of X, are bounded away from zero and infinity,
(i) Misa T by T positive semidefinite nonstochastic matrix, whose eigenval-
ues are bounded away from zero and infinity,
(iii) E = (eir)px7 18 @ p x T stochastic matrix, where e;; is independent in
both i and ¢, and e, = (eyy, ..., ep;)" are i.i.d. isotropic sub-Gaussian vectors, that
is, there is C > 0, for all s > 0,

sup P(|Ve;| > s) <exp(l — Cs?).
Ivi=1

(iv) There are dmin, dmax > 0, almost surely,

dmin < )\min(q)(x)/q)(x)/l’) = )&max(CD(X)/CD(X)/p) < dmax-

This assumption allows the matrix U to be both cross-sectionally and serially
dependent. The T x T matrix M captures the serial dependence across ¢. In the
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special case of no-serial-dependence, the decomposition (6.1) is satisfied by taking
M = 1. In addition, we require u, to be sub-Gaussian to apply random matrix
theories of Vershynin (2012). For instance, when u; is N (0, X,,), for any ||v| =
1, v'e; ~ N(0, 1), and thus condition (iii) is satisfied. Finally, the almost surely
condition of (iv) seems somewhat strong, but is still satisfied by bounded basis
functions (e.g., Fourier basis).

We show in the supplementary material [Fan, Liao and Wang (2015)] that when
Y, is diagonal (u;; is cross-sectionally independent), both the sub-Gaussian as-
sumption and condition (iv) can be relaxed.

The following theorem is the main result of this section.

THEOREM 6.1. Under assumptions of Theorem 4.1 and Assumption 6.1, as
p, T — oo, if J satisfies J = o(min{,/p, T}) and K < Jd /2 (J may either grow
or stay constant), we have

P(K=K)— 1.

7. Numerical studies. This section presents numerical results to demonstrate
the performance of Projected-PCA method for estimating loadings and factors us-
ing both real data and simulated data.

7.1. Estimating loading curves with real data. We collected stocks in S&P
500 index constituents from CRSP which have complete daily closing prices from
year 2005 through 2013, and their corresponding market capitalization and book
value from Compustat. There are 337 stocks in our data set, whose daily excess
returns were calculated. We considered four characteristics X as in Connor, Hag-
mann and Linton (2012) for each stock: size, value, momentum and volatility,
which were calculated using the data before a certain data analyzing window so
that characteristics are treated known. See Connor, Hagmann and Linton (2012)
for detailed descriptions of these characteristics. All four characteristics are stan-
dardized to have mean zero and unit variance. Note that the construction makes
their values independent of the current data.

We fix the time window to be the first quarter of the year 2006, which contains
T = 63 observations. Given the excess returns {y;;};<337.:<¢3 and characteristics
X; as the input data and setting K = 3, we fit loading functions gx(X;) = ajx +
Zle gr1(X;jp) for k = 1,2, 3 using the Projected-PCA method. The four additive
components g (-) are fitted using the cubic spline in the R package “GAM” with
sieve dimension J = 4. All the four loading functions for each factor are plotted in
Figure 1. The contribution of each characteristic to each factor is quite nonlinear.

7.2. Calibrating the model with real data. We now treat the estimated func-
tions gx(-) as the true loading functions, and calibrate a model for simulations.
The “true model” is calibrated as follows:
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FI1G. 1. Estimated additive loading functions gi;, l =1, ..., 4 from financial returns of 337 stocks

in S&P 500 index. They are taken as the true functions in the simulation studies. In each panel
(fixed 1), the true and estimated curves for k = 1,2, 3 are plotted and compared. The solid, dashed
and dotted red curves are the true curves corresponding to the first, second and third factors, respec-
tively. The blue curves are their estimates from one simulation of the calibrated model with T = 50,
p =300.

1. Take the estimated g;(-) from the real data as the true loading functions.

2. For each p, generate {u;};<7 from N (0, DXoD) where D is diagonal and X
sparse. Generate the diagonal elements of D from Gamma(e, 8) with o = 7.06,
B =536.93 (calibrated from the real data), and generate the off-diagonal elements
of ¥o from N (u,, 0142) with p, = —0.0019, o, = 0.1499. Then truncate X, by
a threshold of correlation 0.03 to produce a sparse matrix and make it positive
definite by R package “nearPD.”
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TABLE 1
Parameters used for the factor generating process, obtained by calibration to the real data

Ye A
0.9076 0.0049 0.0230 —0.0371 —0.1226 —0.1130
0.0049 0.8737 0.0403 —0.2339 0.1060 —0.2793
0.0230 0.0403 0.9266 0.2803 0.0755 —0.0529

3. Generate {y;r} from the i.i.d. Gaussian distribution with mean 0 and standard
deviation 0.0027, calibrated with real data.

4. Generate f; from a stationary VAR model f; = Af;,_| + &; where &; ~
N(0, X,). The model parameters are calibrated with the market data and listed
in Table 1.

5. Finally, generate X; ~ N(0, Xx). Here Xy is a 4 x 4 correlation matrix
estimated from the real data.

We simulate the data from the calibrated model, and estimate the loadings and
factors for 7 = 10 and 50 with p varying from 20 through 500. The “true” and
estimated loading curves are plotted in Figure 1 to demonstrate the performance
of Projected-PCA. Note that the “true” loading curves in the simulation are taken
from the estimates calibrated using the real data. The estimates based on simulated
data capture the shape of the true curve, though we also notice slight biases at
boundaries. But in general, Projected-PCA fits the model well.

We also compare our method with the traditional PCA method [e.g., Stock and
Watson (2002)]. The mean values of |A — Allmax, IA — All7//Ps IF — Follmax
and ||f —Follr/ VT are plotted in Figures 2 and 3 where A = Go(X) + I' [see
Section 7.3 for definitions of Go(X) and Fg]. The breakdown error for Gy (X) and
I are also depicted in Figure 2. In comparison, Projected-PCA outperforms PCA
in estimating both factors and loadings including the nonparametric curves G(X)
and random noise I'. The estimation errors for G(X) of Projected-PCA decrease
as the dimension increases, which is consistent with our asymptotic theory.

7.3. Design 2. Consider a different design with only one observed covariate
and three factors. The three characteristic functions are g| = x, g» = x> — 1, g3 =
x3 —2x with the characteristic X being standard normal. Generate {f;};<7 from the
stationary VAR(1) model, that is, f; = Af;_| + &; where &; ~ N (0, I). We consider
r=o0.

We simulate the data for 7 = 10 or 50 and various p ranging from 20 to 500.
To ensure that the true factor and loading satisfy the identifiability conditions, we
calculate a transformation matrix H such that %HF/ FH =Ix, H'G/'GH ! is
diagonal. Let the final true factors and loadings be Fyo = FH, Go = GH'~!. For
each p, we run the simulation for 500 times.
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We estimate the loadings and factors using both Projected-PCA and PC. For
Projected-PCA, as in our theorem, we choose J = C(p min(7, p))l/ K, withk =4
and C = 3. To estimate the loading matrix, we also compare with a third method:
sieve-least-squares (SLS), assuming the factors are observable. In this case, the
loading matrix is estimated by PYFy/T, where Fg is the true factor matrix of
simulated data.

The estimation error measured in max and standardized Frobenius norms for
both loadings and factors are reported in Figures 4 and 5. The plots demonstrate
the good performance of Projected-PCA in estimating both loadings and factors. In
particular, it works well when we encounter small 7 but a large p. In this design,
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F1G. 3. Averaged ||f — Follmax and ||i<‘\ — Fyllp/~T over 500 repetitions, by Projected-PCA
(P-PCA, solid red) and traditional PCA (dashed blue).

I' =0, so the accuracy of estimating A = Gy is significantly improved by using
the Projected-PCA. Figure 5 shows that the factors are also better estimated by
Projected-PCA than the traditional one, particularly when 7" is small. It is also
clearly seen that when p is fixed, the improvement on estimating factors is not
significant as 7" grows. This matches with our convergence results for the factor
estimator.

It is also interesting to compare Projected-PCA with SLS (Sieve Least-Squares
with observed factors) in estimating the loadings, which corresponds to the cases
of unobserved and observed factors. As we see from Figure 4, when p is small,
the Projected-PCA is not as good as SLS. But the two methods behave similarly
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FIG. 6. Mean and standard deviation of the estimated number of factors over 50 repetitions. True
K =3. P-PCA and AH, respectively, represent the methods of Projected-PCA and Ahn and Horen-
stein (2013). Left panel: mean; right panel: standard deviation.

as p increases. This further confirms the theory and intuition that as the dimension
becomes larger, the effects of estimating the unknown factors are negligible.

7.4. Estimating number of factors. We now demonstrate the effectiveness of
estimating K by the projected-PC’s eigenvalue-ratio method. The data are simu-
lated in the same way as in Design 2. T = 10 or 50 and we took the values of p
ranging from 20 to 500. We compare our Projected-PCA based on the projected
data matrix Y'PY to the eigenvalue-ratio test (AH) of Ahn and Horenstein (2013)
and Lam and Yao (2012), which works on the original data matrix Y'Y.

For each pair of T, p, we repeat the simulation for 50 times and report the
mean and standard deviation of the estimated number of factors in Figure 6. The
Projected-PCA outperforms AH after projection, which significantly reduces the
impact of idiosyncratic errors. When 7' = 50, we can recover the number of fac-
tors almost all the time, especially for large dimensions (p > 200). On the other
hand, even when T = 10, projected-PCA still obtains a closer estimated number
of factors.

7.5. Loading specification tests with real data. We test the loading specifica-
tions on the real data. We used the same data set as in Section 7.1, consisting of
excess returns from 2005 through 2013. The tests were conducted based on rolling
windows, with the length of windows spanning from 10 days, a month, a quarter
and half a year. For each fixed window-length (7'), we computed the standardized
test statistic of Sg and Sr, and plotted them along the rolling windows respec-
tively in Figure 7. In almost all cases, the number of factors is estimated to be one
in various combinations of (7', p, J).
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F1G. 7. Normalized Sg, St from 2006/01/03 to 2012/11/30. The dotted lines are £1.96.

Figure 7 suggests that the semiparametric factor model is strongly supported
by the data. Judging from the upper panel [testing H(} : G(X) = 0], we have very
strong evidence of the existence of nonvanishing covariate effect, which demon-
strates the dependence of the market beta’s on the covariates X. In other words,
the market beta’s can be explained at least partially by the characteristics of assets.
The results also provide the theoretical basis for using Projected-PCA to get more
accurate estimation.

In the bottom panel of Figure 7 (testing HO2 : I' =0), we see for a majority
of periods, the null hypothesis is rejected. In other words, the characteristics of
assets cannot fully explain the market beta as intuitively expected, and model (1.2)
in the literature is inadequate. However, fully nonparametric loadings could be
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possible in certain time range mostly before financial crisis. During 2008-2010,
the market’s behavior had much more complexities, which causes more rejections
of the null hypothesis. The null hypothesis I' = 0 is accepted more often since
2012. We also notice that larger T tends to yield larger statistics in both tests,
as the evidence against the null hypothesis is stronger with larger 7. After all, the
semiparametric model being considered provides flexible ways of modeling equity
markets and understanding the nonparametric loading curves.

8. Conclusions. This paper proposes and studies a high-dimensional factor
model with nonparametric loading functions that depend on a few observed co-
variate variables. This model is motivated by the fact that observed variables can
explain partially the factor loadings. We propose a Projected-PCA to estimate the
unknown factors, loadings, and number of factors. After projecting the response
variable onto the sieve space spanned by the covariates, the Projected-PCA yields
a significant improvement on the rates of convergence than the regular methods.
In particular, consistency can be achieved without a diverging sample size, as long
as the dimensionality grows. This demonstrates that the proposed method is useful
in the typical HDLSS situations. In addition, we propose new specification tests
for the orthogonal decomposition of the loadings, which fill the gap of the testing
literature for semiparametric factor models. Our empirical findings show that firm
characteristics can explain partially the factor loadings, which provide theoreti-
cal basis for employing Projected-PCA method. On the other hand, our empirical
study also shows that the firm characteristics cannot fully explain the factor load-
ings so that the proposed generalized factor model is more appropriate.

APPENDIX A: PROOFS FOR SECTION 3

Throughout the proofs, p — oo and T may either grow simultaneously with p
or stay constant. For two matrices A, B with fixed dimensions, and a sequence ar,
by writing A =B 4+ op(ar), we mean ||[A — B||r =op(ar).

In the regular factor model Y = AF' 4+ U, let K denote a K x K diagonal matrix

of the first K eigenvalues of TLPY/ PY. Then by definition, TipY/ PYF = FK. Let

M= TLPA/PAF@K—I. Then

3
(A.1) F-FM=) DK,
i=1
where
1 l n 1 / w 1 % T
D; = —FA'PUF, D, = —UPUF, D3 = —UPAF'F.
Tp Tp Tp
We now describe the structure of the proofs for

1 ~ J
—IF—F|} = Op(—>-
T p
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Note that F — F = F — FM + F(M — I). Hence, we need to bound - |F — FM||%
and %HF M-I ||%, respectively.

Step 1: prove that %Hf — FM||2 =0p(J/p).

Due to the equality (A.1), it suffices to bound IK~1||2 as well as the %H . ||%v
norm of Dy, Dy, D3, respectively. These are obtained in Lemmas A.2, A.3 below.

Step 2: prove that %HF/(F —FM)||lFr=0p(/J/(pT)+ J/p).

Still by the equality (A.1), ~|F'(F — FM)|r < LK~ X0, IF'D; | .
Hence, this step is achieved by bounding ||F'D; ||z for i = 1, 2, 3. Note that in this
step, we shall not apply a simple inequality |F'D; ||z < ||F| ¢ ||D;|| 7, which is too
crude. Instead, with the help of the result %H/F\ —-FM|% =0 »(J/p) achieved in
step 1, sharper upper bounds for | F'D; || ¢ can be achieved. We do so in Lemma B.2
in the supplementary material [Fan, Liao and Wang (2015)].

Step 3: prove that |M — I||2 =0p(J/(pT)+ (J/p)z).

This step is achieved in Lemma A.4 below, which uses the result in step 2.

Before proceeding to step 1, we first show that the two alternative definitions
for (}(X) described in Section 2.3 are equivalent.

PYF = ED'/2.

LEMMA A.1. 7

PROOF. Consider the singular value decomposition: \%TPY =V SV), where

Vjisa p x p orthogonal matrix, whose columns are the eigenvectors of %PYY/ P;

Vyisa T x T matrix whose columns are the eigenvectors of %Y/ PY;Sisa p x
T rectangular diagonal matrix, with diagonal entries as the square roots of the
nonzero eigenvalues of %PYY/ P. In addition, by definition, D is a K x K diagonal

matrix consisting of the largest K eigenvalues of %PYY/ P;Eisa p x K matrix

whose columns are the corresponding eigenvectors. The columns of F /~/T are the
eigenvectors of %Y/ PY, corresponding to the first K eigenvalues.

With these definitions, we can write V| = (ﬁ, \71), V, = (f/ﬁ, \72), and

P2 o . R
S= ~ |, FV,=0FF/T =Ig,
< 0 D> 2 / K

for some matrices \~71, \~72 and D. It then follows that

v (P O)(FINT) Lg_gpire
P b))\ Vv, ) T 0

LEMMA A2, [[K|l2=0p(1), [K™'[2= Op(1), [Mll2 = Op(1).

[11)
1)

1 -~ 1 ~
—PYF=V,SV,—F =

PROOF. The eigenvalues of K are the same as those of

W= TLp (@(X)©(X) 0 (X) VY 0 (X)(0(X) @ (X)) /2.
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Substituting Y = AF 4 U, and F'F/T =1Ig, we have W = Y}_; W;, where

1/2 1/2

1 _
W, = ;(é(X)/dD(X)) (X)) AN O(X)(D(X) D(X))™

1/2

1 _ AF'U
W2 = (000 0 (X)) <I>(X>< T )q’(X)(GD(X)CD(X)) "

W; =W/2,

1/2 1/2

1 _ uv
W, = ;(CD(X)’CD(X)) o (X) CD(X)(CD(X) (X))~

By Assumption 3.3, |®(X) 2 = Aé{fx@(xycb(xn = 0p( /D),

V21, 22 (@) D (X)) = 04 (p7'72),

max

[(@X)'@X))”

max

1
IPAJl2 = 22 (;A/PA)p‘/2 = 05(p'?).

Hence,

1 _
||W2||2§;”(‘D(X)'¢(X)) ”2\}2H<I><X>H2||A||F —FU

=0 FU®X
o7 ) IFUR],

By Lemma B.1 in the supplementary material [Fan, Liao and Wang (2015)],
— VI L
IW2ll2 = Op (7). Similarly,

3 le) Ul

oy o =or(?)

Using the inequality that for the kth eigenvalue, |Ax (W) — A (W1)| < [|W—W{||2,
we have |\ (W) — A (W1)| = Op (T~ 124+ p~1), fork=1,..., K. Hence, it suf-
fices to prove that the first K eigenvalues of W are bounded away from both zero
and infinity, which are also the first K eigenvalues of %A’ PA. This holds under the

1 / _
[Wall2 < p—TH(CD(X) (X))

theorem’s assumption (Assumption 3.1). Thus, |[K~!|> = Op(1) = |K||2, which
also implies |[M|>, = Op(1). O

LEMMA A3, () [Dilz = Op(TJ/p), (D) ID2lz = Op(J/p?),
(i) [D3/1 = Op(TJ/p), (v) 7IIF — FMI|3. = Op(J/p).

PROOF. It follows from Lemma B.1 in the supplementary material [Fan Liao
and Wang (2015)] that |PU|r = Op(v/TJ). Also, ||F||%Z = Op(T) = ||F|| and
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Assumption 3.1 implies [PA3 = Op(p). So

2 1 l NE 1 2 n15n2 2 2
D1l = T—pFA PUF oS Tz—pz”F“F”F“F||PA||2||PU”F = 0p(TJ/p),

1 ~|I? 1 N
Dy ||% = |—UPUF| < ——|PU|%|F||% = 0p(J/p?),
D2 % T F_T2p2” =K% p(J/p?)

2 1 / G z
D3]l = T_U PAF'F
p

By Lemma A.2, |[K~!|, = Op(1). Part (iv) then follows directly from

< LMPUMZ IPAI3IF|%IF|% = Op(TJ/p)
T2p2 F 2 F F P :

1~ 1, _
FIF = EMIG < 0p (IR, ) (DU + 1D+ 1D313).
LEMMA A.4. In the regular factor model, |M — I||r = Op(/J/(pT) +
J/p).

PROOF. By Lemma B.2 in the supplementary material [Fan, Liao and Wang
(2015)] and the triangular inequality, || %(F —FM)F|| = O0p(/T/(pT) + J/p).
Hence,

T/ Y 1 l n_ 2 "R 14
FF/T=M+_(F-FM)F=M +0p(/J/(pT) + J/p).

Right multiplying M to both sides f’FM/T =MM+ Op(/J/(pT)+ J/p). In
addition,

~ o~ 1 ~ ~
[F'(F —FM)/ T < —IF — FMI% + [F'(F — FM)/ 7| ;

= O0p(yJ/(pT)+J/p).

I=M'M+ O0p(,/J/(pT)+ J/p).
In addition, from M = TLpA’PAF/ﬁK—1 = %A/PAMK_I + 0p(VT](pT) +
J/p),

Hence,

MK = %A’PAMJr 0p(/J/(pT)+ J/p).

Because A'PA is diagonal, the same proofs of those of Proposition C.3 lead to the
desired result. [

PROOF OF THEOREM 3.1. It follows from Lemmas A.3(iv) and A.4 that

1 ~ 2 - J
LIF—FI2 < 2| F - FM% +2[M—I|2 = 0 (—)
T F T F F 14 p
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As for the estimated loading matrix, note that
~ 1. .~ 1 ~ 1.~
GX) = ?PYF = ?PAF/F + ?PUF =PA+E,

where E= ZPAF'(F —F) + +PU(F — F) + +PUF.
By Lemmas B.2 and A 4,

1 ~ ~
|FPAFGE-B)| <o ()1 - FM), + 0r(VPIM Tl

olfi3)

By Lemma B.1, |+PU(F — F)||r < L|PU|2|IF — F||r = OP(ﬁ), and from

Lemma B.2 | -PUF||r = Op(,/4). Hence, |Ellr = Op(,/4 + %), which im-
plies

1~ ) J J?
—|GX) —PA|5=0p( — + = ).

All the remaining proofs are given in the supplementary material [Fan, Liao and
Wang (2015)].

SUPPLEMENTARY MATERIAL

Technical proofs Fan, Liao and Wang (2015) (DOI: 10.1214/15-
AOS1364SUPP; .pdf). This supplementary material contains all the remaining
proofs.
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