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Abstract

We consider a Kronecker product structure for large covariance matrices, which
has the feature that the number of free parameters increases logarithmically with
the dimensions of the matrix. We propose an estimation method of the free param-
eters based on the log linear property of this structure, and also a Quasi-Likelihood
method. We establish the rate of convergence of the estimated parameters when
the size of the matrix diverges. We also establish a CLT for our method. We apply
the method to portfolio choice for S&P500 daily returns and compare with sample
covariance based methods and with the recent Fan et al. (2013]) method.

Some key words: Correlation Matrix; Kronecker Product; MTMM; Portfolio Choice
AMS 2000 subject classification: 62F12

*We would like to thank Anders Bredahl Kock, Alexei Onatskiy, Chen Wang, Tom Wansbeek, and

Jianbin Wu for helpful comments.

fCorresponding author. CORE and Institut de statistique, biostatistique et sciences actuarielles,

Université catholique de Louvain, Voie du Roman Pays 20, B-1348. Louvain-la-Neuve, Belgium,
christian.hafner@uclouvain.be. Financial support of the Académie universitaire Louvain is grate-
fully acknowledged.

fFaculty of Economics, Austin Robinson Building, Sidgwick Avenue, Cambridge, CB3 9DD. Email:

obl20@cam.ac.uk. Thanks to the ERC for financial support.

$Faculty of Economics, University of Cambridge. Email: hht23@cam.ac.uk.



1 Introduction

Covariance matrices are of great importance in many fields including finance and psy-
chology. They are a key element in portfolio choice, for example. In psychology there is
a long history of modelling unobserved traits through factor models that imply specific
structure on the covariance matrix of observed variables. Anderson (1984) is a classic
reference on multivariate analysis that treats estimation of covariance matrices and test-
ing hypotheses on them, see also|Wansbeek and Meijer| (2000) for an extensive discussion
of models and applications in social sciences. More recently, theoretical and empirical
work has considered the case where the covariance matrix is large, see for example Ledoit
and Wolfl (2003), [Bickel and Levina (2008), |Onatski (2009)), and Fan et al.| (2013)). The
general approach is to impose some sparsity on the model or to use a shrinkage method
that achieves effectively the same dimensionality reduction.

We consider a parametric model for the covariance matrix or the correlation matrix,
the Kronecker product structure. This has been previously considered in Swain (1975)
and Verhees and Wansbeek| (1990)) under the title of multimode analysis. Verhees and
Wansbeek (1990) defined several estimation methods based on least squares and max-
imum likelihood principles, and provided asymptotic variances under assumptions that
the data are normal and that the covariance matrix dimension is fixed. We reconsider this
model in the setting where the matrix dimension n is large, i.e., increases with the sample
size T'. In this setting, the model effectively imposes sparseness on the covariance matrix,
since the number of free parameters in the covariance matrix grows logarithmically with
dimensions. We propose a closed-form minimum distance estimator of the parameters
of this model as well as an approximate MLE. We establish the rate of convergence and
asymptotic normality of the estimated parameters when n and T diverge. In the following
two sections we discuss this model and its motivation.

2 The Model

2.1 Notation
For z € R", let |z|l2 = />, #? denote the ¢, (Euclidean) norm. For any real ma-

trix A, let maxeval(A) and mineval(A) denote its maximum and minimum eigenval-
ues, respectively. Let [|A|p = [tr(ATA)]Y? = [tr(AAT)]'/? = ||vecAl||; and || Al =
max||;|,—1 || Az||2 = /maxeval(ATA) denote the Frobenius norm and spectral norm of A,
respectively.

Let A be a m x n matrix. vecA is a vector obtained by stacking the columns of
the matrix A one underneath the other. The commutation matriz K, , is a mn x mn
orthogonal matrix which translates vecA to vec(AT), i.e., vec(AT) = K, ,vec(A). If A
is a symmetric n X n matrix, its n(n — 1)/2 supradiagonal elements are redundant in
the sense that they can be deduced from the symmetry. If we eliminate these redundant
elements from vecA, this defines a new n(n + 1)/2 x 1 vector, denoted vechA. They are
related by the full-column-rank, n? x n(n+1)/2 duplication matriz D,: vecA = D, vechA.
Conversely, vechA = D;fvecA, where D;' is the Moore-Penrose generalised inverse of D,,.
In particular, DY = (DI D,,)"' DI because D, is full column rank.

Consider two sequences of real random matrices X; and Y;. X; = O,(||Y:||), where
|| || is some matrix norm, means that for every real ¢ > 0, there exist M. > 0 and 7. > 0
such that for all ¢ > Tp, P(||.X¢||/|IY:]] > M) < e. Xy = 0,(||Y4]]), where || - || is some




matrix norm, means that | X,||/||Y;|| 2 0 as t — oo.
Let aVVb and aAb denote max(a,b) and min(a, b), respectively. For two real sequences
ar and by, ar < by means that ar < Cby for some positive real number C for all T' > 1.
For matrix calculus, what we adopt is called the numerator layout or Jacobian formu-
lation; that is, the derivative of a scalar with respect to a column vector is a row vector.
As the result, our chain rule is never backward.

2.2 On the Covariance Matrix

Suppose that the ii.d. series x; € R" (¢t = 1,...,T) with mean p have the covariance
matrix

Yo=K — p)(z — p)7T,

where the covariance matrix X is positive definite. Suppose that n is composite and has
a factorization n = nyns - - - n, (n; may not be distinct)H Then consider the n x n matrix

IR YD I RD S (2.1)

where X, are n; x n; matrices. When each X; is positive semidefinite, then so is X*.
The total number of free parameters in ¥* is > 7, r; where 7; := n;(n; + 1)/2, which is
much less than n(n+1)/2. When n = 256, the eightfold factorization with 2 X 2 matrices
has 24 parameters, while the unconstrained covariance matrix has 32,896 parameters. In
many cases it is possible to consider intermediate factorizations with different numbers
of parameters. We will discuss this further below.

This Kronecker type of structure does arise naturally in various contexts. For example,
suppose that u;; are errors terms in a panel regression model with ¢ = 1,...,n and
t =1,...,T, The interactive effects model, Bai (2009), is that u;; = ~; f;, which implies
that u = v® f, where u is the nT' x 1 vector containing all the elements of u;;, while v =
(Y1,--,%)" and f = (f1,..., fr)". If we assume that v, f are random, = is independent
of f, and both vectors have mean zero, this implies that

var(u) = Eluu™] =T ® @,

where ' = EyyTis n xn and ® = Ef fT is T x TE| We can think of our more general
structure (2.1) arising from a multi-index setting with v multiplicative factors. The
interpretation is that there are v different indexes that define an observation and

Wiy ig,iv — €i1€i00 " * " iy

INote that if n is not composite one can add a vector of additional pseudo variables to the system until
the full system is composite. It is recommended to add a vector of independent variables u; ~ N (0, 71),
where n + k = 29, say. Let z; = (], u])T denote the 2V x 1 vector with covariance matrix

X 0
B = [ 0 rI, } =B1®By®:--® By,

where B; are 2 x 2 positive definite matrices.

2In the so called BEKK model for multivariate GARCH processes, the authors consider a similar
Kronecker parameterization of the form A = A ® A, where A is an n x n matrix, while A is an n? x n?
matrix that is a typical parameter of the dynamic process. In the case where n is composite one could
consider further Kronecker factorizations that would allow one to treat very much larger systems.



where the errors ¢;,,...,¢;, are mutually independent. The motivation for considering
this structure is that in a number of contexts multiplicative effects may be a valid de-
scription of relationships, especially in the multi-trait multimethod (MTMM) context
in psychometrics (see e.g. (Campbell and O’Connell (1967) and |Cudeck (1988))). This
structure has been considered before in [Swain| (1975) and [Verhees and Wansbeek (1990)),
where they emphasize the case where v is small and where the structure is known and
correct. Our thinking is more along the lines that we allow v to be large, and use ¥*
in as an approximation device to X. In some sense as we shall see the Kronecker
product structure corresponds to a kind of additive structure on the log of the covariance
matrix, and so from a mathematical point of view it has some advantages.

There are two issues with the model . First, there is also an identification problem
even though the number of parameters in is strictly less than n(n + 1)/2. For
example, if we multiply every element of »; by a constant C' and divide every element of
Y5 by C, then ¥* is the same. A solution to the identification problem is to normalize
31,29, -, 5y_1 by setting the upper diagonal element to be 1. Second, if the matrices
¥;s are permuted one obtains a different 3*. Although the eigenvalues of this permuted
matrix are the same the eigenvectors are not. It is also the case that if the data are
permuted then the Kronecker structure may be lost. This begs the question of how one
chooses the correct permutation, and we discuss this briefly below.

2.3 On the Correlation Matrix

In this paper, we will mainly approximate the correlation matriz, instead of the covariance
matrix, with a Kronecker product structure. Suppose again that we observe a sample of
n-dimensional random vectors x;, t = 1,2,...,7T, which are i.i.d. distributed with mean
i = Ex; and a positive definite n x n covariance matrix 3 := E(z; — pu)(x; — p)7. Define
D := diag(o?,...,02), where 07 := E(x;; — u;)?. That is, D is a diagonal matrix with

the ¢th diagonal entry being ;. Define
ye = D™ (2 — p)

such that Ey; = 0 and var[y,] = D~'/2%D~1/2 = ©. Note that © is the correlation
matrix; that is, it has all its diagonal entries to be 1. This is the matrix which we will
estimate using our Kronecker product method.

Suppose n = 2¥. We show in Section that there exists a unique matrix

I m L po L po
=020 .. -©0°% = ® R ® 2.9
1 2 v n 1 py 1 po 1 (2:2)
which minimizes ||log © — log ©*||r among log ©*. Define
Q0 :=1log ©°
=g\ @ L® QL)+ (I,Rlogl)® - @)+ -+ (LL®- - ®logd?),
= (UL QL)+ (LWL QL)+ -+ (L® - @), (2.3)
where €; is 2 x 2 for i = 1,...,v. For the moment consider Q; := log ©?. We can easily

calculate that the eigenvalues of ©F are 1+ p; and 1— py, respectively. The corresponding



eigenvectors are (1,1)T and (1, —1)T, respectively. Therefore

_ o_ (1 1 log(1+ p1) 0
h =log Oy = ( 1 -1 ) < 0 log(1 — py)

[ b1 2) b1og (£22) :< bl> (2.4

5 log (}%) 3 log(1 — p}) bm

DN [0 [ =
I o
N |

whence we see that p; generates two distinct entries - one negative and one positive - in
Q1. We also see that €2y is not only symmetric about the diagonal, but also symmetric
about the cross-diagonal (from the upper right to the lower left). In this paper, for
simplicity we will not utilize the information about the signs of the entries of €2y; we
merely use the estimates of entries of €2y to recover p; (in some over-identified sense).
The same reasoning applies to 2o, ..., €2,. Therefore we obtain an estimate 0%, which we
will use to approximate ©. We achieve dimension reduction because the original © has
n(n — 1)/2 parameters whereas ©° has only v = O(logn) parameters. We shall discuss
various aspects of estimation in detail in Section [4]

3 Some Motivating Properties of the Model

In this section we give three motivational reasons for considering the Kronecker product
model. First, we show that for any given covariance matrix (or correlation matrix) there
is a uniquely defined member of the model that is closest to it in some sense. Second,
we also discuss whether the model can approximate an arbitrary large covariance matrix
well. Third, we argue that the structure is very convenient for a number of applications.

3.1 Best Approximation

For simplicity of notation, we suppose that n = nyny. Consider the set C,, of all n x n
real, positive definite matrices with the form

Z* = El ®22,

where X; is a n; x n; matrix for j = 1,2. We assume that both ¥; and X, are positive
definite to ensure that ¥* is positive definite. For an identification issue we also impose the
first diagonal of >; is 1. Since ¥; and Y5 are symmetric, we can orthogonally diagonalize

them:
21 - U1TA1U1 El - UJAQUQ,

where U; and U, are orthogonal, and Ay = diag(\1, ..., Ay, ) and Ay = diag(us, ..., up,)
are diagonal matrices containing eigenvalues. Positive definiteness of ¥; and X, ensure
that these eigenvalues are real and positive. Then the (principal) logarithm of ¥* is:

log ¥ = log(X1 ® X9) = log[(U1 ® Uz)T(A1 ® Ag)(Uy ® Us)]
= (U, ® U)Tlog(A1 @ A2) (U @ Us) (3.1)



where the second equality is due to the mixed product property of the Kronecker product,
and the third equality is due to a property of matrix function. Now

log(A1 ® Ag) = diag(log(AAs), ..., log(A,, Ag))

= diag(log(A1 1, A2), . .., log(An, In,A2))

= diag(log(A11,,) + log(As), . .., log(An, In,) + log(As))

= diag(log(A11,), - - - ,10g(An, In,)) + diag(log(Aq), . . ., log(Asg))

=logA ® I, + I,, ® log As, (3.2)

where the third equality holds only because A;I,,, and Ay have real positive eigenvalues
only and commute for all j = 1,...,n; (Higham| (2008)) p270 Theorem 11.3). Substitute

mto :

log Y= (U1 X UQ)T(IOg A1 X ]nz + Inl X IOg Az)(Ul X UQ)
= (U; ® Us)T(log A @ 1, )(Uy @ Us) + (Uy @ Us) (I, ®log Ag)(Uy & Us)
=logX ® I, + I, ® logXs.

Let D,, denote the set of all such matrices like log *.

Let M,, denote the set of all n X n real symmetric matrices. Define the inner product
(A, B) = tr(A™B) = tr(AB), inducing the Frobenius norm || - ||r. M, with this inner
product can be identified by R™ with Euclidean inner product. Since R”* with Euclidean
inner product is a Hilbert space (for finite n), so is M,,.

The subset C, C M,, is not a subspace of M,,. First, ® and + do not distribute in
general. That is, there might not exist positive definite 3, 3 and ¥4 3 such that

211 @Y1+ 12 ®Dog = 213X M3,

where ¥; ; are ny x ny and X, ; are ny X ng for j = 1,2. Second, C, is a positive cone,
hence not necessarily a subspace. Third, the smallest subspace of M,, that contains C,
is M,, itself. On the other hand, D, is a subspace of M,, as

(10g E1,1 ® Inz + [n1 ® 10g Z]2,1) + (10g E1,2 ® [nz + [m ® 10g Z2,2)
= (log X114+ 1og B12) ® L, + In, @ (logXa1 4 log $a) € D,

For finite n, D,, is also closed. Therefore, for any positive definite covariance matrix
¥ € M,, there exists a unique log¥? € D, such that via the projection theorem of
Hilbert space
o 0 — : o *
||l log X — log ¥°|| loglzgeanlogZ log X*|| .

Note also that since log¥~! = —log ¥, so that this model simultaneously approximates
the precision matrix in the same norm.

This says that any covariance matrix ¥ has a closest approximating matrix 3° (in
the least squares sense) that is of the Kronecker form. This kind of best approximating
property is found in linear regression (Best Linear Predictor) and provides a justification
(i.e., interpretation) for using this approximation 3° even when the model is not true.

3.2 Large n Approximation Properties

We next consider what happens to the eigenstructure of large covariance matrices. In
general, a covariance matrix can have a wide variety of eigenstructures. Suppose we have a

bt



sequence of covariance matrix X,, with ), ; denoting its ¢th largest eigenvalue. Let w,,; :=
log A\,,; and suppose that there exists a bounded continuous decreasing function w(-)
defined on [0, 1] such that w(i/n) = w,, fori = 1,...,n. We may further suppose without
loss of generality that w(0) = 1 and w(1) = 0, but otherwise w can be anything. In some
sense this class of matrices ¥, is very large with potentially a very rich eigenstructure.
On the other hand, the widely used factor models have a rather limited eigenstructure.
Specifically, in a factor model the covariance matrix (normalized by diagonal values)
has a spikedness property, namely, there are K eigenvalues 1 + dq,...,1 4+ dx, where
01> 09 > --- >0 >0, and n — K eigenvalues that take the value one.

We next consider the eigenvalues of the class of matrices formed from the Kronecker
parameterization. Without loss of generality suppose n = 2*». We consider the 2 x 2
matrices {X7 : j = 1,2,...,v,}. Let &} and w} denote the logarithms of the larger
and smaller elgenvalues of Z , respectively. The logarithms of the eigenvalues of the
Kronecker product matrix

Y, =X1®--- X

are of the form » 7", I;, where I; € {@},w}} for j =1,...,v,. That is, the logarithms of
the eigenvalues of X7 of the form

for some I C {1,2,...,v,}. In fact, we can think of /; as a binary random variable that
takes the two values with equal probability. Therefore, we may expect that

v
= (L —El;
Un
Zj:l Var(l])
as n — oo. This says that the spectral distribution of ¥} can be represented by the
cumulative distribution function of the log normal distribution whose mean parameter

is >, El; and variance parameter ) °" | var(l;), provided these two quantities stabilize.
For example suppose that W} + w’ = 0 then El; = 0, and provided

ivar = %Z [ c_ﬂ)z} — c € (0,00), (3.3)

as n — oo, then the conditions of the CLT are satisfied. For example, suppose that
W’ V2, (j/vn) for some fixed decreasing functions ¢(-), u(-)

Wi = vn 24 (/vn) and W} = v,
such that [ (¢(u) + p(u)) du = 0. Then is satisfied with ¢ = £ [ (¢?(u) + p?(u)) du.

This says that the class of eigenstructures generated by the Kronecker parameteriza-
tion can be quite general, and is determined by the mean and variance of the logarithms
of the eigenvalues of the low dimensional matrices.

3.3 Portfolio Choice

In this section we consider a practical motivation for considering the Kronecker factor-
ization. Many portfolio choices require the inverse of the covariance matrix, ¥~=!. For
example, the weights of the minimum variance portfolio are given by

-1
X,

WMV = Tw_1.
DSy



where ¢, = (1,1,...,1)", see e.g., Ledoit and Wolfl (2003) and (Chan et al.| (1999). In
our case, the inverse of the covariance matrix is easily found by inverting the lower order
submatrices X5, which can be done analytically, whence

yl=y'e!le- -t
In fact, because ¢, = 1y, @ Ly, ® -+ R Ly, We can write
C E'ente o) w Erh, S5 e, S,
] (E'est e 03y, 0 ST, 0 S, by 2 e,

ni ng <2 Ny —v

Wnmv

which is very easy to compute.

4 Estimation of the Correlation Matrix ©

We now suppose that the setting in Section holds. We observe a sample of n-
dimensional random vectors z;, t = 1,2,...,T, which are i.i.d. distributed with mean u
and a positive definite n x n covariance matrix ¥ = D20 D'2. In this section, we want
to estimate pi,...,p, in O° in in the case where n,T" — oo simultaneously, i.e.,
joint asymptotics (Phillips and Moon| (1999)). We achieve dimension reduction because
originally © has n(n — 1)/2 parameters whereas ©° has only v = O(logn) parameters.

To study the theoretical properties of our model, we assume both p and D are known.
The case where D is unknown is considerably much more difficult. Not only it will affect
the information bound for py,...,p, in the maximum likelihood, but also has a non-
trivial impact on the derivation of the asymptotic distribution of the minimum distance
estimator due to its growing dimension.

Let p :== (p1,...,p2)T € R”. Recall that €; in has two distinct parameters a;

and b;. We denote similarly for €s,...,€,. As mentioned before, we will not utilise
the information about the signs of the entries of Q; for i = 1,...,v. Define 67 :=
(al, bl, asg, bg, vy Oy, bv)T S RQD. Note that
b aq 1 0
Vecthzvech<Z1 ! ) =| b =101 (Zl )
Lo a 10 !

The same principle applies to Qa, ..., €Q,. By (2.3) and Proposition [5|in Appendix A, we
have

vech(£2;)
E, } VeC}.’l‘(QQ)

vech(€,)

T
b
1 0 az

=| B E E, | |L®| 01 by | = E.61, (4.1)
10 :
a’U
b’U




where E; fori = 1,...,v are defined in (9.1)). That is, the log correlation matrix 22° obeys
a linear model. We next give two examples.

Example 1 (v = 2).

_ o_ [ a1 b _ o_ [ a2 by
Ql—log@1—<b1 a1> Qg—log@Q—(b2 GQ).

In this simple case, the matriz E, takes the following form

vech(2°) = vech(Qy ® I + I, ® Q)

1010
00 01
0100
ai + as bg bl 0 0 0 0O aq
— vech bQ a1 + ao 0 b1 1 010 bl
by 0 ap + as 0 0 00O as
0 bl bg a + as 01 00 bg
1 010
00 01
1010
ai
= F, by
az
)

o R O
oo
o B O
N O OO

Example 2 (v=3).

_ 0 _ ai bl _ 0 __ a2 bQ . 0 __ as b3
Ql—log@l—<bl a1> Qg—log@2—<62 CL2> Q3_log@3_<b3 ag)_



Now

vech(QO) = vech(Ql & ]2 X ]2 + _[2 X QQ & .[2 + IQ X ]2 X Qg)

Z?:l a; b3 by 0 by 0 0 0
bs S0 a0 by 0 by 0 0
bg 0 Z?:l a; bg 0 0 b1 0
0 b2 b3 23_ a; 0 0 0 b1
— h i=1
vee by 0 0 0 .4 b by 0
0 b1 0 0 bg Z?:l a; 0 bg
0 0 by 0 by 0 32 . a4 by
0 0 0 by 0 by bs S0 a
a1
by
. az
= B, b
as
bs

We can show that ETE, is a 6 X 6 matrix

ETE,

I
cCooc ok o
N N N i = )

O 0 O o O
O O = O OO
S o0 O o O

*
S 00 O 0o O

Take Example 2| as an illustration. We can make the following observations:

(i) Bach parameter in 07, e.g., a1, b1, as, ba, as, bs, appears exactly n = 2V = 8 times in
Q% However in vech(Q°) because of the "diagonal truncation”, each of ay, as, a3
appears n = 2 = 8 times while each of by, by, b3 only appears n/2 = 4 times.

(ii) In ETE,, the diagonal entries summarise the information in (i). The off-diagonal
entry of ETFE, records how many times the pair to which the diagonal entry corre-
sponds has appeared in vech(QP).

(iii) The rank ETE, is v +1 = 4. To see this, we left multiply ETFE, by the 2v x 2v
permutation matrix

OO RO oo
O =R OO oo
_ o O O OO

S OO oo
SO o oo~k O
S oo~k OO




and right multiply ETE, by PT:

8§ 8 8 000
8 8 80 00
8 8 80 00

T T
P(EJE.)PT = 000400
00004090
00 0O0O0 4

Note that rank is unchanged upon left or right multiplication by a nonsingular
matrix. We hence also deduce that rank(ETFE,) = rank(F,) = v+ 1 =4.

(iv) The eigenvalues of ETE, are

(0, 0,

To see this, we first recognise that ETFE, and P(ETE,)PT have the same eigenvalues
because P is orthogonal. The eigenvalues P(ETE,)PT are the eigenvalues of its
blocks.

|3
|3

7%7 ,UTL) :(0,0,474,4,24).

We summarise these observations in the following proposition

Proposition 1. Recall that n = 2".

(i) The 2v x n(n + 1)/2 dimensional matriz ET is sparse. ET has n = 2" ones in odd
rows and n/2 ones in even rows; the rest of entries are zeros.

(ii) In EIE,, the ith diagonal entry records how many times the ith parameter of 01
has appeared in vech(°). The (i,5)th off-diagonal entry of ETE, records how many
times the pair (0),07) has appeared in vech(°).

R

(11i) rank(ETE,) = rank(ET) = rank(E,) is v + 1.

(iv) The 2v eigenvalues of ETE, are

Proof. See Appendix A. m

Based on Example |1| or , we see that the number of effective parameters in 6% is
actually v +1: by, b, ..., by, Y ;. a;. That is, we cannot separately identify ay, as, ..., a,
as they always appear together. That is why the rank of E, is only v + 1 and ETFE, has
v—1 zero eigenvalues. It is possible to leave FE, as it is and use Moore-Penrose generalised
inverse to invert ETFE, for estimation, but this creates unnecessary technicality in the
proofs for the asymptotics. A better alternative is to re-parametrise

vech(Q°) = E,0" = E0, (4.2)

where 0 := (>"7_, a;,b1,...,b,)7T and E is the n(n + 1)/2 x (v+ 1) submatrix of E, after
deleting the duplicate columns. Then we have the following proposition.

10



Proposition 2. Recall that n = 2".
(i) rank(ETE) = rank(ET) = rank(E) is v + 1.

(i) ETE is a diagonal matrix
n 0
FE=| 0 2,

(11i) The v+ 1 eigenvalues of ETE are

Proof. Follows trivially from Proposition O

Finally note that the dimension of 6 is v + 1 whereas that of p is v. Hence we have
over-identification in the sense that any v parameters in 6 could be used to recover p.
For instance, in Example [I| we have the following three equations:

1
5 log(1 - pi) + 5 log(l—p3) = 61 = a1 +ay

1
log< +p1) =0y =: b
1 —p

1
log< +p2) — 0= by,
L —po

Any two of the preceding three allow us to recover p. We shall not address this over-
identification issue in this paper.

4.1 Maximum Likelihood

The Gaussian QMLE is a natural starting point for estimation here. For maximum
likelihood estimation to make sense, we impose the Kronecker product structure ©° on
the true correlation matrix ©; that is, © = ©° Then the log likelihood function for a
sample {1, xo,..., 0} C R"™ is given by

fT(P)
Tn T 1<
=~ log(2m) — 7 log DW@(p)DW‘ -3 > (= w)TDPO(p)) DTV (wy — ).

t=1

Note that although © is an n X n correlation matrix, because of the Kronecker product
structure, we can compute the likelihood itself very efficiently using

O '=0'"®6,'®---®@06,!
O] = [01] X [O2] x - -+ x |©,].

11



We let
PMLE = arg m;xx Lr(p).

Substituting © = ©° = exp(Q°) (see (2.3))) into the log likelihood function, we have

ET(Q) =

T T
- _n log(2m) — — log D2 exp(Q°(6)) D2

(4.3)
where the parametrisation of Q° in terms of # is due to (4.2]). We may define

éMLE = arg mgxx tr(0),

and use the invariance principle of maximum likelihood to recover py;p g from 0 MLE-

To compute the MLE we use an iterative algorithm based on the derivatives of {1
with respect to either p or 6. We give below formulas for the derivatives with respect to 6.
The computations required are typically not too onerous, since for example the Hessian
matrix is (v + 1) x (v + 1) (i.e., of order logn by logn), but there is quite complicated
non-linearity involved in the definition of the MLE and so it is not so easy to analyse
from a theoretical point of view.

We next define a closed-form estimator that can be analysed simply, i.e., we can
obtain its large sample properties (as n,T" — 00). We also consider a one-step estimator
that uses the closed-form estimator to provide a starting value and then takes a Newton-
Raphson step towards the MLE. In finite dimensional cases it is known that this estimator
is equivalent to the MLE in the sense that it shares its large sample distribution (Bickel
(1975))).

4.2 The Minimum Distance Estimator
Define the sample second moment matrix

T
1 ~
My := D712 [T > (@ —p)(w —w)T| DV = DTPEDT, (4.4)

t=1

Let W be a positive definite n(n + 1)/2 x n(n + 1)/2 matrix and define the minimum
distance (MD) estimator

~

6(W) := arg min [vech(log Mr) — E¢]"W [vech(log M) — E¥],

geRv+
where the matrix F is defined in Proposition 2. This has a closed form solution
O(W) = (E'"WE) ' E™Wvech(log My).
In the interest of space, we will only consider the special case of the identity weighting

matrix (W = 1) R
Or = (ETE)"'ETvech(log M7).

12
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5 Asymptotic Properties

We derive the large sample properties of two estimators, the identity weighted minimum
distance estimator 67 and the one-step QMLE which we define below, since the one-
step QMLE depends on the properties of 6. We consider the case where n, " — oo
simultaneously.

5.1 The Identity-Weighted Minimum Distance Estimator
The following proposition linearizes the matrix logarithm.

Proposition 3. Suppose both n x n matrices A+ B and A are positive definite for all
n with the minimum eigenvalues bounded away from zero by absolute constants. Suppose
the mazimum eigenvalue of A is bounded from the above by an absolute constant. Further

suppose
|[[t(A = 1)+ 17"B|,, <C <1 (5.1)

for all t € [0,1] and some constant C'. Then
1
log(A + B) — log A = / [H(A— 1) + I\ Bt(A — I) + I]\dt + O(| B|%, v || BI1%).
0
Proof. See Appendix A. m

The conditions of the preceding proposition implies that for every ¢t € [0, 1], t(A—1)+1
is positive definite for all n with the minimum eigenvalue bounded away from zero by
an absolute constant (Horn and Johnson| (1985) p181). Proposition 3| has a flavour of
Frechet derivative because fol [t(A—I)+I]7'B[t(A—1)+I]7'dt is the Frechet derivative of
matrix logarithm at A in the direction B (Higham, (2008) p272); however, this proposition
is slightly stronger in the sense of a sharper bound on the remainder.

Assumption 1. {z;}L | are subgaussian random vectors. That is, for all t, for every
a € R", and every e > 0
2
P(laTz,| > €) < Ke 7,

for positive constants K and C'.

Assumption [I] is standard in high-dimensional theoretical work. We are aware that
financial data often exhibit heavy tails, hence violating Assumption I, However Assump-
tion [1|is not necessary as we mainly use it to invoke some concentration inequality such as
Bernstein’s inequality in Appendix B. Concentration inequalities corresponding to weaker
versions of Assumption [1] do exist. Since the proofs of the asymptotics are already quite
involved, we stick with Assumption

Assumption 2.

(i) n,T — oo simultaneously. n/T — 0.

(ii) n,T — oo simultaneously.

7’L2

T (T2/7 log®n v n) =o(1), for some v > 2.

13



~ Assumption 2(i) is for the rate of convergence of the minimum distance estimator
07 (Theorem . Assumption (ii) is sufficient for the asymptotic normality of both 607
(Theorem [2) and the one-step estimator 67 (Theorem .

Assumption 3.

(i) Recall that D = diag(ci,...,02), where 07 := E(x,; — w;)*. Suppose miny<;<,, 07 is

bounded away from zero by an absolute constant.

(ii) Recall that ¥ := E(xy — p)(xe — p)7. Suppose its mazimum eigenvalue bounded away
from the above by an absolute constant.

(111) Suppose that X is positive definite for all n with its minimum eigenvalue bounded
away from zero by an absolute constant.

(iv) max<i<, 02 is bounded from the above by an absolute constant.

We assume that min;<;<, 0? is bounded away from zero by an absolute constant
in Assumption [3(i) otherwise D~'/? is not defined in the limit n — oo. Assumption
[3(ii) is fairly standard in the high-dimensional literature. The assumption of positive
definiteness of the covariance matrix X in Assumption (iii) is also standard, and, together
with Assumption (iv), ensure that the correlation matrix © := D~/2X2.D~1/2 is positive
definite for all n with its minimum eigenvalue bounded away from zero by an absolute
constant by Observation 7.1.6 in Horn and Johnson! (1985)) p399. Similarly, Assumptions
[3(i)-(ii) ensure that © has maximum eigenvalue bounded away from the above by an
absolute constant. To summarise, Assumption [3| ensures that © is well behaved; in
particular, log © is properly defined.

The following proposition is a stepping stone for the main results of this paper.

Proposition 4. Suppose Assumptions @(Z’), and@ hold. We have
(1)
n
Itz el = 0, (/7).

(ii) Then is satisfied with probability approaching 1 for A =0 and B = My — ©.
That is,

NtO — 1)+ It (Mr — O, <C < 1 with probability approaching 1,
for some constant C'.

Proof. See Appendix A. m

Assumption 4. Suppose My := D™1/25 D12 iy is positive definite for all n with
its minimum. eigenvalue bounded away from zero by an absolute constant with probability
approaching 1 as n,T — 0.

14



Assumption 4 is the sample-analogue assumption as compared to Assumptions (iii)—
(iv). In essence it ensures that log My is properly defined. More primitive conditions in
terms of D and ¥ could easily be formulated to replace Assumption . Assumption ,
together with Proposition [d{i) ensure that the maximum eigenvalue of My is bounded
from the above by an absolute constant with probability approaching 1.

The following theorem gives the rate of convergence of the minimum distance estima-
tor O.

Theorem 1. Let Assumptions (1], [4(i), [3, and[{] be satisfied. Then

. n
o =01 = 0, ({/2).

where § = (ETE) ™! ETvech(log ©).
Proof. See Appendix A. n

Note that # contains the unique parameters of the Kronecker product ©° which we
use to approximate the true correlation matrix ©. The dimension of 6 is v+ 1 = O(logn)
while the dimension of unique parameters of © is O(n?). If no structure whatsoever is
imposed on covariance matrix estimation, the rate of convergence for Euclidean norm
would be y/n2/T (square root of summing up n? terms each of which has rate 1/7 via
central limit theorem). We have some rate improvement in Theorem [l as compared to
this crude rate.

However, given the dimension of €, one would conjecture that the optimal rate of
convergence should be (logn/T)'/2. The reason for the rate difference lies in nonlinearity
of matrix logarithm. Linearisation of matrix logarithm introduced a non-sparse Frechet
derivative matrix, sandwiched by the sparse matrix ETD;l and the vector vec(Mp — ©).
As a result, we were not able to use the sparse structure of ET except the information
about eigenvalues (Proposition [2(iii)). Had one made some assumption directly on the
entries of matrix logarithm, we conjecture that one would achieve a better rate.

To derive the asymptotic distribution of the minimum distance estimator éT, we make
the following assumption to simplify the derivation.

Assumption 5. {z;}_, are normally distributed.

Assumption [5] is rather innocuous given that we already have Assumption We
would like to stress that it is not necessary for the derivation of asymptotic normality
of 0. All the arguments go through without normality assumption but will be more
involved.

Let H and Hy denote the n? x n? matrices

H := /1[15(@ ~D+I e 1)+ 1) d,

Hy = /1[t(MT — D+ I @ [H(My — 1) + 1] \dt,

15



respectively’| Define the n? x n? matrix

V = var (\/Tvec(i - X))

= var (\/Tvec <% Z(l‘t — )z — )T = E(xy — p)(z — M)T))

- Lvar (Z (o= e = = B = ) o = ) ) = v et = o = )
= var ((z; — p) @ (r; — p)) = 2D, D (T @ %),

where the second last equality is due to independence, and the last equality is due to
Magnus and Neudecker| (1986) Lemma 9.
Finally for any ¢ € R*™! define the scalar

G :=c(ETE)'E'DXH(D Y2 @ DV?)V(DV? @ D"V*)HD"E(ETE) ¢
2c(ETE)'E'DH(DY? @ DV*)D, D} (S @ 2)(DV* @ D"Y)HD,"E(ETE) ‘¢
2c(E'E)'ETD;H(D'? @ D™V*)(Ze@X) (DY@ DV))HD;"E(ETE) ¢
2¢(ETE) 'ETD}H(D™V*2D 2 @ DV2E DY) HDT E(ETE) e

2c1(ETE)Y 'E'DHO© ® ©)HD,;"E(ETE) ¢,

D
D

cl

where the first equality is true because given the structure of H, via Lemma 11 of Magnus
and Neudecker| (1986), we have the following identity:

DIH(DV*@ D™V?)=DfH(DY*® D~V*)D, D;.
We also define its estimate GT:
Gr = 2¢7(ETE)"'E™D} Hp(My @ Myp)Hy D E(ETE) e
Theorem 2. Let Assumptions |1, [4(ii), [3, [{ and[3 be satisfied. Then

—\/TC\T/(%_ %) 4, no,1),

for any (v+ 1) x 1 non-zero vector ¢ with ||c||s = 1.

Proof. See Appendix A. m

5.2 An Approximation to the Maximum Likelihood Estimator

We first define the score function and Hessian function of (4.3), which we give in the
theorem below, since it is a non-trivial calculation.

3In principle, both matrices depend on n as well but we suppress this subscript throughout the paper.
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Theorem 3. The score function takes the following form

Otr(0) _
007

1
gETD]l/ e @ 1D gy [vec ([exp(QO)]’lD’l/Qinlﬂ[eXp(QO)]fl — [eXP(QO)]_1>] )
0

where 3 is defined in . The Hessian matrix takes the following form

9*l1(0)
f) =
1) = Sgagr
T - .
- 5 ETDI, (exp Q) 'D7V2ED 2 R I, + I, ® [exp QY ' D™V2ED ™2 — [2) -
([exp Q%' @ [exp Q°)7!) 1D, E

T 1 1
+ 5(\1/; ® ETD]) / P (12 ® vecel79%) / Y @ Y g5 tdt D, E
0 0
T ! 0o ! 0o 0o
+ 5(\1’; ® ETD;)/ P (vece™” ® I,,2) / e U0 @ (=90 g5 . (1 — t)dtD, E.
0 0
where .
v, = / e @ e(lft)mdt,
0
U, 1= vec ([exp QI DV2ED T2 [exp Q] — [exp QO]_l) ,
P:=1&K,,® I,.
Proof. See Appendix A. O

Note that E¥; = 0, so the normalized Hessian matrix taken expectation at 6 takes
the following form

1
T :=EH()/T = —§ETD;@1 ([exp Q%' @ [expQ°]!) U1 D, E
1

= —5 BT, (0 '®e ) v,\D,E

Therefore, define:
v _Lpiprg ~1 ~1\
Tr = 2E DI (My' @ My") Uy rD,E,

where )
\ijl,T = / M% & M%ﬁtdt
0

Using \i/LT to estimate W, does not utilise the information that ©® now has a Kronecker
product structure . An alternative choice of an estimate for © in ¥, could be the
one formulated from the minimum distance estimator 67 taking into account of the Kro-
necker product structure. However, different choices should not matter for the asymptotic
distribution.
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We then propose the following one-step estimator in the spirit of van der Vaart| (1998))
p72 or |[Newey and McFadden (1994)) p2150:

~

Ol (07)

éT = éT — T;«l aHT

/T,

We will show in Appendix A that T is invertible with probability approaching 1. We did
not use the vanilla one-step estimator because the Hessian matrix is rather complicated
to analyse. We next provide the large sample theory for 6.

Assumption 6. For every positive constant M and uniformly in b € R with ||b]|, = 1,

T

sup

0*=0|<M~/n/T

Assumption [6] is one of the sufficient conditions needed for Theorem [l This kind of
assumption is standard in the asymptotics of one-step estimators (see (5.44) of van der
Vaart| (1998) p71 or Bickel (1975))) or of M-estimation (see (C3) of He and Shao (2000)).
Roughly speaking, Assumption |6/ implies that %g‘% is differentiable at 0, with derivative
tending to T in probability, but this is not an assumption. The radius of the shrinking

neighbourhood \/n/T is determined by the rate of convergence of any preliminary es-

timator, say, 67 in our case. The uniform requirement of the shrinking neighbourhood
could be relaxed using Le Cam’s discretization trick (see van der Vaart| (1998) p72). It
is possible to relax the o0,(1) on the right side of Assumption IEI to 0,(n'/?) if one looks at
the proof of Theorem [4]

Theorem 4. Let Assumptions [1], [4(ii), [3, [4, and[d] be satisfied. Then
VT (67 — 6)
b1 (=T7)~1b

4 N(0,1)

for any (v+ 1) x 1 vector b with ||b|]2 = 1.
Proof. See Appendix A. O

Theorem || says that v/TbT (67 — 6) 4N (0,67 (—EH(@)/T)_l b). In the finite n case,
this estimator achieves the parametric efficiency bound. This shows that our one-step
estimator 07 is efficient when D (the variances) is known. When D is unknown, one has
to differentiate (4.3]) with respect to both # and the diagonal elements of D. The working
becomes considerably more involved and we leave it for the future work.

Remark. We may consider the choice of factorization in (2.1). Suppose that n = 2°
for some positive v integer. Then there are several different Kronecker factorizations,
which can be described by the dimensions of the square submatrices. That is,

2X2X X2 2X2X e X2x4 0 AX4AX- x4 ,
v times v—2 times v/2 times
2x vt 2
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have varying numbers of parameters. We might choose between these using some model
choice criterion that penalizes the larger models. For example,

~

BIC = —201(8) + plogT.

Typically, there are not so many subfactorizations to consider, so this is not so compu-
tationally burdensome.

Remark. The Kronecker structure is not invariant with respect to permutations of
the series in the system. One may want to find the permutation that is ”closest” to a
Kronecker structure in a certain sense. For example, one could estimate the model for
many permutations and choose the one that maximizes the likelihood. In practice it
may not be feasible to compute the likelihood for all possible permutations, as there are
too many if the dimension is high (n!). One possibility is to use random permutations
and choose the one that is closest to a Kronecker structure according to the likelihood
criterion. It is interesting to note that for particular functions of the covariance matrix,
the ordering of the data does not matter. For example, the minimum variance portfolio
(MVP) weights only depend on the covariance matrix through the row weights of its
inverse, ¥"!¢,,, where ¢, is a vector of ones. If a Kronecker structure is imposed on ¥,
then its inverse has the same structure. If the Kronecker factors are (2 x 2) and all
variances are identical, then the row sums of 71 are the same, leading to equal weights
for the MVP: w = (1/n)t,, and this is irrespective of the ordering of the data.

6 Simulation Study

We provide a small simulation study that evaluates the performance of the QMLE in two
cases: when the Kronecker structure is true; and when the Kronecker structure is not
present.

6.1 Kronecker Structure Is True

We simulate T' random vectors y of dimension n according to

Yt = 21/251:7 §e ~ N(O,In)
=21 R Q- R® Xy,

where n = 2V and v € N. The matrices X; are (2 x 2). These matrices are generated
with unit variances and off-diagonal elements drawn from a uniform distribution on (0, 1).
This ensures positive definiteness of .

The sample size is set to n = 300. The upper diagonal elements of >J;,j > 2, are set
to 1 for identification. Altogether, there are 2v + 1 parameters to estimate by maximum
likelihood.

As in Ledoit and Wolf (2004)), we use a percentage relative improvement in average
loss (PRIAL) criterion, to measure the performance of the Kronecker estimator wrt the
sample covariance estimator, S. It is defined as

PRIAL1 =1 —E||Z — X|)?/E||S — 2|2

where ¥ is the true covariance matrix generated as above, 3 is the maximum likelihood
estimator, and S is the sample covariance matrix. Often the estimator of the precision
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n 4 8 16 32 64 128 256
PRIAL1T 033 069 086 094 098 0.99 0.99
PRIAL2 034 0.70 089 097 099 1.00 1.00

VR 0.997 0991 0975 0.944 0.889 0.768 0.386

Table 1: Median over 1000 replications of the PRIALI and PRIALZ2 criteria for Kro-
necker estimates wrt to sample covariance matrixz in the case of true non-Kronecker
structure. VR is median of the ratio (multiplied by 100) of the variance of the MVP

using Kronecker factorization to that using the sample covariance estimator. The sample
size 1s fived at T = 300.

matrix, X!, is more important than that of ¥ itself, so we also compute the PRIAL for
the inverse covariance matrix, i.e.

PRIAL2 =1 —-E[|~7' — 7Y [2/E[|S~ — =712

Note that this requires invertibility of the sample covariance matrix S and therefore can
only be calculated for n < T'.

Our final criterion is the minimum variance portfolio (MVP) constructed from an
estimator of the covariance matrix, see Section[3.3] These weights are applied to construct
a portfolio from out-of-sample returns generated with the same distribution and the same
covariance matrix as the in-sample returns. The first portfolio uses the sample covariance
matrix, the second the Kronecker factorized matrix, and the ratio of the variances VR of
the two portfolios is recorded.

We repeat the simulation 1000 times and obtain for each simulation PRIAL1, PRIAL2
and VR. Table 1 reports the median of the obtained PRIALs and RV for each dimension.
Clearly, as the dimension increases, the Kronecker estimator rapidly outperforms the
sample covariance estimator. The relative performance of the precision matrix estimator
(PRIAL?2) is very similar. In terms of the ratio of MVP variances, the Kronecker estimator
yields a 23.2 percent smaller variance for n = 128 and 61.4 percent for n = 256. The
reduction becomes clear as n approaches T'.

6.2 Kronecker Structure Is Not True

We now generate random vectors with covariance matrices that do not have a Kronecker
structure. Similar to Ledoit and Wolf (2004), and without loss of generality, we generate
diagonal covariance matrices with log-normally distributed diagonal elements. The mean
of the true eigenvalues is, w.l.o.g., fixed at one, while their dispersion varies and is given
by o?.

Figure 1 depicts the PRIAL1 of the Kronecker estimator for three different ratios
n/T: 1/2, 1 and 2, as a function of the dispersion of eigenvalues of the true covariance
matrix. Clearly, the PRIALI is higher for higher ratios n/T, while it decreases as the
eigenvalue dispersion increases. The reason for the latter is that the distance from a
Kronecker structure increases with the eigenvalue dispersion, so that the bias of the
Kronecker estimator becomes more important. At the other extreme with no dispersion
(c close to zero), the Kronecker structure is true, so that the PRIALI is high. Note that
this behavior of the Kronecker estimator as a function n/T and « resembles that of the
shrinkage estimator of Ledoit and Wolf| (2004).
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a?  0.05 0.25 0.5 0.75 1 1.25 1.5 1.75 2
n/T = 0.5
PRIAL1 89.92 60.85 31.10 2.87 -23.70 -46.81 -65.29 -85.59 -106.30
PRIAL2 99.17 96.60 93.37 90.74 88.25 86.61 84.11 82.99 80.47
VR 73.33 7790 84.44 89.49 93.83 97.14 100.78 102.85 108.71
n/T =0.8
PRIAL1 92.78 74.29 54.05 36.36 20.31 4.59 -8.14 -15.60 -25.70
PRIAL2 99.97 99.89 99.78 99.71 99.61 99.56 99.49  99.45 99.38
VR 47.26 51.42 54.82 57.06 61.40 6259 64.69 67.77 69.12

Table 2: Median over 1000 replications of the PRIAL1 and PRIALZ2 criteria for Kro-
necker estimates wrt to sample covariance matriz in the case of true mon-Kronecker
structure. VR is the median of the ratio (multiplied by 100) of the variance of the MVP
using Kronecker factorization to that using the sample covariance estimator. o is the
dispersion of eigenvalues of the true covariance matriz.

Figure 2 depicts the condition number of the estimated (Kronecker and sample) and
true covariance matrices. Again as in the shrinkage case, the condition number of the
Kronecker estimator is smaller than that of the true one, while the condition number of
the sample covariance estimator increases strongly with the eigenvalue dispersion.

The precision matrix can not be estimated by the inverse of the sample covariance
matrix in cases where n > T"). We therefore consider the additional case n/T" = 0.8 and
report in Table 2 the results for the PRIALs and the variance ratios of MVP. First of
all, the relative performance of the Kronecker precision matrix estimator is better than
that of the covariance matrix itself, comparing PRIAL2 with PRIAL1. Thus, even in
cases where the sample covariance matrix has a smaller average squared loss than the
Kronecker estimator, it often occurs that the inverse of the Kronecker estimator has a
smaller average squared loss for the precision matrix.

While the variance ratios (VR) indicate that for large eigenvalue dispersions and non-
Kronecker structures it may be better to use the sample covariance matrix (i.e., VR is
larger than 100%), this result diminishes as n/T approaches one.

7 Application

We apply the model to a set of n = 441 daily stock returns z; of the S&P 500 index,
observed from January 3, 2005, to November 6, 2015. The number of trading days is
T = 2732.

The Kronecker model is fitted to the correlation matrix © = D~/22.D~1/2 where D
is the diagonal matrix containing the variances on the diagonal. The first model (M1)
uses the factorization 2° = 512 and assumes that

0=0,860:® - ®06y,

where ©; are (2 x 2) correlation matrices. We add a vector of 71 independent pseudo
variables u; ~ N (0, I71) such that n + 71 = 2% and then extract the upper left (n x n)
block of © to obtain the correlation matrix of x;.
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The estimation is done in two steps: First, D is estimated using the sample variances,
and then the correlation parameters are estimated by maximum likelihood using the stan-
dardized returns, D~Y2z,. Random permutations only lead to negligible improvements
of the likelihood, so we keep the original order of the data. We experiment with more
generous decompositions by looking at all prime factorizations of the numbers from 441 to
512, and selecting those yielding not more than 30 parameters. Table 2 gives a summary
of these models including estimation results. The Schwarz information criterion favors
the specification of model M6 with 27 parameters.

Sample cov SFM (K =3) SFM (K =4)

Model p decomp logl,/T BIC/T prop impr prop impr prop impr
Ml 9 512=2° -145.16  290.34 89  27% .25 -14% 27 -15%
M2 16 486 =2 x 3° -141.85 283.74 90 29% 43 -4% 42 -6 %
M3 17 512 =25 x 42 -140.91 281.87 90 29% 44 -2% A1 -6%
M4 18 480=2°x3x5 -139.63 27931 .90 30% .49 1% .47 0%
M5 25 512=4%x2 -139.06  278.19 91  30% b3 5% b3 4%
M6 27 448 =20 x 7 -134.27  268.61 91 32% D8 11% b7 9%
M7 27 450 =2x3%x5% -137.33 274.73 91 31% b7 8% .H6 6%

Table 3: Summary of Kronecker specifications of the correlation matriz. p is the number
of parameters of the model, decomp is the factorization used for the full system including
the additional pseudo variables, logL/T the log-likelihood value, divided by the number of
observations, and BIC/T is the value of the Schwarz information criterion, divided by
the number of observations. Prop is the proportion of the time that the Kronecker MVP
outperforms a competing model (sample covariance matriz, and a strict factor model
(SFM) with K = 3 and K = 4 factors), and Impr is the percentage of average risk
improvements.

Next, we follow the approach of |[Fan et al.| (2013) and estimate the model on windows
of size m days that are shifted from the beginning to the end of the sample. After each
estimation, the model is evaluated using the next 21 trading days (one month) out-of-
sample. Then the estimation window of m days is shifted by one month, etc. After each
estimation step, the estimated model yields an estimator of the covariance matrix that
is used to construct minimum variance portfolio (MVP) weights. The same is done for
two competing devices: the sample covariance matrix and the strict factor model (SFM).
For the SFM, the number of factors K is chosen as in [Bai and Ng| (2002), and equation
(2.14) of [Fan et al| (2013)). The penalty functions IC1 and IC2 give optimal values K of
3 and 4, respectively, so we report results for both models. The last columns of Table
2 summarize the relative performance of the Kronecker model with respect to SFM and
the sample covariance matrix.

All models outperform the sample covariance matrix, while only the more generous
factorizations also outperform the SFM. Comparing the results with Table 6 of |Fan et al.
(2013)) for similar data, it appears that the performance of the favored model M6 is quite
close to their POET estimator. So our estimator may provide a non-sparse alternative
to high dimensional covariance modelling.
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8 Conclusions

We have established the large sample properties of our estimation methods when the ma-
trix dimensions increase. In particular, we obtained consistency and asymptotic normal-
ity. The method outperforms the sample covariance method theoretically, in a simulation
study, and in an application to portfolio choice. It is possible to extend the framework
in various directions to improve performance.

9 Appendix A

9.1 More Details about the Matrix F,
Proposition 5. If

L =(URLR L)+ (LB - QL)+ -+ (LL® - QQ,),
where Q¥ isn xn=2°x2" and ; is2x 2 fori=1,...,v. Then

vech(£2y)
Q

vech
vech(QY) = [ Ey Ey - E, } ( 2 ;

vech(§2,)
where
Ei = D:(IQi®K2ufi72i®]2v7i) (]227,‘ & U@C]2v7i> (]27,‘—1 ®K272i—1 ®.[2)(U€C_[2i71 ®]4)D2, (91)

where D, is the Moore-Penrose generalised inverse of D,,, D,, and Dy are the n* x n(n+
1)/2 and 2* x 2(2 + 1)/2 duplication matrices, respectively, and Kyv—i i and Kjqi-1 are
commutation matrices of various dimensions.

Proof of Proposition[J. We first consider vec( @ [, ® - -+ ® I).

vee(Q @ IHh® - ® I) = vee(y @ Iyv-1) = ([2 ® Kyv-19® IQU_l) (VGCQl ® VecIQU_l)
= ([2 ® K2v—1’2 ® IQv—l) ([4V€CQl ® VeC[zv—l . 1)
= ([2 ® sz—l’g ® IQv—l) ([4 ® VeCIQU—l) VeCQl,

where the second equality is due to Magnus and Neudecker| (2007) Theorem 3.10 p55.
Thus,

VeCh<Ql X IQ X ® IQ) = D:Lr (IQ &® K2U—1,2 &® .[21)—1) (I4 &® VeCIQU—l) DQVGCth, (92)

where D, is the Moore-Penrose inverse of D,,, i.e., D;f = (DI D,)"'DI, and D,, and D,

are the n? x n(n + 1)/2 and 22 x 2(2 + 1)/2 duplication matrices, respectively. We now
consider vec(lo ® Qy ® -+ ® I).

vee(l, @ Qo ® -+ @ Ir) = vee(ly ® Qo @ Ipv—2) = (I4 ® Kov—2 4 @ Ipv—2) (vec(ly ® Qo) ® veclp—2)
= ([4 ® Kyv2 4 @ Igv-2) (I24 ® VeC]2v72) vec(ly ® £)s)

= ([4 ® Kyv-2 4 @ Igv-2) (I24 ® VeC]2v72) (I; ® Ky 9 ® Iy)(vecly ® vecl)y)

= [y ® Kyv-2 4 @ Igv-2) (I24 ® VeC]2v72) (1o ® Ky 9 ® L) (vecly ® Iy)vecds.
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Thus

VeCh(IQ ® Qg ® s ® [2)
= D (14 @ Kooz 4 ® Ipo—2) (Inn @ vecly—2) (Io @ Ky 5 ® I5)(vecls ® Iy) DavechQs.
(9.3)
Next we consider vec(lo @ I, ® Q3 @ - -+ ® I5).

vec(lhL @, VR - R I) = vee(ly @ Q3 @ Ir-3)

= (I3 ® Kpv-393 @ Ipv-s) (vec(Iy ® Q3) ® veclyo-s)

= (I3 ® Kov-393 @ Iyo-3) (Ios ® veclyo-s) vec(Iy @ )

= (I3 ® Kpv-3.93 @ Ipo-s) (Ios ® veclyo—s) (14 @ Koy @ I)(vecly @ vecQls)

= (I3 ® Kpv-393 @ Ipo-s) (Ios ® veclyo—s) (14 @ Koy @ I)(vecly @ Iy)vectls.

Thus

vech(lb® L Q3 ® -+ - ® Iy)
= D:(Ig& (] K2v_3723 & I2'u—3) (126 X VeC[Qv—ii) ([4 ® K2,4 & I2)<VeCI4 ® I4)D2V6ChQ3'
(9.4)

By observing (9.2), (9.3) and (9.4)), we deduce the following general formula: for i =
1,2,...,v

vech(lb® -+ @ Q@+ ® 1)
= D:Lr(fgi (059 ngfi’Qi X ]21171') (]2% X VeCIQv—i) (Igifl (059 K272i71 X ]—2)(VeCIQi71 X ]4)D2VGChQi
= E’ivechQi, (95)

where E; is a n(n + 1)/2 x 3 matrix. Using (9.5]), we have

vech(92°) = Eyvech(Q) + Eayvech(Qy) + - - - + E,vech(€,)

vech(€)
vech ()
- B B E, | ()

vech(€,)

Proof of Proposition[1, The ETE, can be written down using the analytical formula in
(4.1). The R code for computing this is available upon request. The proofs of the claims
(i) - (iv) are similar to those in the observations made in Example [2| O

9.2 Proof of Proposition

Proof. Since both A+ B and A are positive definite for all n, with minimum eigenvalues
real and bounded away from zero by absolute constants, by Theorem [5| in Appendix B,
we have

log(A—I—B):/1(A+B—])[t(A+B—I)+I]_1dt, logA:/I(A—I)[t(A—I)—i—I]_ldt.
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Use to invoke Proposition [13|in Appendix B to expand [t(A — )+ I +tB]™! to get
LA-I)+1+tB] " =[t(A-D)+ 17" = [t(A-D)+ I Bt(A— 1)+ 17"+ O(||B|},)
and substitute into the expression of log(A + B)

log(A + B)

_ /1(A + B D) {[HA—I)+ 1] = [t(A— 1)+ I UHBIHA — 1) + 11 + O(|BI%)} dt

:logA+/OlB[t(A—I)+I]‘1dt—/01t(A+B—I)[t(A—I)+I]‘1B[t(A—I)+I]‘ldt
+(A+B-1DO(||B|IZ,)

— logA+/01[t(A— I +1)7'B[t(A—1)+ 1] 'dt — /OltB[t(A— D+ 1)'Bt(A—1)+ 1] 'at
+(A+ B - 1O(||BJlZ,)

1
—log A+ / H(A—T)+ 1] Blt(A — ) + 1]\t + O(| BIE, v | BI,).
0

where the last equality follows from that maxeval(A) < C' < oo and mineval[t(A—1)+1] >
C'>0. O

9.3 Proof of Proposition
Denote fi := %Zthl ;.

Proposition 6. Suppose Assumptions[d, [4(i), and[3(i) hold. We have

(i)
1 r n n n
r et meat] =0 (mx(747)) =0 (V7).

(ii) |D~ e, = O(1), | D72l = O(1).
(iii)

12

~ ~ n
12007 — apT — piTle, = Oy ( f) :

(iv)
max |u;| = O(1).

1<i<n

Proof. For part (i), invoke Lemma |2/ in Appendix B with ¢ = 1/4:
L I
a’ (T ;xtxg — ]Eajt:cg> a

1
T Z(z(gt - Ezzt)
t=1

< 2 max
GEN1/4
lo

L I

T T
= E rx; — Exyx,
HT t=1

—: 2 max
a€N1/4

9
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where z,; = z]a. By Assumption , {2(17,5}1671:1 are independent subgaussian random
variables. For € > 0,

P22, > €) = P(|z0s] > Ve) < Ke .

We shall use Orlicz norms as defined in jvan der Vaart and Wellner| (1996)): Let 1 be
a non-decreasing, convex function with ¢(0) = 0. Then, the Orlicz norm of a random
variable X is given by

1|, = inf{(] > 0: B¢ (|X]/C) < 1} ,

where inf () = co. We shall use Orlicz norms for ¢(z) = ¢,(x) = €™ — 1 for p = 1,2
in this paper. It follows from Lemma 2.2.1 in van der Vaart and Wellner| (1996) that
Hzitnwl <(1+ K)/C. Then

2(1 + K)
122, = Bzl < 122 llos + Ell22 oy < =22

Then, by the definition of the Orlicz norm, E [ec/@”K)'ngt_]Ezitq < 2. Use Fubini’s
theorem to expand out the exponential moment. It is easy to see that 27, — 22, satisfies

the moment conditions of Bernstein’s inequality in Appendix B with A = 2(1_;1() and
o2 = 8(12—5)2. Now invoke Bernstein’s inequality for all € > 0

(5 m

t=1

> o2 [Ae + \/_D < 2¢~Tte,

Invoking Lemma [1] in Appendix B, we have [N}/ < 9". Now we use the union bound:

T
1
H? Z vl — Exxl|| > 2
t=1 Vi

O_g [AE + \/%] S Qen(logQ—USET/n)‘

Fix € > 0. There exist M, = M =log9+ 1, T;, and N. = —log(e/2). Setting ¢ = 2%
(0]

2

the preceding inequality becomes, for all n > N,

T
1 n n
P (Hf ;:1 rpx] — Baga] g > BET + C’m/f) <e,

where B, = 2AM,. and C. = o09/8M,.. Thus, for all ¢ > 0, there exist D, :=
2max(B., C;), T. and N, such that for all 7" > T, and all n > N,

Pl —F— ] —Exalll >D. | <e
(max( :% ‘ Z L - >_

The result follows immediately from the definition of stochastic orders. Part (ii) follows
trivially from Assumption [3[(i). For part (iii), first recognise that 2uu’ — fiuT — piT is
symmetric. Invoking Lemma [2|in Appendix B for € = 1/4, we have

4o

120047 = s = puiiTlle, <2 max fa? (24417 = fa™ = ") al.
a 1/4
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It suffices to find a bound for the right hand side of the preceding inequality.
. laT (2up” — pp” — pit) al = g la (1 — 2)u™ + p(p — )7) al

< max |a"u al + max a’ al <2 max a’ max |uTa
Joax T (/i — )" ol laT (= ) phal < 2 max Ja™(i — )] max |ual

We bound maxen; , |(4 — p)Tal first.

T T
. 1 1
(u—,u)Ta:T E (xfa —Ex]a) = =7 E Zat — Ezqt).
t=1

t=1

By Assumption I {zat}t , are independent subgaussian random variables. For ¢ > 0,

P(|zq4] > €) < Ke ©<. It follows from Lemma 2.2.1 in van der Vaart and Wellner (1996)

1/2

that ||zl < (14 K)2/CY2 Then ||zag — Ezaulls < l|2allus +EllZasllvs < Xata—

Next, using the second last inequality in van der Vaart and Wellner (1996) p95, we have
2(1+ K)1/? 1

C1/2 W
Then, by the definition of the Orlicz norm, E [eW‘Z“*t*EZ“»tq < 2. Use Fubini’s theorem

to expand out the exponential moment. It is easy to see that z,; — Ez,, satisfies the
moment conditions of Bernstein’s inequality in Appendix B with A = & and o2 = %

W
Now invoke Bernstein’s inequality for all € > 0

1 T
P q? Z<2a’t — Eza,t)

t=1

20 — Ezatlle, < [12ae — Ezayllu, (log2)™1/? < (log2)™'/? =

> ag [Ae + \/2_6]> < 2e~Tote,

Invoking Lemma (1] in Appendix B, we have [N}/ < 9". Now we use the union bound:

1 T
T Z(Za,t - Eza,t)

t=1

P | max
a6N1/4

> 203 [Ae + \/%]) < 2¢nlog9=ageT/n)

Using the same argument as in part (i), we get

n

w1 %ol =0, (/7). (9.6)

a€N1/4

Now aTpp = Ea"z, =: Ey,,. Again via Assumption |I| and Lemma 2.2.1 in [van der Vaart
and Wellner| (1996)), ||yat|y, < C. Hence

Eya.| < E|yas| = < log2)~/2
X [Byos] < max Elyad] = max fgalle, < max fyadlv, < max gaillv.(02)

< C(log2)™"?,
where the second and third inequalities are from van der Vaart and Wellner| (1996) p95.
Thus we have
max |a’ 1).
mnax |aTu| = O(1)
The preceding display together with . deliver the result. For part (iv), via Assumption
, we have z,; to be subgaussian for all

P(|zei| > €) < Ke
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for positive constants K and C'. It follows from Lemma 2.2.1 in [van der Vaart and Wellner
(1996)) that ||2ly, < (1 + K)Y2/CY2. Now

max | = max [Bxy| < max o, < max ||z, < max [|zy, (log 2) 7%,

where the second and third inequalities follow from [van der Vaart and Wellner (1996)
p95. We have already shown that the 19-Orlicz norms are uniformly bounded, so the
result follows. O

Proof of Proposition [ For part (i),
|Mr = O, = | D72ED™2 = DTVPEDR, = || D7VA(E - Z) D72,

< D7ILIE = Blle, = O(W)[15 = Slle,
n

where the third and fifth equalities are due to Proposition @ For part (ii),
I[t(© = 1) + 17 t(Mz — ©)lle, < tl[t(© — 1) + 1] o, | Mz — O,

= [[[t(® = I) + 1] |e,0p(v/n/T) = Op(y/n/T) /mineval(t(© — I) + I) = 0,(1),

where the first equality is due to part (i), and the last equality is due to that mineval (t(©—
I)+ 1) > C > 0 for some absolute constant C' and Assumption [2{i). O

T
1 ) )
= 0(1)Hf ;—1 rxf — By + 2up" — fip’ — ppi? Z
- 2

9.4 Proof of Theorem [I]

Proof.

167 — 0]l

= |(E"E)~' ETDj vec(log Mr — log ©) |l < [(ETE) ' ET|, | Dy |le, | vec(log M7 — log ©) |2,
where D) := (DID,) ' DI and D,, is the duplication matrix. Since Proposition [4| holds
under the assumptions of Theorem [1] together with Assumption [4] and Lemma 2.12

in van der Vaart| (1998), we can invoke Proposition |3| stochastically with A = © and
B = MT — O

1ogMT—1og@=/l[t(@—l)+I]—1(MT—@)[t(@—I)+1]—1dt+0p(||MT—@||§2). (9.8)

(We can invoke Proposition [3| stochastically because the remainder of the log lineariza-
tion is zero when the perturbation is zero. Moreover, we have |[Mp — Ol 2 0 under

Assumption [2(i).) Then
||vec(log My — log ©)||2

< /0 O —1)+ 117" @ [t(© — I) + 1] "dtvec(Mr — ©)|| + |[vecO,(| Mz — O3,

2

< |M7 — Ollr + |0 (|| M7 — O|7,) |~
£

< CV/n||My — Oll¢, + v/nl|Op(| My — O, |les
< CV/n||My = Bllg, + VO, (| My — O[7,) = Op(\/n?/T), (9.9)

[ 1 -1+ epe -+
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where the third inequality is due to ((9.12), and the last inequality is due to Proposition
[ Finally,

(ETE) E||,, = \/maxeval ([(ETE)-1ET]" (ETE)-1ET)

= \/maxeval ((ETE)~ B [(ETE)~'E1]") = \/maxeval ((EVE)-\ETE(ETE)1)

= \/maxeval (ETE)) = \/2/n, (9.10)

where the second equality is due to that for any matrix A, AAT and ATA have the same
non-zero eigenvalues, the third equality is due to (AT)™! = (A71)T, and the last equality
is due to Proposition 2] On the other hand, DI D, is a diagonal matrix with diagonal
entries either 1 or 2, so

1D lle; = I1D3Tlle, = O(1),  [IDnlle, = [|1D[le, = O(1). (9.11)

The result follows after assembling the rates. n

9.5 Proof of Theorem [2
Proposition 7. Let Assumptions |1, [4(i), [3, and[{ be satisfied. Then we have

~ A n
Il =00, e =00, Ir=Hl=0, (/7). ©12

Proof. The proofs for ||H||s, = O(1) and || Hr||s, = O,(1) are exactly the same, so we only
give the proof for the latter. Define A, := [t(Mr —I)+ I]7! and B, == [t(© — I) + I]*.

1
||HT||€2 :H/ At®Atdt
0

1
< / |Ar ® At“ez dt < max ||A; ® A¢||, = max || Al
Lo 0

te[0,1] H@ te[0,1]

1 2
= W([t(My — 1)+ 117V =
max {maxeval([{(Mr — 1) + 1]77)} gaﬁ{mmeml(t(%_n“)}

= Op(l)a

where the second equality is to Proposition [I4] in Appendix B, and the last equality is
due to Assumption 4 Now,

1
HHT—H”@ :H/ At®At_Bt®Btdt
0

1
g/ |A; ® Ay — By ® Byl|,, dt
6 Jo

S max ||At ® At — Bt ® BtHZ = Imax ”At ® At — At ® Bt + At ® Bt — Bt ® Bt”ﬁ
t€[0,1] 2 tefo,1] 2

= max HAt ® (At - Bt) + (At — Bt) & BtHb < max (HAt ® (At - Bt)Hz2 + ||(At — Bt) ® BtHb)

tel0,1] t€[0,1]
= [nax (1Al I1Ae = Bell,, + 11Ae = Billy, 1 Bell,,) = max I Ae — Bill,, (1A, + I1Bell,,)
= O0,(1) max ||[t{(My — 1)+ 1]7' = [t(© — I) + 1]-1}|£
te€(0,1] 2

where the first inequality is due to Jensen’s inequality, the third equality is due to special
properties of Kronecker product, the fourth equality is due to Proposition [I4]in Appendix
B, and the last equality is because Assumption [ and Assumption [3{(iii)-(iv) implies

[t(Mz — 1) + 17 le, = Op(1)  |[H(© = 1) + 1] 7|, = O(1).
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Now
[[t(My = 1) + 1] = [t(© = 1) + 1]||, = t[|Mr — Ole, = Op(+/n/T),

where the last equality is due to Proposition[d] The proposition then follows after invoking
Lemma [3] in Appendix B. O

Proof of Theorem[3.

VT (0r —0) VT (ETE) 'ETDXH(D Y2 @ D 1/2)vec(E — X)

~ ~

Gr Gr
VT (ETE)'ETD;fvecO,(||Mr — ©)12))
Gr
=1t + 3.

Define ~
VT (ETE)'ETD}H(DY? @ D~Y?)vec(® — X)

N :

To prove Theorem , it suffices to show t} 4 N(0,1), t) —t1 = 0,(1), and t3 = 0,(1).

t’l =

9.5.1 % N(0,1)

We now prove that ¢} is asymptotically distributed as a standard normal.

VT (ETE) ETDH(D ™2 @ D 2)vee (4 00, [(wy — ) @ — )T = Elw, — o) (@ — )7])

th =

->

t

Ve
T2 (ETE) T ETDEH(D™V? © D™V2)vee [(x, — p) (v, — )7 — E(x, — 1) — )]
Ve

T
=1
T
= E UT,n,t-

t=1

Trivially E[Ur,,,] = 0 and 3, E[UZ,,,] = 1. Then we just need to verify the following
Lindeberg condition for a double indexed process (Phillips and Moon| (1999) Theorem 2
p1070): for all € > 0,

T
lim / Uz, ,dP = 0.
n,T—o0 ; (Urnel2ey

For any v > 2,

/ U%n,th = / U%MyUT,n,tMUT,n,tPdP < g / \Up ns|7dP
{‘UT,n,t|25} {lUT,n,t‘ZE} {‘UT,n,t|25}

< 2R Ul
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We first investigate that at what rate the denominator v/G goes to zero:

G =2(E"E)'E'DHO© ® ©)HD, E(ETE)™

> 2mineval(© ® ©)mineval(H*)mineval (D, D} T)mineval((ETE) ™)

1

> 2mineval(© ® ©)mineval(H*)mineval(D; D7)~
n

where the first inequality is true by repeatedly invoking Rayleigh-Ritz theorem. Since
the minimum eigenvalue of © is bounded away from zero by an absolute constant by
Assumption [(iii)-(iv), and the minimum eigenvalue of H is bounded away from zero by an
absolute constant by Assumption [3(i)-(ii), and mineval(D; DifT) = mineval[(D] D,,)~!] >
C > 0 for some absolute constant ', we have

1
el O(v/n). (9.13)

Then a sufficient condition for the Lindeberg condition is:

o

T'3p?E |"(ETE) 'ETD H(D"? @ D~?)vec (¢ — ) (e — )7 — E(zy — p)(z — p)7]
=o(1), (9.14)
for some v > 2. We now verify (9.14)).

E|cT(ETE)"'ETD}H(D™Y? ® D~Y?)vec (20— p) (2 — )T = E(zy — p) (2 — p1)7] !
<||"(ETE)'E"DH(D™'? @ D_1/2)||;’]EHVGC [z — p) (2 — )T — E(zy — p) (2 — )] H;

= O(n"y/2 VE||z — ) (e — )T — E(wy — p) (20 —

'l
F

O(n™")E (e — p) (e — )7l + 1Bz — p) (e — )7l )"
O(n 7/2)E27 ! (th ) (@e — ) + Bz — p) (e M)T”})
<O )27 (Ellzy — p) (@ — )71 + Ell (2 — ) (2 — )71 7)
= O™ )2 e, — ) @ = )"} < O™ ""*)2E (n max [(w — o) (we — )y |)
= O(n"*)E (g%ygﬂ) 1 — il —u)jlv) = O(n"?)|| max [(z0 = )il = )| '

where the first equality is because of , , and Proposition |§|(ii), the third
inequality is due to the decoupling inequality |f + g|P < 2P7(|f|P + |g|P) for p > 1, the
fourth inequality is due to Jensen’s inequality, the fourth equality is due to the definition
of L, norm. By Assumption [T} for any 4,5 =1,...,n,

P(lwrive ] 2 €) < Pl > Ve) + P(|arg| > Ve) < 2K

It follows from Lemma 2.2.1 in van der Vaart and Wellner| (1996)) that ||z ;x¢;lly,
(1+2K)/C. Similarly we have P(|z,;| > €) < Ke =, 50 |||y, < |20l (log2)~1/2

[

<
<

}1/2 (log2)~Y/2. Recalling from Proposition [6(iv) that max;<;<, |u;] = O(1), we have
IGze = )il = wjlles < lleeizesllon + pillzeillon + pallzegllo + pip; < C

for some constant C'. Then invoke Lemma 2.2.2 in van der Vaart and Wellner| (1996])

<log(1+n*)C = O(logn).
1

max (z; — p)i(we — p);

1<i,j<n
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Since || X ||z, < 7!||X ||y, for any random variable X (van der Vaart and Wellner| (1996),
p95), we have

C <y
L’Y

T —0@og"n). (9.15)
P1

max (a, — p);(x: — ),

max (z; — p)i(zs — p); 1<i,j<n

1<i,5<n

Summing up the rates, we have

o

T 2n"/?E cT(ETE)*IETD,fH(D*I/2 & D71/2)V€C [l‘t — )z — )7 — E(zy — p) (2 — M)T]

, logn\”
= T 3720(n"/%)O(log" n) = O (”T‘?”) = o(1)

by Assumption [2(ii). Thus, we have verified (9.14)).

9.5.2 ) —t; = o0,(1)

We now show that t; —t; = 0,(1). Since t} and ¢; have the same numerator, say denoted
A, we have

th—t

A A A (VnGr—ViG
~VG V&, VG ( Naren )

A 1 nGr — nG

B \/5 \/n_(?T ( né’T + \/m ) .

Since we have already shown in that nG is bounded away from zero by an absolute

constant and A/v/G = O,(1), if in addition we show that nGy — nG = o,(1), then
the right hand side of the preceding display is 0,(1) by repeatedly invoking continuous

mapping theorem. Now we show that nGy — nG = 0,(1). Define
Gr :=2¢"(E"E)"'ETDfH;(© ® ©)Hr D "E(ETE) e

By the triangular inequality: InGr — nG| < [nGp — nGrp| + [nGr — nG|. First, we prove
InGr — nGr| = o,(1).
n|C§'T — Gl
= 2n|cT(ETE)\ETDY Hp(My @ Mp)Hr DT E(ETE) ¢
— "(ETE)"'E"D}Hp(© ® ©)Hy D E(ETE) ¢
— 2n|¢"(ETE) 'E™D;} Hy (M @ My — © @ ©)Hy D" E(ETE) !¢|
< 2n|maxeval(My @ My — © ® O)||Hr D} E(ETE) " c||?

2 T — n % T —
~ 20y © My — @ Bl D] BETE) el < 200, ({7 ) 1l 1O I 1ETE) e

=0, (/1) =0,

where the second inequality is due to Proposition [l Assumptions [3(i)-(ii) and [4] the
second last equality is due to (9.12), (9.10)), and (9.11 and the last equality is due to
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Assumption (ii). We now prove n|Gp — G| = 0,(1).
n|C~§'T — G|
= on|cT(ETE)'ETDHp(© ® ©)Hy D E(ETE) L¢
—"(ETE)Y'E'DH(© @ ©)HD, E(ETE) (|
< 2n|maxeval(© ® O)|||(Hy — H)D"E(ETE)'¢|)?
+2n)(© ® ©)HD,"E(ETE) ¢|»||(Hr — H)D,; E(ETE)'c||, (9.16)
where the inequality is due to Lemma [5| in Appendix B. We consider the first term of
(9.16]) first.
2n|maxeval(© ® O)|||(Hr — H)D; E(ETE)""¢|l3 = O(n)||Hr — HIIZ, |ID; |12, 1(ETE) " le,
= Op(n/T) = 0p(1),

where the second last equality is due to (9.12)), (9.11]), and (9.10]), and the last equality
is due to Assumption [2[(ii). We now consider the second term of ([9.16]).

20)[(© © ©)H D E(ETE) cllo||(Hr — H)D; E(ETE)c|)

< O()||Hl|e,||Hr — H|eo | DITE(ETE) ell3 = O(v/n/T) = 0,(1),
where the first equality is due to (9.12), (9.11)), and (9.10), and the last equality is due to
Assumption (ii). We have proved [nGr — nG| = 0,(1) and hence [nGr — nG| = 0,(1).
9.5.3 3 =0,(1)
Last, we prove that t3 = 0,(1). Write
. VT\/nc™(ETE) Y ETDfvecO,(|Mr — ©|3))

3 pu— —= .
V nGT

Since the denominator of the preceding equation is bounded away from zero by an absolute

constant with probability approaching one by 1’ and that |néT — nG| = op(1), it
suffices to show

VT/nc" (ETE) ' ETDifvecO, (| My — 0|12 = op(1).
This is straightforward:

[VTneT (ETE) " ETD; vecO, (|| Mz — O|lp,)| < VTnl|c"(ETE) " ETD;|l2[[vecO, (|| Mr — O][7,)ll2
SVTNO,([Mr = Ol )|l < VTV O, (|Mr — O], le,

= VTR0, - 011) = 0, (Y3 ) = 0, () = o)

where the last equality is due to Assumption (ii). ]
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9.6 Proof of Theorem [3

Proof of Theorem[3. At each step, we take the symmetry of () into account.

dlr(6)

= —Zdlog ‘Dlm exp(QO)Dlﬂ‘ - Zaltlr 1 Z(mt — )T DV [exp(QO)] 1D Y2 (2 — )
2 2 =

- —gdlog ‘D”Q exp(Q°) D12

T - T 5
_ _Etr <[D1/2 eXp(QO)D1/2] 1 Dl/QdGXP(QO)D1/2> _ Edtr (D—l/QED—l/Q [exp(QO)]_1>

- gdtr (D250 2exp()] )

= —gtr <[exp(Q0)]_1 dexp(QO)> — gtr (Dfl/Zf}D*lﬂd[exp(Qo)]4)
= —gtr <[exp(QO)] - deXp(Qo)> + %tr (D_l/QZNID_l/2 [exp(Q°)]'d exp(QO)[exp(QO)}_1>

— gtr ({[exp(QO)]_1D_1/22~]D_1/2[exp(90)]_1 - [exp(QO)rl} dexp(QO)>

T
T2
= g [vec ([eXP(QO)]_ID_l/QiD_l/Q[eXp(QO)]_l - [exp(QO)]_1>]Tvecdexp(Qo),

.
vecd exp(QY)

vec ({[exme)]-1D-1/2ED—1/2[exp(QO)]—1 - [exp(QO)}‘l}T)

where in the second equality we used the definition of % , the third equality is due
to that dlog | X| = tr(X ~1dX), the fifth equality is due to that dX ' = —X"1(dX)X 1,
the seventh equality is due to that tr(AB) = (vec|AT])TvecB, and the eighth equality
is due to that matrix function preserves symmetry and we can interchange inverse and

transpose operators. The following Frechet derivative of matrix exponential can be found
in Higham (2008)) p238:

1
dexp(Q°) = / e (40%) ™Y dt.
0
Therefore,
b QO Lo QO
Vecdexp(QO):/ et @ 7Y dtvec(dQO):/ e @ U VY 4t D, vech(dQ°)
0 0
1
= / ! @ 1Y 4D, Bdo,
0

where the last equality is due to (4.1). Hence,
dlr(0)

T - B 1
=3 [vec ([exp(QO)]_1D_1/22D_1/2[exp(QO)]_1 — [exp(QY)] 1>]T/ ¢ @ Y AtD, Ede
0
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and

_0tr(0)
Y= "o

T ! 2 -
= EETD,TL/ e’ @ DY gy [vec ([exp(QO)]_lD_l/QZD_l/z[exp(QO)]_1 — [exp(Q°)] 1)}
0

T
=: §ETD;I;\I]1\I]2

Now we derive the Hessian matrix.

T T T T
dy = EETDTTL(d\IH)‘I’z-FEETD;‘I’ld‘I’z = 5(mg@ETDZ)VeCd\h*‘EETDszlpld\p?' (9.17)

Consider dW¥, first.
1 1
AV, = d / e @ eV gt = / de'™ @ 1= qt + / e @ de1 =0 gt
0 0 0
1 0 1 0
= / A® DY gt +/ " @ Bdt,
0 0
where
1 1
A= / e(l_S)tQOd(tQO)esmods, B = / 6(1_5)(1_t)90d((1 - t)QO)es(l_t)QOds.
0 0
Therefore,
1 1 .
vecdV, = / vec (A ® 1% ) dt + / vec (em ® B) dt
0 0
1 1 .
= / P (vecA ® veceI7H9 ) dt + / P (vecetQ ® VecB) dt
0 0
1 1 .
= / P (Inz ® vecel7)9 ) vecAdt + / P (vecetQ ® In2> vecBdt
0 0
1 1
= / P (L2 ® vecet™%) / e @ 1Y s . vecd(H°) dt
0 0
1 0 1 0
+/ P (vece"” @ I,,2) / 1D @ (=900 g5 . vecd((1 — ¢)Q°)dt
0 0
1 1
= / P (Inz ® Vece(l’t)ﬂo) / et g (=912 g g . tdtD,, Edf
0 0

1 1
+ / P (vecetQO ® I,2) / S0 @ (=)0 g6 . (1 — t)dtD, Edf (9.18)
0 0

35



where P := I, ® K,,,, ® I,,, the second equality is due to Lemma @ in Appendix B. We
now consider dW¥s.

¥, = dvec ([exp<90)]—1D—1/2§JD—1/2[exp(Q°)]—1 - [exp(QO)}‘l)
— vec (d[exp(QO)]—lp—l/QiD‘” 2[exp(ﬂo)]‘l)
+ (lexp(@)] 7' D=/28 D 2dfexp(20)] 1) = vee (d [exp(20)] )
= vee (—[exp(2)] M exp(2)exp(€)] DD fexp(2%)] )
+ vec (—[exp(QO)]—lD—WiD—l/? [exp(QO)]_ldeXp(Qo)[exp(QO)]_1>
+vee ([exp(@)] ! dexp() exp(2)] )
= (lexp(@)] 7 @ [exp(2")] ) veed exp(2°)
- ([eXp(QO)]_l ® [exp(QO)]—10—1/25317—1/2[exp(QO)]—l) vecd exp(Q°)
)

- <[exp(QO)]_1D_1/22~]D_1/2[exp(QO)]_1 ® [exp(2°)] ™) vecd exp(Q2°) (9.19)

Substituting (9.18)) and (9.19)) into (9.17) yields the result:

o*lr(0)
00007

T 8 .
- 5 BT, (exp Q) ' D™D 2 @ I, + I, ® [exp Q] ' DV2ED V2 — I,2) -

([exp Q%' @ [exp Q°)!) U1 D, E

1 1
+ = (V] ® ETD]) / P (12 ® vecel™%) / Y @ 1N gs  tdt D, E
0

0

N o

1 1
+ (¥ ® ETD]) / P (vece'™ @ I,2) / S0 @ (=)= gg . (1 — {)dt D, E.
0 0

[]

9.7 Proof of Theorem {4

Under Assumptions [3[- [4| and Proposition (i), O 16! and ]\/.I'T_1 ® M:Fl are positive
definite for all n with minimum eigenvalues bounded away from zero by absolute con-
stants and maximum eigenvalues bounded from the above by absolute constants (with
probability approaching 1 for M, l® M, 1), so their unique positive definite square roots
0120012 and M;""? ® M;'/? exist, whose minimum eigenvalues also bounded away
from zero by absolute constants and maximum eigenvalues bounded from the above by
absolute constants. Define

X =000 VD,E A= (M0 M)V D, E.

Therefore ) |
T - —§XTX, TT - —5.)2%27“
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Proposition 8. Suppose Assumptions (z'), @ and hold. Then Wy is positive definite
for alln with its minimum eigenvalue bounded away from zero by an absolute constant and
mazimum eigenvalue bounded from the above by an absolute constant. \TJLT 1S positive
definite for all n with its minimum eigenvalue bounded away from zero by an absolute
constant and mazimum eigenvalue bounded from the above by an absolute constant with
probability approaching 1.

Proof. For part (i), since the proofs for the sample analogue and population are exactly
the same, we only give a proof for the sample analogue. The idea is to re-express ¥,
into the diagonalised form, as in [Linton and McCrorie (1995)):

) L - | =1
Uy = /o etlog Mr o (1-t)log Mr 1y _ /0 (Z ﬂtk log" MT) ® <Z ﬁ(l —t)!log’ MT> dt
ZZTGO% MT®log Mr)d ZZlog MT®10g MT)k‘l' 75 (1—75)61
0 k=0 1=0 k=0 1=0
= - 1 k ! . - n—l !
=0 [=0 n= =0

where the fourth equality is true because the infinite series is absolutely convergent (in-
finite radius of convergence) so we can interchange »_ and [, the fifth equality is due
to Lemma [7] in Appendix B. Suppose that My has eigenvalues Aq, ..., \,, then log My
has eigenvalues log A\, ..., log A, (Higham! (2008) p10). Suppose that log My = QT=Q
(orthogonal diagonalization). Then

log"™! My @ log' My = (QTZ"7'Q) ® (Q"E'Q) = (QT@ QN(E' 9 E)(Q ® Q).

The matrix Y. E" ' ® Z! is a n? x n? diagonal matrix with the [(i — 1)n + j]th entry
equal to
n n— log A;)"tt—(log A\, )" 1 .. . .
io(log Ai)" ! (log Ay)! = BERIEEEA it o X £
(n 4+ 1)(log \;)™ ifi=jy

for 4,j = 1,...,n. Therefore ¥y, = (QT ® QN[>0 n+1 =S ETT R ENQ ® Q)
whose [(i — 1)n + j|th eigenvalue equal to

exp(log \;)—exp(log \;) Ai—A; ip - .
Tog A —log \, s = log)\i—lo]g)\j a7 j, M # A
explog\; = \; ifi=j
The proposition then follows from the assumptions of the proposition. O

Proposition 9. For any (v + 1) x 1 non-zero vector b, with ||b||s = 1,

BT (XTX) Xy = O (%) |
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Proof. Note that

1

T(XTY) XTI =T (XTX) 1 < (XX = .
167( ) Il = 07( )70 < maxeval( ) mineval(XTX)

Note that for any (v + 1) x 1 a with ||a]| =1

a'X"Xa=a"ETD] VU, (@*1 ® @*1) v,.D,Fa
> mineval(©~! ® ©Hmineval(¥)mineval (D] D, )mineval(ETE) > Chn,

for some positive constant C'. O]

Proposition 10. Let Assumptions @(z), @ cmd be satisfied. Then

(i)

Mz' @ Mt =07 @07, =0, < %) '

(ii)
HMT—1/2 ® MT—1/2 _ 92 ® @71/2H42 _ Op ( /

NI s
~——

Proof. For (i)

IMp' @ Myt =071 @ 071y,

=Ml M;! - Moo+ Mttee -0t e,
= [M;' @ (M7 =07 + (M —07) @ 07,
<M e IMz' =07 e, + 1Mz — 07 6,071,

_ _ _ _ n
= (17 s+ 107 ) 007 = 07 = 0, (17

where the inequality is due to Proposition [14]in Appendix B, and the last equality is due
to Lemma [3] in Appendix B given Proposition [4i) and Assumption [2[i). For part (i),
invoke Lemma [ in Appendix B:
|Mp ' @ My — 072 @ 0712, <
1M e My — 071007, 0 ( n)
mineval(M;"? @ Mz ""?) + mineval(©-1/2 @ ©-1/2) 3

Proposition 11. Let Assumptions (1, [4(i), [q and[{] be satisfied. Then

n

e - Wil =0, (/7).
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Proof.

1
W1z = Pille, = H/ (Mp® Myt —©' @O0 ")dt
0

%

1
g/ | ML My — 0" @0 ||,dt
0

1 1
< [IMpe oo - e, e+ [ 0s5 - 09 0 01,
0 0
< max||Mz ||, | Mz~ — ™|, + max|[M7 — €[]0,

te[0,1] t€[0,1]
_ Ml—t 1—t Mt _ t .
mmax (1M ey + 10 ey ) | M7 — O,

The lemma follows trivially for the boundary cases t = 0 and t = 1, so we only need to

consider the case t € (0,1). We first show that for any ¢ € (0, 1), || M7 |, and ||©|,,

are O,(1). This is obvious: diagonalize ©°, apply the function f(z) = 2'~*, and take the

spectral norm. The lemma would then follow if we show that max,c(q) [| M5 — ©'[|¢, =
Op(v/n/T).

ML — O, = HetlogMT _ etlog®||

< [[t(log Mz — log ©)|¢, exp[t||log Mz — log O||,] exp[t[| log O[]

= [[t(log Mz — log ©)|[¢, exp[t|| log Mz — log ©||,,]O(1),
where the first inequality is due to Theorem [7]in Appendix B, and the second equality is

due to the fact that all the eigenvalues of © are bounded away from zero and infinity by
absolute constants. Now use :

[ log Mz —log lle, < max [[H(® — 1) + NG 1Mz = ©lle, + Op([[ My — ©]7,)

n
= 0,1 = 1) + O,(lMr — 011) = 0, (/7

where the first inequality is due to the triangular inequality and the submultiplicative
property of matrix norm, the first equality is due to the minimum eigenvalue of t©+(1—¢)I
is bounded away from zero by an absolute constant for any ¢ € (0, 1), and the last equality
is due to Proposition [f(i). The result follows after recognising exp(o,(1)) = O,(1). O

Proposition 12. Let Assumptions (z), @ cmd be satisfied. Then

(i) ) X
1%rlle, = [XF e, = Op(v/n), [ Xlle, = [ XT]le, = O(Vn).
(i)

n2

|Xr — X, = O, ( 7) :

n
o ()
lo : T

(iii)
Tr Y

n n

Ay arx
0 | 2n 2n
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(i)

[Tt — T, =|2a(EFR) ! — 2n(X7X) |, = O, ( %) .

Proof. For part (i), it suffices to give a proof for ||Xz|s,.

_1 2 —1/2 —1/2 -1/2
1% ]le, = [|(M7"* @ Mz )0y 2 DR Elle, < [ M7"? @ My (|6 |92 lles | Dalles | E e
= Op(\/_)a

where the last equality is due to Propositions [f(iii) and [§ and (9.11]). Now

12 — X, = (M7 "? ® Mz "?) 01 7D, E — (0712 @ ©7/%) ¥, D, |,
<l % M‘”? 072907V, D, B,

+ ||( 2@ V) (U p — U,)D,Ell,
< ||(M7'2 @ Mz — 0712 @ ©7Y2)|| 0| Uy 1|, | Dl | E

- ||@ V28 07|, %17 — Uil | Dallea | -

The proposition result (i) follows after invoking Propositions [10] and [11} For part (iii),
XX — XTX |, = AT Xy — XTX + XJX — XTX|g, < | X (X = X)|le + (X — X)X ]|e,.

Therefore part (iii) follows from parts (i) and (ii). Part (iv) follows from result (iii) via
Lemma [3 in Appendix B and the fact that [|2n(XTX)7!|, = O(1). O

Proof of Theorem [} We first show that Y is invertible with probability approaching 1,

so that our estimator 07 := O + (—TT) 18@59? /T is well defined. It suffices to show
that — Y7 = % ET DJL\PLT (M; ' My 1) \1117TDnE has minimum eigenvalue bounded away
from zero by an absolute constant with probability approaching one. For any (v+1) x 1

vector a with ||alls =1,

a"E'DI o (M7 ® M) Wy 4D, Fa/2
> mineval(M;' @ Mz ")mineval (2 p)mineval(D] D, )mineval(ETE)/2 > Chn,

for some absolute constant C' with probability approaching one. Hence — 77 has minimum
eigenvalue bounded away from zero by an absolute constant with probability approaching
one. Also as a by-product

1

mineval(—T7)

I(=T7) " le, = =0,(n). (9.20)

From the definition of A, for any b € R*+! with ||b||, = 1 we can write

VIV (<) (fr — 8) = VIV (—Ta)(fr — 6) + o7 L 22 Pr)

T oo
= VTV (=T7) (67 — 6) + be;ang( ) 4 VTH Y (07 — 0) + 0,(1)
= VT (Y — Tr)(fr — 0) + bT\/_;(%aTe(T) +0,(1)
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where the second equality is due to Assumption@and the fact that Or is \/ T /n-consistent.
Defining aT = b7(—T7), we write

A

VTS (—0) = VT (~T) (YT Br—0) 4 - () VT, 20 ool

lall2 lall2 lall2 T oom  alla
By recognising that ||aT||; = [|bT(=T7)||2 > mineval(—T7), we have
1
= 0,(n™1).
lalla "
Thus without loss of generality, we have
1 007(0)

VTO (07 — 0) = VT (=T7) (T = T1) (b — 0) + b7 (=T7) " T + 0,(n71).

We now show that the first term on the right side is 0,(n~'/2). This is straightforward

VT (=T7) (0 = Y1) (0r = O) < VTIbllo[l(=T1) Ml | T = Trlle, 101 — 0l2
= VTO,(n"")nOy(\/n/T)Oy(v/n/T) = Op(\/n? [Tn™'12) = 0,(n~'7?),
where the first equality is due to (9.20]), Proposition [12] (iii) and Theorem [1} and the last

equation is due to Assumption [2{ii). Thus

VT (fr—0) = VT T g ey

whence, if we divide by y/bT(=T7)~1b, we have

VIV (6r —6) _ —bTTVT “g;f)/T 0( —1/2)

AT (=T7)~1b A/bT(=T7)-1b \/

=ita1 + l22.

Define 862(6)
VTR T
o bT(—T) b

To prove Theorem , it suffices to show t; 4 N(0,1), t5, —ta1 = 0p(1), and ty 5 = 0,(1).

9.7.1 t,, % N(0,1)
We now prove that t; ; is asymptotically distributed as a standard normal.
dbr
/ _bTT 1\/_ aoT /T
br(—=Y)~1h
L 0T(ATX) IO @ @712 (D2 @ DY TV 2vee [(wy — p)(xy — )T — Eay — p) (2 — p1)7]

2 bT(—1)"1b
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The proof is very similar to that of ¢} 4N (0,1) in Section [9.5.1} It is not difficult to
show E[Ur,,,] = 0 and 3/, E[UZ,, = 1. Then we just need to verify the following
Lindeberg condition for a double indexed process: for all € > 0,

T
lim / Uz, ,dP = 0.
n,T—00 ; (Urmi>ey

For any v > 2,

/ U%n,th = / U%m]UT7n,t|*7|UT7n7thP < / \Urnt|"dP
{|UT |} (U e 22} (U n o[>}

< €27’YE’UT,n,t|77

We first investigate that at what rate the denominator /b7(—1)~1b goes to zero.

1

bT(=T) "o =2b" (E"DIV, (07 @O ) U1 D,E) b
> 2mineval ((ETDW, (671 @ ©7) 1D, E) ")

2
~ maxeval (ETDIL\Ifl (@—1 ® @—1) \IlenE)'

For an arbitrary (v 4 1) x 1 vector a with ||al|s = 1, we have

a"ETDIV, (07'®©07") U D, Ea
< maxeval (07! ® ©~)maxeval(¥?)maxeval(D] D, )maxeval(ETE) < Cn,

for some constant C. Thus we have

1

m = O0(v/n). (9.21)
Then a sufficient condition for the Lindeberg condition is:
T'=30/2.
E|pT(XTX) ' AT(O7 20 072)(DV2 @ D™ )vee [(z — p) (2 — p0)T — Bz — p) (2 — p0)7] !
= o(1), (9.22)
for some v > 2. We now verify . We shall be concise as the proof is very similar to
that in Section [0.5.1]
E b7 (XTX) T XT(072 © 07V2)(D2 @ D~Y2)vec (2 — p)(ze — )T — B(ay — p) (20 — )7]|
< 87T ) T ATIE e — ) e — )T = O (07 72) 7| o (= oG — )|

=0 (n_”’/g) n’O(log” n),

where the second last equality is due to Proposition [ and the last equality is due to
(9.15). Summing up the rates, we have

T2"~

1 v
T' 30720 (nﬂ/?) n’O(log” n) = o (%) =o(1),
by Assumption [2(ii). Thus, we have verified (9.22).
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9.7.2 t/2’1 — t271 = Op(]_)

Let A and A denote the numerators of ty, and ty 1, respectively. Let VG and \/5 denote
the denominators of #; ; and t;, respectively. Write

y . _NAA_VRA  JiA _ Jid
2 2’1_\/ﬁ VnG VG /G

(VA - fA)+fA<m j_()
_ ! (VA — nA) + vnA L nG —nG .
VnG VGV nG nG + vnG

Note that we have shown in (9.21) that v/nG is uniformly (in n) bounded away from
zero, that is, 1/v/nG = O(1). Also we have shown that t; , = = A/VG = 0,(1). Hence

ViTA = \/i0,(VG) = V/iiO, ( L) 0,0,

7)

where the second last equality is due to Proposition @ Then to show that t; | —t21 = 0,(1),
it suffices to show

VnA — /nA = o,(1) (9.23)
nG —nG = o0,(1). (9.24)

9.7.3 Proof of ((9.23))
We now show that

oY 1\/_8€T( )/T bTY lx/_(%( )/ ’:op(n.

This is straightforward.

R U SN
VT
=N

~

=T (T =1

o n3
< OWTMIT7 = Y il - Sl = 0, (17 ) = a0

where the second equality is due to Proposition [12{iv) and (9.7), and the last equality is
due to Assumption [2[(ii).

X102 00 V2 (D2 @ D~V2)vec(E — z)‘

9.7.4 Proof of ((9.24))

We now show that )
n|bT(=T7)"'b = bT(=T)"'b| = 0,(1).
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This is also straight-forward.

b= = 5] = (7 = ] <l -1 =0, (7 ) = o)

where the second equality is due to Proposition (iv) and the last equality is due to
Assumption [2[(i)

9.7.5 t272 = 0p(1)
We now prove to9 = 0,(1). It suffices to prove

1

= Op(”l/Q) :

A

bT(—TT)flb

This follows from and - O

10 Appendix B

10.1 Minimum Distance Estimator

Proposition 13. Let A, B be n xn complex matrices. Suppose that A is positive definite
for all n and its minimum eigenvalue is uniformly bounded away from zero by an absolute
constant. Assume ||A™ B, < C < 1 for some constant C. Then A+ B is invertible for
every n and

(A+B) ' =A"—A"'BA™' + O(||B|7,)-

Proof. We write A+ B = A[l — (—A7'B)]. Since || — A™'Bll,, <C < 1,1 - (-A"'B)
and hence A + B are invertible (Horn and Johnson| (1985) p301). We then can expand

(A+B)7 = i TBFAT = AT — AT BAT +Z AT'B)FAT,
k=0
Then
i AT s i(_A_lB) 147, < ZH H 1A,
k=2 £y k=2
<3 -A B A, = HAl‘iBlnj\iiIl!g'izH@ s ||Ai||j223||e2’

where the first and third inequalities are due to the submultiplicative property of a
matrix norm, the second inequality is due to the triangular inequality. Since A is positive
definite with the minimum eigenvalue bounded away from zero by an absolute constant,
|A7 s, = maxeval(A™') = 1/mineval(A) < D < oo for some absolute constant D.
Hence the result follows. O]
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Theorem 5 (Higham (2008]) p269; Dieci et al.|(1996)). For A € C™*"™ with no eigenvalues
lying on the closed negative real azis (—oo, 0],

log A = /1(A — DA —=1T)+I]""dt.

Definition 1 (Nets and covering numbers). Let (T,d) be a metric space and fiz € > 0.

(i) A subset N of T is called an e-net of T if every point x € T satisfies d(x,y) < e
for some y € N..

(i) The minimal cardinality of an e-net of T is denote N (g,d) and is called the covering
number of T (at scale €). Equivalently, N (e,d) is the minimal number of balls of
radius € and with centers in T' needed to cover T

Lemma 1. The unit Euclidean sphere {x € R" : ||z||s = 1} equipped with the Euclidean
metric d satisfies for every € > 0 that

N(e,d) < <1+§)n.

Proof. See Vershynin| (2011) p8. O
Recall that for a symmetric n X n matrix A, its /5 spectral norm can be written as:
| Alle, = maxz,=1 |[2TAz|.

Lemma 2. Let A be a symmetric n X n matriz, and let N, be an e-net of the unit sphere
{z € R": ||x||s = 1} for some e € [0,1). Then

1
1Allex < T—5_ max|zTAz|.
Proof. See |Vershynin| (2011)) p8. O
Theorem 6 (Bernstein’s inequality). We let Z1, ..., Zr be independent random variables,

satisfying for positive constants A and o}
1 « m!
EZ, =0 Wt, ?ZE|Zt|m < 7Am_203, m=23,....
t=1
Let € > 0 be arbitrary. Then
1
P <‘ - ; Z

Proof. Slightly adapted from Biithlmann and van de Geer (2011) p487. O

> 03 [Ae + \/i]) < 2e~To0¢,
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Lemma 3. Let 0, and Q, be invertible (both possibly stochastic) square matrices whose
dimensions could be growing. Let T be the sample size. For any matrix norm, suppose
that || = 0,(1) and ||Q, — Qul| = Oplanr) for some sequence an with anr — 0 as
n — 0o, T — oo simultaneously (joint asymptotics). Then || — Q7Y = Op(an1).

Proof. The original proof could be found in Saikkonen and Lutkepohl (1996) Lemma A.2.

19,1 = Q1< 19 1920 = QallllH 1< (192511 195" = 1) 190 = Qullli -

Let vy, Zngr and z, o denote |01, |1 — Q1| and ||, — Q,]|, respectively. From
the preceding equation, we have

Zn, T
Un,T + Zn,T>Un,T

Wp,T = ( < Tpr = Op(an,T) = Op(l)-
We now solve for z, r:
U?Z,Twn,T

= Op(aan) .

ZnT = 1
— Un,7Wn,T

Lemma 4. Let A, B be n X n positive semidefinite matrices and not both singular. Then

1A% = B2|le,

A= DB, < '
| lez < mineval(A) + mineval( B)

Proof. See Horn and Johnson, (1985) p410. O

Proposition 14. Consider real matrices A (m x n) and B (p x q). Then
IA® Blle, = [|Alle | Blles -

Proof.

|A® Blls, = v/maxeval[(A ® B)T(A® B)] = v/maxeval[(AT ® BT)(A ® B)]
= y/maxeval[ATA ® BTB] = y/maxeval[AT Almaxeval[BTB] = || All¢, || Bll¢,,

where the fourth equality is due to that both ATA and BTB are positive semidefinite. [

Lemma 5. Let A be a p X p symmetric matriz and v,v € RP. Then
0T AD — vT Av| < [mazeval(A)|||6 — v]|3 + 2(||Av||2||D — v]|2).

Proof. See Lemma 3.1 in the supplementary material of van de Geer et al.| (2014). n
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10.2 QMLE

Lemma 6. Let A and B be m xn and p X ¢ matrices, respectively. There exists a unique
permutation matric P = I, ® K, ., ® I,, where K,,, ts the commutation matriz, such
that

vec(A ® B) = P(vecA ® vecB).

Proof. Magnus and Neudecker| (2007) Theorem 3.10 p55. O]

Lemma 7. For m,n > 0, we have

1 min!
1—3)"s"ds = —————.
jC ( S) 5as (Wl%—?l+—1ﬂ

Theorem 7. For arbitrary n X n complex matrices A and E, and for any matriz norm

-1,
le*+E — Al < 1 B] exp(IIE]) exp(|All).

Proof. See Horn and Johnson (1991)) p430. O
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