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Abstract

Two basic solutions have been proposed to fix the well-documented incompatibility of
the sample covariance matrix with Markowitz mean-variance portfolio optimization: first,
restrict leverage so much that no short sales are allowed; or, second, linearly shrink the
sample covariance matrix towards a parsimonious target. Mathematically, there is a deep
connection between the two approaches, and empirically they display similar performances.
Recent developments have turned the choice between no-short-sales and linear shrinkage into
a false ’either-or’ dichotomy. What if, instead of 0% leverage we considered fully-invested,
long-short 130/30 portfolios, or even 150/50, given that prime brokers, fund regulators
and investors have started to allow it? And instead of linearly shrinking the unconditional
covariance matrix, what if we allowed for each of the eigenvalues of the sample covariance
matrix to have its own shrinkage intensity, optimally determined under large-dimensional
asymptotics, while also incorporating Multivariate GARCH effects? Our empirical evidence
finds that, indeed, these new developments enable us to have ‘the best of both worlds’
by combining some appropriate leverage constraint with a judiciously chosen shrinkage
method. The overall winner is a 150/50 investment strategy where the covariance matrix
estimator is a combination of DCC (Dynamic Conditional Correlation — a well-known
Multivariate GARCH model) — with NL (Non-Linear shrinkage, a substantial upgrade
upon linear shrinkage technology); although 130/30 DCC-NL comes a close second. This is
true both in the ‘pure’ case of estimating the Global Minimum Variance portfolio, and also

for textbook-style construction of Markowitz mean-variance efficient portfolio.
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1 Introduction

Since the groundbreaking work of Markowitz (1952), statistics and optimization techniques have
been used to develop diversified investment strategies that either: (i) minimize risk, subject to
exposure to the stock market (the “Global Minimum Variance” Portfolio); or (ii) are efficient
in terms of risk-return trade-off (the “Tangency” Portfolio). The first type is a purer test of
the covariance matrix estimator and the optimization program used because the second one
requires, in addition, a good predictive model for expected returns — or abnormal expected
returns —, which is notoriously hard to obtain. Given that the second problem is more common
in basic Finance textbooks, we considers both exercises.

Here we only work in the realm of fully-invested portfolios, i.e., portfolios whose weights
sum up to one, which is the default choice for the bulk of the asset management industry (as
opposed to weights summing to zero). Even though the weights sum up to one, there is some
leeway to take on some negative weights, and an interesting question is how much. The major
candidates are 100/0 (no short sales at all), 130/30, and 150/50 (meaning that for $100 million
of capital, the prime broker enables you to go $150 million long if you go $50 million short at
the same time, for a net exposure to the stock market of $100 million, which is exactly equal to
the capital invested).

Jagannathan and Ma (2003) explain why imposing the wrong constraints helps reducing the
risks. They claim that large negative weights imply high sample covariances between stocks,
while the high sample covariances are likely to be caused by upward-biased estimation errors.
Thus, to some extent imposing the nonnegative constraints on portfolio weights reduces the
sampling error. This mechanism is analogous to shrinkage estimation of the covariance matrix.
Comparing effects of the two mechanisms, Jagannathan and Ma (2003) show that with the
no-short-sale constraint in place, the sample covariance matrix performs as well as the shrinkage
estimator. Moreover, they observe that if the shrinkage estimator is used in constructing
portfolios, imposing the no-short-sale constraint would hurt the out-of-sample performance.
Demiguel et al. (2009) use the norm framework to unify the shrinkage effects in weights and in
the covariance matrix. Further, Fan et al. (2012) extend the no-short-sale constraint to varying
degrees of leverage constraints and provide mathematical insights. Building on their work, we
provide both theoretical insights and empirical evidence for the advantage of the 130/30 and
150/50 strategies, and the outperformance of the shrinkage covariance matrix estimators.

The shrinkage estimator used in Jagannathan and Ma (2003) and Demiguel et al. (2009) is a
weighted average of the sample covariance matrix and the Sharpe (1963) one-factor model-based
estimator, proposed by Ledoit and Wolf (2003). The estimation is substantially equivalent to
linearly shrinking the sample eigenvalues towards a more centralized set of eigenvalues by a
unified shrinkage intensity, while retaining the sample eigenvectors. Ledoit and Wolf (2012)
extend the linear shrinking to the nonlinear transformation of the sample eigenvalues, and
obtain the nonlinear shrinkage (NL) estimator of the covariance matrix, which has been proven
to have better out-of-sample performance (Ledoit and Wolf, 2015, 2017). As the shrinkage

mechanism remains the same, it is necessary to compare the effect of using the nonlinear



shrinkage estimator with that of imposing varying degrees of leverage constraints.

Further, Engle et al. (2017) use the nonlinear shrinkage estimator to replace the sample
covariance matrix in the “correlation targeting” maximum likelihood estimation of the dynamic
conditional correlation (DCC) model, and propose the DCC-NL estimator, which turns
out to perform better than the DCC estimator, the NL estimator and other conventional
estimators for the covariance matrix. Since the DCC model works in capturing the conditional
heteroscedasticity, which is totally different to the shrinkage mechanism, we conjecture that
the use of DCC model would also help improving the out-of-sample performance of portfolios
with leverage constraints.

The two main original contribution of this paper are as follows. First, we demonstrate
that loosening the leverage constrain from zero leverage (100/0) to 130/30 or even 150/50
delivers better performance, both in terms of constructing a global minimum variance portfolio
and a mean-variance efficient portfolio. Second, we show that upgrading from first-generation
linear shrinkage technology for the estimation of the covariance matrix to a 1000-dimensional
Multivariate GARCH model with built-in nonlinear shrinkage is independently and additively
beneficial. In short, we find that as long as there is some leverage — which can be in many
fully-invested funds as long as the prime broker allows it —, then shrinkage starts to help, and
implementing the most advanced covariance matrix shrinkage formula helps even more.

The rest of the paper is organized as follows. Section 2 provides the methodologies and
the background, including the nonlinear shrinkage estimator of the covariance matrix, its
combination with the DCC model, how we construct the global minimum variance portfolios
and the Markowitz mean-variance efficient portfolios with the momentum signal, and our
extension compared to the research of Jagannathan and Ma (2003). In Section 3, we use Monte
Carlo simulations to verify our theoretical results. Section 4.1 describes our data. In Section 4,
we report the results for out-of-sample performance of the global minimum variance portfolios
and the Markowitz mean-variance efficient portfolios, and conduct robustness checks. Section 5

concludes.

2 Methodology and Background

2.1 Shrinkage and DCC

It is widely known that the sample covariance matrix performs poorly out-of-sample in large
dimensions due to overfitting. Without imposing any additional structure on the data, shrinkage
methods improve the estimation precision by rectifying the bias of the sample eigenvalues.
The basic idea behind shrinkage methods is to pull the extreme sample eigenvalues towards
the grand mean of all sample eigenvalues, since the smallest sample eigenvalues are biased
downwards and the largest ones upwards. Ledoit and Wolf (2003, 2004a,b) propose the
linear shrinkage estimators, which are the first-order approximation solutions to a nonlinear
optimization problem, as all sample eigenvalues adjust with the same shrinkage intensity. The

nonlinear shrinkage estimators proposed by Ledoit and Wolf (2012, 2015), however, allow the



sample eigenvalues to adjust with heterogeneous shrinkage intensities, and thus should generally
perform better than the linear ones.

To determine the optimal shrinkage intensity for every sample eigenvalue (in regard to a
particular loss function), Ledoit and Wolf (2015) discretize the famous Marcenko and Pastur
(1967) equation and construct the QUEST (Quantized Eigenvalues Sampling Transform) function.
By numerically inverting the QuEST function, the consistent estimators for the population
eigenvalues can be obtained. Specifically, let (A1,..., Axy) denote a set of eigenvalues of the
N x N sample covariance matrix S, sorted in descending order, and (ui,...,uy) be the
corresponding eigenvectors. Let Q7 n(t) := (q% N, ... ,q]TV’ N(t))/ denote the QuEST function,
which turns the set of population eigenvalues ¢t := (¢1,...,ty) into the set of sample eigenvalues.
Thus, given the set of sample eigenvalues, the population eigenvalues can be consistently

estimated by inverting the QuEST function:

N

~ 1 ; 2

T := argmin — E ar n(t) — X)), (2.1)
t€[0,4+00) NV N i:l( ’ l)

Then, the nonlinear shrinkage estimator (denoted by NL) of the covariance matrix is

N
S= S RE) (22)
i=1
where \; (7) for i =1,..., N denote the shrunk eigenvalues based on 7.

On the other hand, to capture the volatility-clustering feature of asset returns, Engle (2002)
use the Dynamic Conditional Correlation (DCC) model to describe the time-varying structure
in variances and covariances. Let X; := (aijt) denote the conditional covariance matrix of
asset returns r; := (ry) (IN-dimensional column vector) at time ¢, where ¢t = 1,...,7T. Let
D; := diag (0’%{3 : --Uzlv/ift> denote the volatility matrix, Q; := (gi;¢) the pseudo-correlation

matrix, and P; := (p;;¢) the correlation matrix, satisfying
. ~1/2 ~1/2 : ~1/2 ~1/2
P, = diag (qnt/ . .qN]ét) Q¢ diag <q11t/ . .qNAét> . (2.3)

The DCC model is defined as
5y = DPDy . (2.4)

A GARCH(1,1) model is used to describe the dynamic of every univariate volatility:

Ui2i,t = 0’2‘2@0 (1-a; = Bi)+ay Tz'2,t—1 +Bioki 1, (2.5)

and the pseudo-correlation matrix s is specified as
Qi=Ql—a—p)+as,_15_1+Qi1, (2.6)

where «;, (;, a, and 8 are non-negative scalars satisfying a; + ; < 1 for every i € {1,2,..., N}
and a + B < 1. 0y is the long-run volatility of asset return for individual %, s; = D, Ly, is the

devolatilized returns at time ¢, and Q is the long-run covariance matrix of s;.



By combining the nonlinear shrinkage estimator of Q with the DCC model, Engle et al.
(2017) propose the DCC-NL estimator of the covariance matrix. To avoid inverting matrices with
large dimensions, they also use the 2MSCLE method (Pakel et al., 2017) in estimating the DCC
model, which is the composite likelihood estimation bonding the individual likelihoods generated
by 2 x 2 blocks of all contiguous pairs. To sum up, NL aims to improve the estimation precision
of covariance matrix by shrinking eigenvalues and thus reducing sampling errors, meanwhile,
DCC takes the conditional heteroscadasticity into consideration by dynamic modeling. In view
of these strengths, the DCC-NL estimator is supposed to have better out-of-sample performance
than the DCC estimator, the NL estimator, and the sample covariance matrix (denoted by S),

especially in large dimensions.

2.2 Constructing GMV Portfolio with Gross-Exposure Constraints

Based on the estimator X of the time-varying covariance matrix XY, constructing GMV portfolio

with gross-exposure constraints is equivalent to the following minimization problem given by

min wj 2w, (2.7)
wi
N
subject to w;l =1 and Z |wi ] <.
i=1

The constraint Zf\il |w;t| < v could be expressed as ||w|; < 7. Note that v > 1, and the
constraint becomes weaker with the increase of v. When v = 1, the constraint is equivalent to
the extreme situation considered in Jagannathan and Ma (2003) that no short sales are allowed.
~ = 1.6 corresponds to fully-invested portfolios of the 130/30 type, and v = 2 to 150/50. When
v = 00, short exposure is unconstrained.

Define the Lagrangian as
L(wi, 1, A) = wySwy — p(wjl — 1) = My — [|wy|1), (2.8)

and let g; be the subgradient vector of ||wy||;. Then, for w;+ # 0, the i-th element of g; is
unique, i.e., gi+ = sign(w;.); for w;; =0, g;; could be any values in [—1, 1].
Consequently, the Karush-Kuhn-Tucker (KKT) conditions for the above partial constrained

optimization problem (2.7) are

25w, — pl + Agy =0,
Me— i) =0, A>0, 29)

lwilly <7, wil—1=0,

where 1 is the column vector of ones, A and p are Lagrange multipliers. Denote a solution to
(2.9) as wy. The following result shows that constructing the partial constrained minimum
variance portfolio from the DCC estimator X is equivalent to constructing a (unconstrained)

minimum variance portfolio from a shrunk version of 3.



Theorem 1. (i) Let £, = 5 + IN(gr1 + 1g}"), where gf is the subgradient at wy, and X is
the Lagrange multiplier defined in (2.9). Then fj’%t is positive definite if 5y s positive

definite DCC covariance matriz estimator.

(ii) The partial constrained portfolio optimization problem (2.7) is equivalent to the optimization

problem

. /
min w,X., ;w 2.10
wi1=1 t <=y, t Wt ( )

with the regularized covariance matriz 2. ;.

2.3 Constructing Markowitz Mean-Variance Efficient Portfolios

Given the estimator of the covariance matrix E’t and the gross-exposure parameter -y,

the Markowitz mean-variance efficient portfolio based on the momentum signal m; :=

(ma¢, . ..,mp¢) is formulated as:

min wt'f]twt (211)

wy
subject to w1 =1, (2.12)
wt'mt = bt and (213)

N
D fwigl <, (2.14)

i=1

where b, is a selected target exposure to the signal m;. In our empirical study, b; is determined

by the sorting portfolios. In particular,
by = wQymy (2.15)

where w@), is the weight vector of quantile-based portfolios. Let {(1),(2),...,(IN)} be the
permutation of {1,2,..., N} that results in descending order of scores for the signal m;. Then,
ngl) =...= wQ%d) :=1/d and wQEdH) =...= wQ,EN) := 0, where d is the largest integer
that is smaller than or equal to the ratio of portfolio size IV to the number of quantiles B. We
consider quintiles (B = 5) in our empirical analysis.

Denote the solution to problem (2.11) as wy,;, then we could obtain the following theorem

similar to Theorem 1.

Theorem 2. The partial constrained portfolio optimization problem (2.11) is equivalent to the

optimization problem

min w2, yw; (2.16)
wy

subject to 'w,'fl =1 and wim; = by.

with the regularized covariance matriz f]%t. Here ZN]%t =3 + %)\(gztll + 1ngt)’ gy, 1s the

subgradient at wy,,, and X is the Lagrange multiplier.
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2.4 Comparison with the Study of Jagannathan and Ma (2003)

Jagannathan and Ma (2003) explain why imposing the wrong constraints on large portfolios helps
reduce the risk. The underlying mathematics connecting shrinkage to short-sales constraints are
sophisticated and unexpected, yet profound and compelling. While some people may have read
this connection as confirmation that “shrinkage is not necessary”, their paper could equally be
interpreted as saying that shrinkage works because we (meaning the asset management and
finance professors who impose no-short-sales constraints) have been effectively shrinking all
along without even knowing it. So why not get the best of both worlds?

First, Jagannathan and Ma (2003) only consider the constraint of nonnegative weights.
To bridge the gap between the extreme no-short-sale constraint and no constraint, we study
the effects of different degrees of leverage constraints on risk reduction by considering a wide
range of gross-exposure constraints parameter . Specifically, we find valid empirical evidence
supporting the 130/30 and 150/50 strategies.

Second, they compare the gain from imposing the nonnegative constraint with that from
using the single-index linear shrinkage estimator proposed by Ledoit and Wolf (2003), and find
the comparable effects supporting the conjecture that imposing the nonnegative constraint has
a shrinkage-like effect. Given that Ledoit and Wolf (2012, 2015) extend the linear shrinkage to
the nonlinear shrinkage, and Engle et al. (2017) advocate the use of the nonlinear shrinkage
estimator in estimating the DCC model, both of which turn out to have improved out-of-sample
performance, we focus on whether the gains from the nonlinear shrinkage estimator and the
DCC-NL estimator exceed that from imposing various constraints on the portfolio weights.

Third, they construct the global minimum variance (GMV) portfolios but do not consider
the Markowitz mean-variance efficient portfolios, as they believe that the sample mean is such
an imprecise estimator of the population mean that based on which the mean-variance efficient
portfolios constructed always perform poorly out of sample. To construct better Markowitz
mean-variance efficient portfolios, we use the well-known momentum signal of Jegadeesh and
Titman (1993) as a proxy for the population mean. For a given stock and a given investment
date, the momentum signal m;; equals to the geometric average of the previous 12 monthly
returns on the stock but excluding the most recent month (the signal is actually the geometric
average return over 11 months, thus we denote it as 11-MM).

Finally, they construct portfolios with 500 stocks in their empirical research without
considering the change of portfolio size. Actually, they find that the portfolio size and the
sample size matter in determining the influence of no-short-sale constraints on the performance
in their simulation study, while the portfolio size is set to be no greater than 300. To study
whether and how much the effects of the shrinkage and the leverage constraints on risk reduction
and efficiency increase would be influenced by the portfolio size in practice, we consider two

cases in both the Monte Carlo simulation studies and the empirical study: N = 500, 1000.



3 Monte Carlo Simulations

3.1 Data Generating Process

In the last section, we demonstrate that imposing the gross-exposure constraint on portfolio
weights is equivalent to using the shrinkage estimator when the time-varying structure of the
covariance matrix is captured by the DCC model. Moreover, we emphasize that one of our most
important improvements compared to Jagannathan and Ma (2003) is that we consider varying
levels of constraint on the gross-exposure instead of imposing the nonnegative constraints on
all weights.

In this section, we use Monte Carlo simulations to verify our theoretical results and to
quantify the finite sample performance with varying levels of leverage constraint and different
covariance matrix estimators. Since the essence of both the constraint on leverage and the
shrinkage in covariance matrix estimation is the trade-off between the reduction in sampling
error and the increase in specification error, the true convariance matrix matters in determining
the performance. We therefore generate Monte Carlo data that can simulate the real data the
best. The simulated data are generated as following:

First, we estimate the unconditional covariance matrix from the most liquid stocks
(N = 500,1000) in the CRSP database based on the nonlinear shrinkage method using five
years of daily data from 2010 to 2014. This matrix will be regarded as the true unconditional
covariance matrix.

Second, we simulate the DCC time series with parameters o = 0.05 and 8 = 0.93 for (2.6),
and with parameters a; = 0.05 and ; = 0.90 for all individual stocks i = 1,..., N for (2.5). The
disturbance terms are drawn from a multivariate standard normal distribution or a multivariate
“Student” t-distribution with 5 degrees of freedom. For each simulation, we thereby generate an
T x N x N time-varying covariance matrix and correspondingly an 1" x [N matrix of simulated

returns, where the time length 7T is fixed at 1250. We repeat each simulation for 100 times.

3.2 Simulation Results

We consider six different estimators for the covariance matrix, including the sample covariance
matrix (S), the single-index linear shrinkage estimator (L) proposed by Ledoit and Wolf (2003),
the nonlinear shrinkage estimator (NL) proposed by Ledoit and Wolf (2012, 2015), the covariance
matrix estimator based on DCC model (Engle, 2002), and the DCC-L and DCC-NL estimator
proposed by Engle et al. (2017). For each covariance matrix estimator, we allow a wide choice of
the leverage-constraint parameter v, ranging from 1 to 16. Here we construct GMV portfolios
based on (2.7).

Following Fan et al. (2012), we calculate three different risks to evaluate the performance.
First, the oracle risk (denoted by R,.) corresponding to the oracle portfolio, based on the true
time-varying covariance matrix, is obtained by (3.1). Second, the empirical risk (denoted by
Remp) corresponding to the empirical portfolio, based on the estimated time-varying covariance

matrix, is obtained by (3.2). The empirical risk, however, is not the actual risk of the empirical



portfolio, since it relies on the estimated covariance matrix. Replacing the estimated covariance
matrix by the true covariance matrix, we get the actual risk (denoted by Rget, (3.3)), which is

crucial for comparing the finite sample performance of different portfolios.

Rorc = w; Etwt (3 1)
Remp = W5, (3.2)
Rt = WXy (3.3)

Figures 1-4 show Rorc, Remp, and Ry for six different covariance matrix estimators, each
with varying constraints on the gross-exposure, where Figure 1 and Figure 3 are for the cases
of N = 500, and Figure 2 and Figure 4 are for the cases of N = 1000. For Figures 1-2,
the disturbance terms of the simulated data are drawn from a multivariate standard normal
distribution, while for Figures 3-4, they are drawn from a multivariate ” Student” t-distribution
with 5 degrees of freedom. In all cases, the sample size is fixed at T' = 1250. It is intuitive to
see from Equations (3.1) to (3.3) that the gap between the actual and the oracle risks is caused
by the estimation errors or the wrong constraints on weights, whereas the difference between
the actual and the empirical risks is because of the estimation errors in the covariance matrix
estimators.

The curve of the oracle risk shared by six graphs in each figure indicates that the theoretical
risk decreases sharply with the increase of the gross-exposure parameter v before v reaches 2,
when the constraints on gross-exposure form the 150/50 strategy. This provides theoretical
evidence supporting the outstanding performance of the 150/50 strategy. The sums of the
absolute weights for oracle portfolios are 5.76 (5.75) and 5.85 (5.84), for N = 500 and N = 1000,
respectively, in the cases with normally-distributed (¢-distributed) disturbance terms, implying
the corresponding exact inflection points on the curves of oracle risk.

The estimation of the covariance matrix becomes more and more difficult with the increase of
~v and N, especially if no-shrinkage-involved covariance matrix estimator is used at the meantime.
When N = 500, the gap between the actual and the empirical risks first becomes wider as
increases, and then remains constant. In addition, the actual-empirical gap is noticeably larger
for no-shrinkage-involved covariance matrix estimators. The difference between the actual
and the oracle risks show very similar properties, except that it is much smaller when DCC
model is used, suggesting the effectiveness of DCC model in forecasting and accordingly in
reducing the actual risk. In the cases of N = 1000, the actual risks are remarkably larger when
the constraints on the gross-exposure are weak and S or DCC estimator is used at the same
time: the curves of actual risks turn up when ~ > 4, making the actual-empirical gap and
the actual-oracle gap increase. These findings all help confirming the positive effects of the
shrinkage and the gross-exposure constraints on reducing risks. However, in comparison with
the consistent positive effects of the shrinkage, the constraints help reducing portfolio risks only
under moderate degree.

To better analyze the actual risks of portfolios constructed based on different covariance

matrix estimators, we show them in Figure 5 (for normally-distributed disturbance terms)



and Figure 6 (for ¢-distributed disturbance terms). On the one hand, for varying leverage
constraints, it is always the DCC-NL estimator that brings the lowest risk, closely followed
by DCC-L estimator. On the other hand, with the relaxation of the leverage constraint (the
increase of ), the actual risk first decreases and then increases (for S and DCC) or remains
constant (for L, NL, DCC-L, and DCC-NL). The actual risk is the lowest when ~ is between 2
and 5. When v < 5 (the leverage constraint is effective), the performance of estimators mainly
depends on whether the DCC is used, whereas when v > 5, the difference in performance largely
depends on whether the shrinkage is used. Overall, the DCC model, the shrinkage method,
and the imposing of an appropriate leverage constraint all help reducing risks, and the effects
increase with V.

We also present a subset of the simulation results in Table 1 (for normally-distributed
disturbance terms) and Table 2 (for ¢t-distributed disturbance terms). Specifically, the tables
present the performance of the GMV portfolios based on various covariance matrix estimators
with gross-exposure parameter v = oo, 2, 1.6, and 1, corresponding to four specific strategies,
which are no constraint on weights, the 150/50 strategy, the 130/30 strategy, and the no-short-
sale constraint. Results shown in Panels A, B are for portfolios with N = 500 and N = 1000,
respectively.

Besides the aforementioned revelations, Tables 1-2 indicate that portfolios constructed using
the DCC-NL (DCC-L) estimator without imposing any leverage constraint have the minimum
actual risks. This should not be surprising since the data-generating process is based on DCC
model and the ex post standard deviation calculated is based on the real covariance matrix.
The moderate leverage constraints with parameter v = 2 or v = 1.6 help reducing the actual
risks remarkably when no shrinkage is used in the estimation of the covariance matrix, but they
are not as effective as using the DCC-NL estimator. Moreover, in line with the results shown in
Figure 5 and Figure 6, the DCC-NL estimator is always suggested, even when an appropriate
leverage constraint is imposed.

The numbers in the last two columns indicate that both the shrinkage and the leverage
constraints largely reduce the standard deviations and the total short positions of weights. The
oracle total short position, based on the true covariance matrix, approximately equals 237.9%
(237.6%) when N = 500, and equals 242.3% (242.1%) when N = 1000, for normally-distributed
(t-distributed) disturbance terms. As a result, the 130/30 strategy and 150/50 strategy are
not diversified enough, leading to their underperformance compared to using the DCC-NL

estimator without imposing any leverage constraint.

4 Empirical Results

4.1 Data

We examine the effects of the leverage constraint, the shrinkage in covariance matrix estimation,
and the use of DCC model to capture the heteroscedasticity on the out-of-sample performance

of the minimum variance portfolio and the mean-variance efficient portfolio. We use the same
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data and the same portfolio-construction rules as in Ledoit et al. (2018), but we impose leverage
constraints on portfolio weights.

Specifically, we focus on stocks traded on the NYSE, AMEX, and NASDAQ, with daily
return data for all the immediately preceding 1250 days as well as the upcoming 21 days, and
with correlations not exceeding 0.95'. The daily return data we use, which covers the period
from 01,/01/1980 to 12/31/2015, are from the Center for Research in Security Prices (CRSP)
database. The out-of-sample period is from 01/08/1986 to 12/31/2015.

For both the minimum variance portfolio and the efficient mean-variance portfolio, we
consider two different portfolio sizes N = 500,1000. The covariance matrix estimators we
consider here include the sample covariance matrix (S), the nonlinear shrinkage estimator (NL)
(Ledoit and Wolf, 2012, 2015), the covariance matrix estimator based on DCC model (Engle,
2002), and the DCC-NL estimator (Engle et al., 2017). To consider the effects of the leverage
constraint and the shrinkage covariance matrix estimator together, we establish portfolios with
a varying gross-exposure parameter 7y, based on each covariance matrix estimator for each
portfolio type and portfolio size.

Following Ledoit et al. (2018), we update the portfolios every 21 consecutive trading days,
and thus form 360 investment dates from 01/01/1980 to 12/31/2015. At any investment date,
the covariance matrix is estimated based on the most recent 1250 daily returns (roughly equals

five years).

4.2 Main Results

Table 3 presents the out-of-sample performance of the GMV portfolios with gross-exposure
parameter v = 0o, 2, 1.6, and 1. On the one hand, judging by the out-of-sample standard
deviations of the GMV portfolios, which are shown in the fourth columns of Table 3, DCC-NL
performs the best among four covariance matrix estimators considered. The outperformance
is most obvious when N = 1000 and no leverage constraint is imposed: it reduces the out-of-
sample standard deviation by 5.08 percentage points compared to the sample covariance matrix.
As the leverage constraint becomes tighter, the relative outperformance of the NL estimator
declines, while that of the DCC improves. The decline in the outperformance of NL estimator is
consistent with the observations in Jagannathan and Ma (2003). According to them, imposing
the nonnegative constraints on portfolio weights has a shrinkage-like effect, and thus it hurts
the performance of the NL estimator.

On the other hand, the moderate constraints with v = 2, or v = 1.6 consistently outperform
the extreme no-short-sale constraint with v = 1 as well as the no constraint with v = oo, but the
degrees of outperformance vary with the change of covariance matrix estimators. For example,
when N = 1000, if sample covariance matrix is used, the 50% short-sale constraint (7 = 2)
reduces the out-of-sample standard deviation by 4.57 and 2.07 percentage points compared to

the no-constraint strategy and the no-short-sale strategy, respectively, while the numbers reduce

!The sample correlations are calculated based on the daily returns over the past 1250 days. We remove the

stock with the lower volume in a pair on the investment date if the correlation of the two exceeds 0.95.
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to 0.37 and 0.54, respectively, if the DCC-NL estimator is used. Nevertheless, the DCC-NL
estimator is always preferred: it leads to the smallest out-of-sample standard deviation even
when an appropriate leverage constraint is imposed.

Interestingly, the effect of using DCC-NL is comparable to the combined effect of using
DCC and imposing an appropriate leverage constraint. Specifically, when N = 1000, the
GMYV portfolios constructed using the DCC-NL estimator without any leverage constraint and
the GMV portfolios constructed using the DCC estimator with the constraint of v = 2 have
annualized out-of-sample standard deviations of 8.28 percent and 8.18 percent, respectively,
both reducing the 13.36 percent from using the sample covariance matrix by over 5 percentage
points.

Figure 7 reveals the change of the out-of-sample risks with the continuous increase of the
parameter . The out-of-sample risks first decline and then increase for all portfolios constructed
based on different covariance matrix estimators and for both cases with 500 and 1000 stocks.
The optimal choice that corresponds to the lowest risk is v = 2 (the 150/50 strategy) for
portfolios with 500 stocks and is v = 1.5 (the 130/30 strategy) for portfolios with 1000 stocks,
where in both cases the DCC-NL estimator is suggested.

To sum up, the DCC-NL estimator achieves the best performance in all cases no matter
whether a leverage constraint is imposed, and imposing the 30% to 50% constraint on leverage
also improves the performance. The out-of-sample standard deviations of all GMV portfolios
decrease in N, except the cases where neither the shrinkage is used nor the leverage constraint
is imposed. When N = 1000, the DCC-NL estimator is used for covariance matrix, and the 30%
leverage constraint is imposed, the portfolio has the smallest out-of-sample standard deviation
among all GMV portfolios constructed.

Table 4 presents results for the Markowitz portfolios constructed based on the 11-MM
momentum signal (Jegadeesh and Titman, 1993). Those portfolios have consistently larger
out-of-sample Sharpe ratios than the corresponding global minimum variance portfolios, thus
supporting the effectiveness of the momentum signal as a proxy for the population mean.

Judging by the Sharpe ratios, the 130/30 and 150/50 strategies still outperform the strategy
without any constraint on weights or with the extreme constraint that no short-sale is allowed,
and the DCC-NL estimator still performs the best among all covariance matrix estimators
considering the robustness of performance. When N = 1000 and no constraint imposed on
weights, the Markowitz portfolio constructed using the DCC-NL estimator has a Sharpe ratio
of 1.12, almost double that from using the sample covariance matrix. Furthermore, it is not
difficult to see that the effect of directly using the nonlinear shrinkage estimator approximates
that of imposing the 30% or 50% leverage constraint, both of which outperform imposing the
nonnegative constraint on weights, while both are inferior to using the DCC-NL estimator
without any constraint, whose performance can be imitated by using the DCC estimator and
imposing an appropriate leverage constraint at the same time. These findings again support
our conjecture that imposing appropriate constraints on portfolio weights has a shrinkage-like
effect, no matter whether the DCC model is used for considering the dynamics in covariances

and variances.
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4.3 Portfolio Weights

During each investment period, we compute the minimum weight (MinW), the maximum weight
(MaxW), the standard deviation of weights (StdW) and the total short positions in weights
(ShortW) across the N stocks of the portfolio. We present the average values over the 360
investment periods from 01,/01/1980 to 12/31/2015 for the four characteristics of portfolio
weights in Tables 3-4.

We find that portfolios constructed based on the sample covariance matrix turn out to have
the smallest minimum weight and the largest total short position, while portfolios constructed
based on the DCC estimator always have the largest maximum weight, and portfolios constructed
based on the NL estimator always have the smallest standard deviation in weights.

If no leverage constraint is in place, the total short positions are always large, especially
when N is large and no shrinkage method is used in the estimation of the covariance matrix.
For example, when N = 1000, the total short position of GMV portfolio reaches 327.64 percent
if the DCC estimator is used, and this number even comes up to 525.34 if the sample covariance
matrix is used. For Markowitz portfolios, the corresponding short positions are even larger,
with 425.38 percent for the DCC estimator and 594.48 percent for the sample covariance matrix.

The total short position and the turnover of portfolios are largely reduced by the use of the
nonlinear shrinkage estimators and the introduction of leverage constraints. This should not be
surprising considering how the nonlinear shrinkage method works in improving the estimation

precision of covariance matrix.

4.4 Robustness Checks
4.4.1 Alternative Predictors

For robustness check, we consider the Markowitz mean-variance efficient portfolios with an
alternative momentum signal. Instead of using the 11-months momentum, now we follow
Gettleman and Marks (2006) and focus on the change in the 6-months momentum (denoted
by A6-MM), where the 6-months momentum is the geometric average return reversal over the
previous seven months but excluding the most recent month (Jegadeesh and Titman, 1993).
Table 5 presents the results for the Markowitz mean-variance efficient portfolios constructed
based on the A6-MM momentum signal, from which we draw similar conclusions to our main
findings aforementioned. First, the DCC-NL estimator performs the best among all estimators
we considered. Second, the moderate constraints with v = 2 and v = 1.6 lead to much better
out-of-sample performance than no constraint or the extreme constraint that no short-sale
is allowed. Third, the effects of using NL estimator and imposing the 30% or 50% leverage
constraint are very close. When N = 1000, both the use of NL estimator and the imposing of
the 50% leverage constraint raise the Sharpe ratio of the portfolio constructed from 0.7 to 1.
Finally, the effect of using nonlinear shrinkage estimators gradually fades out as the intensity
of the leverage constraint increases. The advantage of using nonlinear shrinkage estimators

culminates when no constraint is imposed: both the NL estimator and the DCC-NL estimator
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increase the Sharpe ratio by more than 40 percent compared to the sample covariance matrix.

4.4.2 Transaction Cost

Transaction cost is an important issue in practical implementations. In Table 6, we present
results of the Markowitz mean-variance efficient portfolios constructed based on the 11-MM
momentum signal, when the transaction cost is considered. Referring to studies with practical
background (e.g., Credit Suisse Trading Strategy (2013); Deutsche Bank Market Research
(2015)) and literature from academic views (e.g., Mei et al. (2016); Mei and Nogales (2018)),
we set the bid-ask spread to be three or five basis-points to embody the transaction cost.

Unsurprisingly, the Sharpe ratio becomes lower with the increase of transaction costs.
Assuming a bid-ask spread of three basis-points, the Sharpe ratio reaches 1 only when N = 1000,
30% or 50% short-sale constraint is imposed, and DCC or DCC-NL estimator is used at the
same time. If the bid-ask spread is set to five basis-points, the maximum value of Sharpe ratio
is 0.93, which only occurs when N = 1000, 30% short-sale constraint is imposed, and DCC-NL
estimator is used at the same time.

Features suggested by the pattern of Sharpe ratios are consistent with our main results. The
DCC-NL estimator generates the best out-of-sample performance among the four covariance
matrix estimators in all cases, and the 30% (v = 1.6) and 50% (y = 2) short-sale constraints
are appropriate. The advantage of the DCC-NL estimator is most remarkable when no leverage
constraint is imposed. For example, if the bid-ask spread is 3 basis-points, when N = 500 and
no constraints imposed, using the DCC-NL estimator increases the Sharpe ratio from using
S estimator by nearly 50% to 0.83. When appropriate constraints are imposed on portfolio
weights, the DCC-NL estimator still helps increasing the Sharpe ratio. Moreover, owing to
the parsimony of the shrinkage method in turnover, the outperformance of the DCC-NL (NL)
estimator over the DCC (S) estimator becomes more significant and robust than when the

transaction cost is ignored.

5 Conclusion

Leverage constraints are often used by quantitative investors. Besides the nonnegative constraint,
strategies limiting the total short position to be at most 30% and 50% of the portfolio value are
implementable in practice: the so-called 130/30 strategy and 150/50’ strategy. Jagannathan
and Ma (2003) find that imposing the nonnegative constraint on weights can reduce the risks
of the optimal portfolios constructed and explain it by the shrinkage-like effect. We extend
their research by considering different degrees of leverage constraints so that the prevalent
130/30 strategy and 150/50° strategy are also contained. On the other hand, we focus on the
DCC-NL estimator to consider the dynamics and the estimation precision of covariance matrix
at the same time, where NL represents the nonlinear shrinkage, which is an improvement to
the single-index linear shrinkage estimator considered in Jagannathan and Ma (2003).

We provide theoretical insights into the similar effects of imposing the gross-exposure
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constraint and using the shrinkage covariance matrix estimator on reducing risks of portfolios
constructed. Moreover, we demonstrate through Monte Carlo simulations and empirical studies
that portfolios constructed based on the DCC-NL estimator are well diversified, and the 30%
to 50% leverage constraint is appropriate, which turns out to be better than the no-short-sale
constraint as well as the no constraint. The good out-of-sample performance of the DCC-NL
estimator are attributed to both the use of a DCC model, which captures the dynamic structure
in variances and covariances, and the introduction of an appropriate shrinkage, which reduces
the sampling errors in the estimation of covariance matrix. The leverage constraint also has a
shrinkage-like effect, but it is unlikely to hurt the performance of the shrinkage estimators as
long as the degree of the constraint is moderate.

Based on daily return data from stocks traded on the NYSE, AMEX, and NASDAQ, we
construct the global minimum variance portfolios and the Markowitz mean-variance efficient
portfolios based on momentum signals with portfolio sizes N = 500 and 1000. The empirical
results show that though imposing an appropriate leverage constraint can achieve a similar
effect as using the nonlinear shrinkage estimator, it always fall behind using the DCC-NL
estimator, which considers both reducing the sampling errors and capturing the conditional
heteroscedasticity. The effects of DCC and NL both increase in portfolio size, but the latter
decreases as the leverage constraint becomes tighter. Moreover, we find that using DCC-
NL estimator improves the out-of-sample performance even when the 30% or 50% leverage
constraint is imposed. Overall, using the NL estimator, the DCC model, and an appropriate
leverage constraint all help improving the out-of-sample performance, but only NL and leverage
constraints help reducing the standard deviation of weights and the turnover of portfolios.

In our main study, we use the geometric average of the previous 12 monthly returns on
the stock but excluding the most recent month as a proxy for the mean return to construct
the mean-variance efficient portfolio. For robustness check, we consider the change in the 6
months momentum as an alternative proxy and also take the effect of transaction costs into
consideration by assuming the bid-ask spread to be 3 or 5 basis-points. Neither of these changes

affects the robustness of our findings.
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A Theoretical Justifications

Proof of Theorem 1 (i). Note that the matrix Z~‘%t is obviously symmetric and the solution

to problem (2.7) is denoted by wj. For any vector z,
'Y = ' S+ %)\(m’gfllm +2'1g) z)
= 2'Yur+ \a'g))(12). (A.1)
Based on the KKT conditions in (2.9), 2£‘twf — pl 4+ Agf = 0. Therefore,
Na'g])(Vw) = =2(2'1) (2 Spw}) + pu(a'1)*. (A.2)
Note that

(@1)(@ S| = (1)@ D) (S w))] < [(@/1) (0! Sia)’? (w] Sy

[NIE
[NIES

E

where the equality holds because of the positive definiteness of the DCC estimator 5, and the
inequality could be obtained by Cauchy-Schwartz inequality.
In addition, because the DCC estimator 3, is positive definite under some conditions, we
have
1

= 1 / 1, 1 1
0 <w/ Lyw; = §Mw§ 1- 5)‘wt 8 = oK1~ 5)\“1":”1 < SH

Hence,

SIS
—~
>
w
~—

A S 1
|(2'1) (" Dpw?)| < |a'1|(" Ly) 2 (5 p0)2.

N | —

Combining (A.1)-(A.3), we have

oY = 'S —2(2'1) (2’ Spw)) 4 p(a'1)?
o' Sy — 2|(2'1) (' Dyw))| + p(a'1)?

v

v

. - 1
' Y — 2\x’1|(a;’2tx)%(§u)% + p(2'1)?
= (a—b)2+b% (A.4)

where a = (x’ﬁ’tx)%, and b = (%u)ém’l\
Moreover, (a — b)? + b? is always nonnegative and is zero if and only if @ = b and b = 0 hold
simultaneously. However, a = (2’ ﬁ’tx)% > 0 because 3, is positive definite. Therefore, for any

vector x, x’ Zi’%tas > () holds. This indicates the positive definiteness of f]%t. [ |

Proof of Theorem 1 (ii). Firstly, the optimization problem (2.10) with equality constraint
could be solved through the Lagrange multiplier method. Construct the Lagrangian

L(wta ,uc) = wgify,twt - ,U’y(’wgl - 1)7
then the solution w;” " to this minimization problem should satisfy
25w — 11,1 =0,

w?'1-1=0.
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Because Z~’%t is invertible, then the solution to this problem is given by

>h
wi = (A.5)
vz h
By the Lagrange multiplier method, problem (2.7) is to minimize
L(wg, 1, )) = w;Syw, — p(wil — 1) = Ae — [lwg1).

Based on the fact that gf’'w; = ||w}||; and KKT conditions in (2.9), we have

. 1 1 ’
Yywp = Yawp + §Ag;‘1'w;‘ + 5)\19;5 wy

. 1., 1
= S} + HAgf + 5 w1

1
= 5(/\7 + p)l.
Hence, the solution to problem (2.7) w; = %(A’y + ,u)i‘v_ 1. Moreover, because of the constraint
w1 = 1, solving for Ay + p yields Ay 4+ p = 1,22_11. This fact indicates that
v,t
w} = w?"

Therefore, it implies the equivalence of the partial constrained optimization problem and the

(unconstrained) optimization problem with regularized covariance matrix estimator. m

Proof of Theorem 2. Firstly, the optimization problem (2.16) with equality constraint could
be solved through the Lagrange multiplier method. Construct the Lagrangian

L(’wt, Hic, /~L2c) = w,’giy,twt - Mlc(wél - 1) - ,u2c(w£mt - bt)7

then the solution wgﬁt to this minimization problem should satisfy

22’*/,15“’2? - /~Llc]~ — M2y = 07

opt’ . opt’ . .
wy,, 1-1=0, wy,, My by = 0.

hrtore, i = 551155 = 551 (),
2c
The above equations also imply that

1 . 1 <
1 = §M161’2W11+§M201’2%§mt,

1 - 1 <
be = Spemi ST+ g ey,

1 1 ~ Hic
=-(1,m)' 2 (1, m )
(bt> 2( 1) 25 (1, ) <M20>
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Solving for (pic, p2c)’ yields

(Zi) =2 {1 m) ) (bl) |

Therefore, the solution to this problem is given by

- - 1
wit! = 31 me) (1 me) S0 my) | (b) . (A.6)
t
By the Lagrange multiplier method, problem (2.11) is to minimize
L(wg, 1, pi2, N) = wyXpw; — p (wil — 1) — pa(wymy — be) — Ae — [Jwi|h).
So, the KKT conditions are

25wy — 1l — pomy + Ag = 0,
Ae—[lwell1) =0, A=>0, (A7)

< ! _ — ! _ —
— Y
Hwt”l v, wil —=1=0, wymy by =0.

Based on the fact that gg’ltw;t = |Jwy,|l1 and KKT conditions in (A.7), we have

~ 1 1 ’
E%twg,t = thl;k,t + iAQZ,tl’wZ,t + 5)\19§,th¢
- * 1 * 1 *
= Xwy, + iAgb,t + 5)\H’wb,tH11

1 1
= 5()\0 + ,u1)1 + §u2mt.

It then follows that wy, = : , - H(Ae 4 1)1 + pgmy]. The constraints also imply that
1 = 1(Ac +u)U'S7 1+ L5 m
=9 H1 7.t 2#2 .t T
_ 1 / yv—1 1 ! y1—1
be = SOt p)mi ST+ S pamy Sy,

or

1 1 = Ay +
<b> = 3L m) I} (1, me) ( ! “1> .
t H2

Hence,

wi, = £71 (1 ma) [(1me) £ (1) (1> (A3)

We can then conclude that ,wgzzt = wy,. This completes the proof. m
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B Tables and Figures

Table 1: Actual Risk of Portfolio and Standard Deviation and Total Short Position of Portfolio
Weights.

Panel A: N = 500 Panel B: N = 1000
b)) StdR StdW  ShortW | StdR  StdW ShortW
S 5.53 1.45 222.75 6.63 0.75 239.63
L 4.98 1.21 172.41 3.88 0.59 170.19
NL 5.01 1.13 166.32 3.92 0.54 161.28
7= DCC 5.11 1.31 195.77 6.43 0.68 209.17
DCC-L 4.43 1.13 157.73 3.73 0.54 153.92
DCC-NL  4.40 1.11 155.17 3.69 0.54 149.89
S 6.75 0.81 47.88 5.88 0.43 48.76
L 6.74 0.80 47.95 5.83 0.43 48.81
NL 6.74 0.77 47.84 5.85 0.41 48.74
=2 DCC 5.14 0.73 45.90 4.63 0.40 47.74
DCC-L 5.10 0.72 45.91 4.57 0.40 47.76
DCC-NL  5.11 0.73 45.86 4.57 0.40 47.71
S 7.48 0.78 29.31 6.86 0.43 29.57
L 7.47 0.77 29.35 6.80 0.42 29.60
NL 7.50 0.75 29.29 6.80 0.41 29.57
7=16 DCC 5.62 0.69 98.33 5.13 0.39 29.16
DCC-L 5.59 0.69 28.35 5.10 0.39 29.17
DCC-NL  5.59 0.69 28.30 5.11 0.39 29.13
S 9.66 0.78 0.00 9.76 0.45 0.00
L 9.67 0.78 0.00 9.75 0.45 0.00
NL 9.64 0.75 0.00 9.80 0.44 0.00
v=1 DCC 7.59 0.62 0.00 7.33 0.37 0.00
DCC-L 7.58 0.62 0.00 7.31 0.37 0.00
DCC-NL  7.58 0.62 0.00 7.32 0.37 0.00

Notes: This table shows the simulation results for the empirical GMV portfolios constructed based on
different covariance matrix estimators and facing various degrees of leverage constraints. The disturbance
terms of the simulated data are drawn from a multivariate standard normal distribution. The covariance
matrix is estimated using the most recent 1250 daily returns based on six different methods, which are the
sample covariance matrix (S), the linear shrinkage estimator (L) (Ledoit and Wolf, 2003), the nonlinear
shrinkage estimator (NL) (Ledoit and Wolf, 2012, 2015), the DCC estimator (Engle, 2002), the DCC-L
estimator and the DCC-NL estimator (Engle et al., 2017). v = 00,2, 1.6, 1 stands for an increasing
restriction with the proportion of short-sale not exceeding oo, 50%, 30%, 0, respectively. The standard
deviation of return (StdR) is calculated using the true covariance matrix, and thus it represents the
actual risk. The standard deviation of weights (StdW) and the total short position of weights (ShortW)
of the empirical portfolios are also reported. Panel A and Panel B show results for portfolios with 500

and 1000 stocks, respectively.
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Table 2: Actual Risk of Portfolio and Standard Deviation and Total Short Position of Portfolio
Weights.

Panel A: N =500 Panel B: N = 1000
b)) StdR  StdW  ShortW | StdR  StdW ShortW
S 5.54 1.42 216.01 6.48 0.74 235.76
L 4.97 1.18 169.42 3.81 0.58 168.62
NL 5.01 1.12 164.14 3.84 0.54 160.09
Y =00 DCC 5.07 1.25 183.60 6.24 0.67 207.46
DCC-L 4.41 1.09 151.78 3.71 0.54 153.05
DCC-NL  4.37 1.07 148.57 3.65 0.53 147.35
S 7.05 0.78 46.75 5.92 0.42 48.27
L 7.05 0.77 46.75 5.90 0.41 48.30
NL 7.04 0.75 46.63 5.90 0.40 48.19
V=2 DCC 5.01 0.70 44.10 4.47 0.39 46.76
DCC-L 4.98 0.70 44.14 4.42 0.38 46.79
DCC-NL  4.98 0.70 44.08 4.42 0.38 46.71
S 8.09 0.75 28.75 6.86 0.41 29.30
L 8.13 0.74 28.77 6.88 0.41 29.32
NL 8.12 0.72 28.72 6.89 0.40 29.29
7=16 DCC 5.51 0.66 927.53 4.97 0.37 928.57
DCC-L 5.48 0.66 27.55 4.94 0.37 28.59
DCC-NL  5.48 0.66 27.48 4.94 0.37 28.56
S 1090  0.73 0.00 10.60  0.42 0.00
L 10.92 0.73 0.00 10.62 0.42 0.00
NL 10.90 0.71 0.00 10.63  0.41 0.00
v=1 DCC 7.62 0.59 0.00 7.20 0.35 0.00
DCC-L 7.61 0.59 0.00 7.18 0.35 0.00
DCC-NL  7.61 0.59 0.00 7.19 0.35 0.00

Notes: This table shows the simulation results for the empirical GMV portfolios constructed based on
different covariance matrix estimators and facing various degrees of leverage constraints. The disturbance
terms of the simulated data are drawn from a multivariate ¢-distribution with 5 degrees of freedom. The
covariance matrix is estimated using the most recent 1250 daily returns based on six different methods,
which are the sample covariance matrix (S), the linear shrinkage estimator (L) (Ledoit and Wolf, 2003),
the nonlinear shrinkage estimator (NL) (Ledoit and Wolf, 2012, 2015), the DCC estimator (Engle, 2002),
the DCC-L estimator and the DCC-NL estimator (Engle et al., 2017). v = o0,2,1.6,1 stands for an
increasing restriction with the proportion of short-sale not exceeding oo, 50%, 30%, 0, respectively. The
standard deviation of return (StdR) is calculated using the true covariance matrix, and thus it represents
the actual risk. The standard deviation of weights (StdW) and the total short position of weights
(ShortW) of the empirical portfolios are also reported. Panel A and Panel B show results for portfolios
with 500 and 1000 stocks, respectively.
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Table 3: Out-of-sample Average Return, Standard Deviation, Sharpe Ratio, four Characteristics
of Portfolio Weights and Average Turnover of the Global Minimum Variance Portfolios.

b3 AvR  StdR SR MinW MaxW StdW ShortW  AvT
Panel A: 500 stocks contained in the portfolio

S 674 10.82 0.62 —590 986  1.64 23993  5.70
NL 724 982 074 -—2.71 477 095 13152 221

y=00  DCC 1025 1057 097 —4.05 1552 1.55 172.78  3.97
DCC-NL 951 9.66 098 -211 1379 121  105.09 1.9

S 738 088 075 —327 976 1.0I 5000  2.03

B NL 734 986 0.74 —267 561 079  50.00  1.15
v =2 DCC  9.18 982 093 —256 16.79 1.25 4997 261
DCC-NL 9.05 955 095 —1.92 1545 117  49.74  1.26

g 731 1009 0.72 —3.05 1053 008 3000 2.7

NL 744 1009 0.74 —272 630  0.77  30.00  1.17

v=16  poc 902 979 092 —227 1803 1.27  30.00  2.49
DCC-NL 897 964 093 —1.82 17.02 122 3000  1.18

S 773 1148 067 000 1275 1.02 0.0 1.54

NL 804 11.48 0.70 0.00 800 080  0.00  0.36

v=1 DCC 862 10.36 0.83 000 2348 147 000  1.27
DCC-NL 843 10.32 082 0.00 2318 146  0.00  0.20

Panel B: 1000 stocks contained in the portfolio

S 737 1336 055 —6.85 919 159 52534 11.41

NL 738 880 084 —1.34 237 046 132.93 3.0

y=00  DCC 820 10.62 0.77 —428 17.83 1.31 32764 7.23
DCC-NL 827 828 1.00 -—1.11 1431 073 9470  2.68

S 761 870 087 —221 803 061 5000 203

NL 732 887 083 —1.57 318 040  50.00  1.42

=2 DCC 856 818 1.05 —1.67 19.63 0.88 4999  2.75
DCC-NL 816 7.91 1.03 —1.08 1645 076 4971  1.52

3 767 010 084 —200 870 060 3000 2.5

NL 760 919 083 —1.72 366 041  30.00  1.41

v=16  pocc 847 808 1.05 —1.46 2123 091  30.00  2.61
DCC-NL 815 7.91 1.03 —1.04 1876 0.83 2999  1.35

S 928 1086 085 000 1129 0066  0.00 .56

NL 921 1091 0.84 000 535 045  0.00  0.55

v=1 DCC 779 853 091 000 29.03 1.16  0.00 1.39
DCC-NL 7.47 845 088 000 2829 1.4 000 023

Notes: This table shows the empirical results for the GMV portfolios constructed based on different
covariance matrix estimators and facing various degrees of leverage constraints. The covariance matrix
is estimated using the most recent 1250 daily returns based on four different methods, which are the
sample covariance matrix (S), the nonlinear shrinkage estimator (NL) (Ledoit and Wolf, 2012, 2015),
the DCC estimator (Engle, 2002), and the DCC-NL estimator (Engle et al., 2017). v = c0,2,1.6,1
stands for an increasing restriction with the proportion of short-sale not exceeding oo, 50%, 30%, 0,
respectively. We hold the portfolios for 21 days and record their daily returns. We report their out-of-
sample annualized average return (AvR), annualized standard deviations (StdR), and Sharpe ratios (SR).
Four characteristics of portfolio weights, including the minimum weight (MinW), the maximum weight
(MaxW), the standard deviation of weights (StdW), and the total short positions of weights (ShortW),
and the average turnover (AvT) of portfolios are also reported. All numbers shown are in percentage
except those for Sharpe ratios. Panel A and Panel B show results for portfolios with 500 and 1000 stocks,

respectively.
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Table 4: Out-of-sample Average Return, Standard Deviation, Sharpe Ratio, four Characteristics
of Portfolio Weights and Average Turnover of the Markowitz Portfolios constructed based on
the Momentum Signal (11-MM).

b3y AvR StdR SR MinW MaxW StdW ShortW  AvT
Panel A: 500 stocks contained in the portfolio

S 965 1277 0.76 —6.43 1029 1.79  269.74  6.20

NL 1094 11.81 093 —298 492  1.05 152.84  2.56

y=o00  DCC  12.96 12.44 1.04 -4.96 16.62 1.77 21438  4.59
DCC-NL 12.65 11.43 1.11 —2.68 1468 1.36 13540 2.44

g 1145 1268 000 —359 997 1.06 5000 2.0

_, NL 11.85 12.64 094 -3.16 6.07 086  50.00 1.11

Y= DCC 1290 1227 1.05 —3.03 1857 1.37  50.00  2.49
DCC-NL 12.86 12.01 1.07 -2.52 1755 131 4995  1.20

g 1146 1349 085 —3506 1078 1.05 3000 2.73

B NL 11.66 13.49 0.86 —343 697 087  30.00  1.12

Y=16  poc 1279 1282 1.00 —-286 19.86 1.39  30.00  2.35
DCC-NL 1257 12.67 099 -2.53 1930 135  30.00  1.14

g 1237 1752 071 000 1412 113 0.0 147

NL 1277 1753 0.73  0.00 1078  0.98  0.00  0.26

v=1 DCC 1217 1611 0.76 0.00 2246 145  0.00 1.12
DCC-NL 11.84 16.08 074 000 2245 146 000  0.18

Panel B: 1000 stocks contained in the portfolio

S 928 1541 0.60 —-7.73 989 178 59448 12.75

NL 1057 10.39 1.02 —149 242 051 15055  3.44

y=00  DCC 1041 13.12 0.79 —5.65 2063 1.60 42538  9.15
DCC-NL 10.75 9.63 1.12 —1.44 1565 0.82 122.08 3.14

g 1123 1099 1.02 —240 838 063 5000 280

NL 11.06 11.03 1.00 —1.92 347 044  50.00  1.35

=2 DCC 1213 990 123 —1.92 21.82 097  50.00  2.65
DCC-NL 1151 9.63 1.20 -—1.42 1927 0.87 4995  1.42

g 1173 1182 0909 —235 011 063 3000 270

NL 11.62 11.90 098 —219 415 046  30.00  1.33

Y=16  poc 1237 1026 1.21 —1.72 2342  1.00  30.00  2.50
DCC-NL 11.73 10.08 1.16 —1.44 2193 095  30.00  1.26

S 13.07 16.12 0.81  0.00 11.82 0.70 0.00 1.49
NL 12.86 16.11 0.80 0.00 7.24 0.55 0.00 0.41
y=1 DCC 12.25 13.52 091  0.00 24.91 1.05 0.00 1.24

DCC-NL 11.94 13.41 0.89 0.00 25.01 1.06 0.00 0.21

Notes: This table shows the empirical results for the Markowitz Portfolios constructed based on the
Momentum Signal (11-MM), using different covariance matrix estimators and facing various degrees of
leverage constraints. The covariance matrix is estimated using the most recent 1250 daily returns based
on four different methods, which are the sample covariance matrix (S), the nonlinear shrinkage estimator
(NL) (Ledoit and Wolf, 2012, 2015), the DCC estimator (Engle, 2002), and the DCC-NL estimator (Engle
et al., 2017). v = 00,2,1.6,1 stands for an increasing restriction with the proportion of short-sale not
exceeding oo, 50%, 30%, 0, respectively. We hold the portfolios for 21 days and record their daily returns.
We report their out-of-sample annualized average return (AvR), annualized standard deviations (StdR),
and Sharpe ratios (SR). Four characteristics of portfolio weights, including the minimum weight (MinW),
the maximum weight (MaxW), the standard deviation of weights (StdW), and the total short positions
of weights (ShortW), and the average turnover (AvT) of portfolios are also reported. All numbers shown
are in percentage except those for Sharpe ratios. Panel A and Panel B show results for portfolios with
500 and 1000 stocks, respectively.
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Table 5: Out-of-sample Average Return, Standard Deviation, Sharpe Ratio, four Characteristics
of Portfolio Weights and Average Turnover of the Markowitz Portfolios constructed based on
an Alternative Momentum Signal (A6-MM).

X AvR StdR SR MinW MaxW StdW ShortW  AvT
Panel A: 500 stocks contained in the portfolio
S 855 11.60 0.74 -6.33 10.25 1.76 262.57 6.31
NL 9.08 10.54 0.86 —2.93 4.91 1.04 149.60 2.49
T =00 DCC 12.01 11.81 1.02 —4.83 15.66 1.70 208.15 4.48
DCC-NL 11.82 10.70 1.10 —-2.72 13.86 1.32 133.18 2.39
S 958 11.31 0.8 =371 10.24 1.08 50.00 3.28
NL 9.80 11.27 0.87 -3.13 6.17 0.87 50.00 1.12
V=2 DCC 11.53 11.34 1.02 -3.10 17.09 1.32 50.00 2.49
DCC-NL 11.82 11.07 1.07 -2.63 16.21 1.26 49.94 1.20
S 9.50 1212 0.78 —3.46 11.14 1.07 30.00 3.10
NL 10.00 12.10 0.83 —-3.27 7.11 0.87 30.00 1.13
v=16 DCC 11.37 11.86 0.96 —2.95 18.31 1.33 30.00 2.34
DCC-NL 11.56 11.70 0.99 -—2.67 17.75 1.30 30.00 1.13
S 9.76 15.98 0.61 0.00 15.12 1.18 0.00 1.87
NL 10.03 16.00 0.63  0.00 11.23 1.01 0.00 0.28
y=1 DCC 11.59 15.12 0.77 0.00 21.19 1.41 0.00 1.07
DCC-NL 11.23 15.08 0.75 0.00 21.20 1.41 0.00 0.17

Panel B: 1000 stocks contained in the portfolio

S 1028 14.73 070 —7.39 958 170 56620 12.33

NL 948 951 1.00 —149 242 050 149.18  3.37

y=o00 DCC 10.33 1332 078 —584 19.13 155 42424  9.11
DCC-NL 10.14 939 1.08 —156 1479 079 12447  3.18

g 1019 1012 1.0 —247 831 064 5000 327

NL 964 1015 0.95 —1.92 353 045  50.00  1.35

Y=2  DCC 1034 978 1.06 —2.03 2047 093  50.00  2.65
DCC-NL 1028 940 1.09 —157 1823 085  49.94  1.41

g 1056 1096 096 —235 9015 064 3000  3.10

NL 1042 11.04 094 —215 424 046  30.00  1.33

Y=16  pocc 1046 1012 1.03 —1.89 21.94 096  30.00  2.49
DCC-NL 1024 989 1.03 —1.64 2051 091  30.00  1.25

S 1160 1492 078 000 1271 073  0.00 187

NL 11.67 1501 0.78 0.00 774  0.56  0.00 0.42

y=1  DCC 10.63 1335 0.80 0.00 2284 1.00  0.00 1.20
DCC-NL 10.55 13.28 0.79 0.00 22,71  1.00  0.00 0.20

Notes: This table shows the empirical results for the Markowitz Portfolios constructed based on an
alternative Momentum Signal (A6-MM), using different covariance matrix estimators and facing various
degrees of leverage constraints. The covariance matrix is estimated using the most recent 1250 daily
returns based on four different methods, which are the sample covariance matrix (S), the nonlinear
shrinkage estimator (NL) (Ledoit and Wolf, 2012, 2015), the DCC estimator (Engle, 2002), and the
DCC-NL estimator (Engle et al., 2017). v = 00,2, 1.6, 1 stands for an increasing restriction with the
proportion of short-sale not exceeding co, 50%, 30%, 0, respectively. We hold the portfolios for 21 days and
record their daily returns. We report their out-of-sample annualized average return (AvR), annualized
standard deviations (StdR), and Sharpe ratios (SR). Four characteristics of portfolio weights, including
the minimum weight (MinW), the maximum weight (MaxW), the standard deviation of weights (StdW),
and the total short positions of weights (ShortW), and the average turnover (AvT) of portfolios are also
reported. All numbers shown are in percentage except those for Sharpe ratios. Panel A and Panel B

show results for portfolios with 500 and 1000 stocks, respectively.
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Table 6: Out-of-sample Average Return, Standard Deviation, and Sharpe Ratio of the Markowitz
Portfolios constructed based on the Momentum Signal (11-MM) with Transaction Costs.

Spread = 3 basis-points Spread = 5 basis-points
x AvR  StdR SR, AVR StdR, SR
Panel A: 500 stocks contained in the portfolio
S 7.42 12.77 0.58 5.93 12.79 0.46
NL 7.78 11.82 0.66 5.68 11.87 0.48
v =00 DCC 9.08 12.47 0.73 6.49 12.54 0.52
DCC-NL  9.54 11.45 0.83 7.47 11.50 0.65
S 10.40  12.67 0.82 9.70 12.67 0.77
NL 10.40  12.63 0.82 9.44 12.64 0.75
V=2 DCC 10.96  12.27 0.89 9.67 12.28 0.79
DCC-NL  11.38  12.01 0.95 10.39  12.01 0.87
S 10.48  13.48 0.73 .82 13.48 0.73
NL 10.27  13.49 0.76 9.35 13.49 0.69
v=16 DCC 10.96  12.82 0.86 9.74  12.83 0.76
DCC-NL  11.18  12.66 0.88 10.25  12.67 0.81
S 11.84 17.52 0.63 11.48 1751 0.66
N =1 NL 12.15  17.53 0.69 11.73  17.52 0.67
DCC 11.23  16.11 0.70 10.61  16.10 0.66
DCC-NL  11.24  16.07 0.70 10.85  16.07 0.67
Panel B: 1000 stocks contained in the portfolio
S 4.68 15.44 0.30 1.62 15.53 0.10
NL 4.74 10.49 0.45 0.85 10.70 0.08
vy =00 DCC 2.53 13.27 0.19 —2.71  13.57 —0.20
DCC-NL 5.02 9.72 0.52 1.21 9.94 0.12
S 10.10  10.98 0.93 9.49 10.99 0.86
NL 9.54 11.03 0.86 8.52 11.04 0.77
v=2 DCC 10.14  9.91 1.02 8.81 9.93 0.89
DCC-NL  9.96 9.63 1.03 8.93 9.64 0.93
S 10.75  11.82 0.01 10.10  11.82 0.86
NL 10.17  11.90 0.85 9.20 11.91 0.77
7=16 DCC 1049 10.26 1.02 9.24  10.27 0.90
DCC-NL  10.30  10.08 1.02 9.35 10.08 0.93
S 1254 16.12 0.78 1218 16.11 0.76
NL 12.18  16.10 0.76 11.72  16.10 0.73
=1 DCC 11.26  13.51 0.83 10.61 13.51 0.79
DCC-NL  11.33  13.40 0.85 10.92  13.40 0.81

Notes: This table shows the empirical results for the Markowitz Portfolios constructed based on the
Momentum Signal (11-MM), using different covariance matrix estimators and facing various degrees of
leverage constraints when transaction costs are considered. The covariance matrix is estimated using
the most recent 1250 daily returns based on four different methods, which are the sample covariance
matrix (S), the nonlinear shrinkage estimator (NL) (Ledoit and Wolf, 2012, 2015), the DCC estimator
(Engle, 2002), and the DCC-NL estimator (Engle et al., 2017). v = 00,2,1.6,1 stands for an increasing
restriction with the proportion of short-sale not exceeding oo, 50%, 30%, 0, respectively. We hold the
portfolios for 21 days and record their daily returns. We report their out-of-sample annualized average
return (AvR), annualized standard deviations (StdR), and Sharpe ratios (SR). AvR and StdR are shown
in percentage. Panel A and Panel B show results for portfolios with 500 and 1000 stocks, respectively.
The left and right panels show results under the assumptions of 3 basis-points and 5 basis-points bid-ask

spreads, respectively.
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Figure 1: Comparisons of the oracle theoretical optimal risks, the average actual risks, and the
average empirical risks of the 100 simulated GMV portfolios constructed based on different
covariance matrix estimators (S, L, NL, DCC, DCC-L, DCC-NL) and facing various degrees
of leverage constraints (the intensity of the constraint declines with the increase of parameter
7). N =500, and the disturbance terms of the simulated data are drawn from a multivariate

standard normal distribution.
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Figure 2: Comparisons of the oracle theoretical optimal risks, the average actual risks, and the
average empirical risks of the 100 simulated GMV portfolios constructed based on different
covariance matrix estimators (S, L, NL, DCC, DCC-L, DCC-NL) and facing various degrees
of leverage constraints (the intensity of the constraint declines with the increase of parameter
7). N = 1000, and the disturbance terms of the simulated data are drawn from a multivariate

standard normal distribution.
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Figure 3: Comparisons of the oracle theoretical optimal risks, the average actual risks, and the
average empirical risks of the 100 simulated GMV portfolios constructed based on different
covariance matrix estimators (S, L, NL, DCC, DCC-L, DCC-NL) and facing various degrees
of leverage constraints (the intensity of the constraint declines with the increase of parameter
7). N =500, and the disturbance terms of the simulated data are drawn from a multivariate

t-distribution with 5 degrees of freedom.
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Figure 4: Comparisons of the oracle theoretical optimal risks, the average actual risks, and the
average empirical risks of the 100 simulated GMYV portfolios constructed based on different
covariance matrix estimators (S, L, NL, DCC, DCC-L, DCC-NL) and facing various degrees
of leverage constraints (the intensity of the constraint declines with the increase of parameter
7). N = 1000, and the disturbance terms of the simulated data are drawn from a multivariate

t-distribution with 5 degrees of freedom.
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Figure 5: Comparisons of the average actual risks of the 100 simulated GMV portfolios

constructed based on different covariance matrix estimators (S, L, NL, DCC, DCC-L, DCC-NL)

and facing various degrees of leverage constraints (the intensity of the constraint declines with

the increase of parameter 7). The disturbance terms of the simulated data are drawn from a
multivariate standard normal distribution.
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Figure 6: Comparisons of the average actual risks of the 100 simulated GMV portfolios
constructed based on different covariance matrix estimators (S, L, NL, DCC, DCC-L, DCC-NL)
and facing various degrees of leverage constraints (the intensity of the constraint declines with

the increase of parameter 7). The disturbance terms of the simulated data are drawn from a
multivariate t-distribution with 5 degrees of freedom.
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Figure 7: Comparisons of the out-of-sample risks of the GMV portfolios constructed based on
different covariance matrix estimators (S, NL, DCC, DCC-NL) and facing various degrees of

leverage constraints (the intensity of the constraint declines with the increase of parameter 7).
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