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Abstract

Motivated by testing the significance of risk factors for a cross—section of returns,
we develop an inferential framework which involves function-on-scalar regression.
Asymptotic theory is developed assuming the factors form a weakly dependent
vector—valued time series, and the regression errors are weakly dependent func-
tions. To accommodate the empirical behavior of the cross—section of returns and
of the factors, we allow both the factors and the error functions can exhibit mild
departures from stationarity. This requires new new asymptotic theory which leads
to several tests for the significance of function—valued regression coefficients. The
new approach to the study of the significance of risk factors for a cross—section
of returns complements the established Fama-French approach based on portfolio
construction. It is more suitable if the statistical significance of the risk factors is
to be rigorously controlled.
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1 Introduction

Over the last forty years, the cross—section of returns has been one of the most extensively
studied aspects of finance. To a large extent, the work of Fama and MacBeth (1973) set a
paradigm which has been elaborated on in hundreds of papers, Harvey et al. (2014) pro-
vide a comprehensive account. Fama and MacBeth (1973) were motivated by testing the
two—parameter portfolio model of Markowitz (1959) and its extensions. They introduced
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a technique based on recursive construction of portfolios and least squares testing for
resulting time series regressions, a summary of this approach is provided in Appendix C.

The theory and methodology presented in this paper are motivated by the problem of
testing the significance of risk factors which is at the core of the research on the cross—
section of returns. Before presenting our model and theory in greater generality, we outline
the motivation and the specific application to this testing problem. Denote by R, (i) the
return on security ¢ in period n. The Arbitrage Pricing Theory, see e.g. Campbell et al.
(1997), postulates that

K

(1.1) R, (i) = (i) + Bm(i) M, + Z B (1) Fo(k) + en(i),

k=1

where R, (i) and M, are excess returns, respectively, on asset ¢ and on a well diversified
market portfolio. The temporal dynamics are modeled through M, and other potential
common factors F, (k). The errors €, (i) are typically assumed to be martingale differences
with nontrivial cross—sectional covariances. The interest is in testing which factors F), (k)
are significant. Throughout the paper, the factors are considered known, they are either
directly observed or constructed.

We now explain the essence of our approach. For each fixed i, one can obtain an estimate
Bk(z) These estimates are extremely noisy, no matter what ordering of securities is used,
as illustrated in Figure 1. This is one of the reasons why tests have been performed using
suitably constructed portfolios, which involve averaging the Bk(z) over a handful of ranges
of 7, Appendix C. The resulting testing procedures contain many levels of uncertainty,
which makes the assessment of the actual significance levels difficult. If the objective
is merely to test Hy : B, = 0, i.e. that the function [ is identically zero, an effective
approach with a well controlled significance level can be developed as follows. In any time
period n, the returns can be ordered from the lowest to the largest leading to smooth
functions R, (t), where the set of values ¢ is the same as the set of the securities i. The
difference is that the curves R, (f) are nondecreasing, smooth functions of ¢, as shown in
Figure 2. This way of looking at the cross—section of returns provides another approach
to testing the significance of the risk factors. We replace model (1.1) with the model

K

(1.2) Ry(t) = a(t) + B () My + D Be(t) Fu(k) + &0 (8).

k=1

in which the functions R, (-) are ordered returns. As we will see, in such a formulation,
the estimates of the functions «, 3,, and [, are smooth, and it is possible to test their
significance within a setting akin to linear regression. In model (1.1), for every security
1, the coefficients are the same for every period. This is no longer the case in model
(1.2), however the functions fj(-) contain information about the significance of the risk
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Figure 1: Estimated [ (¢) for all SP500 stocks i and for F, (k) equal to a volatility proxy.
The stocks are ordered by log Market value for January, 2010. The left panel shows raw
B (i), the values in the right panel are winsorized at 1% and 99%.

factors F'(k), which do not depend on the ordering of the returns. Compared to the
portfolio approach described in Appendix C, this approach reverses the roles of returns
and the betas; instead of sorting the assets by their estimated betas every month, they
are sorted by the observed returns. The estimated smooth function Bk then tells us how
best, mid- and worst performing stocks in a given month respond (over the long run) to
the movements of the scalar factor F, (k) (if the function [y is statistically different from
Z€ero).

The portfolio based approach to cross—sectional returns has many well-known advan-
tages; ease of application and interpretation being perhaps the two most important ones.
It does however have disadvantages. Conclusions may be sensitive to how the portfolios
are constructed - they often do not hold for equal weighted portfolios. Second, most of
the papers draw conclusions based on the statistical differences between the parameters of
the top and bottom portfolios. Third, the relationship may be different within the port-
folios. Our approach deals with the entire universe of the stock in the sample. At least
theoretically, it reveals more information than a typical Fama—French approach. It must
be emphasized that methods based on portfolio construction potentially provide insights
beyond establishing the statistical significance of scalar factors. For example, the analysis
in Ang et al. (2006) shows that a portfolio constructed from stocks with low sensitivities
(large negative) to daily change in volatility in month n can be expected to yield a higher
monthly return at the end of month n 4 1. This may imply a trading strategy of buying
stocks with low sensitivities to market aggregate volatility and short selling stocks with
high sensitivities to realize arbitrage profit. However, this kind of portfolio contains too
many stocks (including many very illiquid ones) making such a trading strategy difficult
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Figure 2: Ordered cross—sectional returns R, (t) for four consecutive months.

to realize. In conclusion, our approach provides at least a new angle on an important
problem of finance research, and may have some advantages relative to well-established
approaches.

This paper contributes to econometrics by developing estimation and testing theory in
the context of a general regression which includes model (1.2). The factors M, F},(k) and
the error functions €, do not have to be stationary; previous research assumes stationarity
in models similar to (1.2), like the general model (2.1) introduced in Section 2. We treat
smooth response curves as whole statistical entities, functions whose temporal dynamics
are driven by the dynamics of the factors F,,(k) which contribute to the level and shape of
the response curves. The statistical methodology thus falls into the field of functional data
analysis (FDA). The paper of Ramsay and Ramsey (2001) introduced FDA methodology
to econometrics, but recent years have seen renewed interest in application of FDA to
the econometric analysis of financial data, see Kargin and Onatski (2008), Miiller et al.
(2011), Horvéth et al. (2014), Horvath and Rice (2015), among others. Several other
applications of FDA to the econometric analysis of financial data are given or referenced
in Horvath and Kokoszka (2012).

Recent contributions most closely related to our work include Hays et al. (2012) and
Kokoszka et al. (2015), Gagliardini et al. (2016) and Renault et al. (2016). Hays et al.



(2012) consider the model

(1.3) Z%ka )+ en(t).

The factors Fj are unknown functions that do not depend on the period n. The dynamics
are in the coefficients ~,, which are assumed to follow Gaussian autoregressive processes.
Model (1.3) is motivated by and applied to forecasting yield curves. Kokoszka et al.
(2015) consider the regression

+Zﬁ; ni(t) + &n(t),

in which the factors F,;(t) are known functions which depend on n and the coefficients
f3; are scalars. In their application, R, (t), F,,;(t) are intraday returns on assets on day n.
In contrast to both (1.3) and (1), in (1.2) the factors are scalars and the coefficients are
functions. Gagliardini et al. (2016) consider the regression

(1.4) R, ( +Zﬁnk k) + en(t),

in which ¢ € [0, 1] represents a continuum of assets, so mathematically (1.2) is a special
case of (1.4). Compared to (1.2), the coefficients of the factors F;,(k) depend on the period
n. Their objective is not to test the significance of these (sequences of) coefficients, but
to estimate the temporal evolution of risk premia. Renault et al. (2016) consider a model
similar to (1.4), t € [0, 1] is the fraction ¢ of assets. Their primary interest is in pricing
idiosyncratic variance factors. They assume that the functional coefficients are cumulative
integrals of “densities” defined on the interval [0,1]. We also note the work of Romano
and Wolf (2013). While not concerned with functional regressions, it clarifies the issue
of testing for monotonicity of functions, which has bearing on the problem of testing the
significance of scalar risk factors.

The paper is organized as follows. Section 2 provides the formulation of the model
and explains the relevant inference. In Section 3, we state assumptions under which our
method is valid and provide the requisite asymptotic justification. Following a small
simulation study in Section 4, the application to testing for significance of risk factors
is presented in Section 5. Three appendices provide computational and mathematical
details, as well as a summary of the portfolio formation methodology. Asymptotic theory
for the GLS estimates introduced in Section 2 is presented in an on-line supplement.



2 Statistical model, estimation and testing
The general statistical model we consider is

(2.1) Y, (t) = 21 B1(t) + 2n2Bo(t) + ... ppfp(t) +en(t), n=1,2,... N.

The index n may denote day, week, month, quarter or year. The {x,x, 1 <n < N}, k=
1,2,...,p, are realizations of scalar time series which can exhibit temporal dependence,
and even some mild departures from stationarity. In the applications in Section 5, the
xnr are the risk factors F,(k) in (1.2). Our objective in this section is to develop an
estimation and testing methodology for the coefficient functions .

Model (2.1) formally resembles the functional response model, see Faraway (1997),
Chiou et al. (2004), Chapter 13 of Ramsay and Silverman (2005), Reimherr and Nicolae
(2014), among many others. The currently available methodology and theory assumes
either that the regressors x,; are deterministic or are independent replications across n.
Such assumptions are suitable for inference based on designed experiments. For time
series regressors, like the risk factors, new methodology and asymptotic theory are called
for.

The term functional regression also refers to a class of models in which regression
coefficients depend on exogenous and/or lagged variables, see Fan and Zhang (1999) and
many papers that followed. Despite sharing the same name, these two classes of regression
models are very different, and are suitable for different problems.

In the development that follows, all random and deterministic functions are assumed
to be in the real Hilbert space L? of square integrable functions with the inner product
(z,y) = [x(t)y(t)dt. The domain of integration is a compact interval. It is usually
assumed that it is the interval [0,1], and we will do so as well. In any application,
the interval [min¢, maxt] is transformed to [0, 1] via an affine map. An introduction to
the theory of random function in L? is presented in Chapter 2 of Horvath and Kokoszka
(2012), for a more in—depth treatment see Hsing and Eubank (2015). Precise assumptions
and asymptotic statements relevant to our context are provided in Section 3.

We begin by defining the vectors/matrices

Yi(t) Bi(t) . er(t)
vio= |20 s = P9 xo| ) = |
Y (t) B,(t) N N enl(t)

We then have the linear relationship Y (¢) = X3(t) + (t). We consider two methods for
estimating the vector valued function §(t). The first is a least squares (LS) approach



which utilizes the sum of squared residuals

2

Lis(8) = D_|[Va = Yot = [(0V(0) = X3(6)T(V(0) - XB()

The estimate 3.5(t) is the minimizer of L;g(8), and takes the familiar form
(2.2) Brs(t) = (XTX)' XY (¢).

The second method is an extension of an approach known as the Generalized Least Squares
(GLS), which generally reduces the variance of estimators in the presence of dependence
across statistical units. In our setting, the target function takes the form

(2.3) Lens(8) = / (¥ (8) — XB(1) V() (Y (£) - XB(1)) dt.

where V(t) is a matrix valued function of ¢. Practically, we use a data driven choice for
V (t), which we denote as V(t). As in scalar GLS, a good choice (and optimal under certain
assumptions) for the weights is to use the inverse covariance of the error terms. We thus
propose using V(t) = W1(¢,t) where W;;(t, s) = Cov(e;(t),£;(s)); the inverse denotes a
matrix inversion computed at each time point. The matrix W (¢, s) can be estimated using
a Bartlett type estimator and is discussed in Appendix A. The minimizer of Lgrs(5) is
denoted as BG s and takes the form

(2.4) Bars(t) = (XTVH)X)'XTV ()Y (t).

We note that smooth estimates can be obtained by incorporating a penalty (ridge re-
gression). For example, the right-hand side of (2.2) could be replaced by (X'X +
aP) XY (t), see e.g. Ramsay et al. (2009), but we do not pursue this approach because
our focus is on testing the significance of the regression coefficients.

We now turn to the problem of testing if a particular g is the zero function. The two
methods we propose work for any estimator (3, whose covariance function

(2.5) Ci(t, s) = Cov(Bi(t), Br(s))

can be estimated. We therefore present our approach in this general setting. In Ap-
pendix A, we explain how the covariance functions of the estimators S.5(t) and Seps(t)
are obtained.

The first approach is based on the L? norm. The test statistic is defined as

Re=NIAlP = N / B2(t)dt.



When f;(t) = 0 (under the assumptions of Theorem 3.1), this statistic has approximately
a weighted chi—square distribution,

N
(2.6) Ak~ (1)
j=1

where 5\k7j are the eigenvalues of Cy, an estimate of the Cj, given by (2.5). One can only
handle the right hand side above numerically, but tools such as the imhoff function in
R, can be used to obtain P-values/critical values. The asymptotic justification for the
approximation (2.6) is given in Corollary 3.1. The second approach is based on functional
principal components, see e.g. Chapter 3 of Horvath and Kokoszka (2012). Denote by
U1, U2, ... the eigenfunctions of é’k corresponding to the eigenvalues 5\k,1 > 5\k,2 > ...,
and set

, U
Tk,q _ NZ Bk/\ k,]
k.j

7j=1
Corollary 3.1 shows that for a fixed ¢,

(2.7) Trg ~ X*()-

In practice, the truncation level ¢ is chosen as the smallest integer such that Zgzl S\;W >
0.85 Zjvzl S\kj We thus use a data driven ¢, and the validity of this choice is justified by
a simulation study. The asymptotic theory is used to derived the approximation (2.7),

which is then enhanced by a data driven procedure.
To summarize, we will work with the following four test statistics:

KLS,k - N/B%&k;(t) dt, (LS—L2),

7 B qu: <BLS,ka@k,j>2 ,
LSkq = ———= (LS —PCA);

KGLS,]C = N/BéLS,k(t) dt, (GLS—L2),

T _ qu: (Bc;LS,imffk,ﬁ2
GLSkq = ——— = (GLS — PCA).

=1 )‘k,j

The )\kj, Uy,; in the LS statistics are the elgenelements of CLSk, while the )\kj, Uy ; in the
GLS statistics are the eigenelements of C’GLSk The construction of the estimators CLSk
and OGLSJc is explained in Section A.

The tests based on the PCA—statistics reject Hy : §, = 0 if the statistic, T kg €xceeds
a critical value of the chi-square distribution with ¢ degrees of freedom. To apply the
tests based on the LS-statistics, an empirical distribution of the right-hand side of (2.6)
must be created for each specific data set. The null hypothesis is rejected if _/A\k exceeds a
critical value of this empirical distribution.



3 Asymptotic Theory

A key to establishing relations (2.6) and (2.7) is a central limit theorem for sums involving
the factors x,,; and the error functions €, cf. (2.2) and (2.4). The factors considered in
Section 5 show mild departures from stationarity (the volatility outlier representing the
October 1987 crash is handled separately). Many econometric time series exhibit sim-
ilar departures from stationarity, so central limit theorems for nonstationary sequences
have received a fair deal of attention in the past decades. Convergence to the normal
distribution has been established under various quantifications of the degree of nonsta-
tionarity and dependence. The often cited work of Herrndorf (1984) considered a—mixing
sequences, Davidson (1993) used near—epoch dependence, Neumann (2013) used the weak
dependence concept of Doukhan and Louhichi (1999). This list is by no means exhaustive.
In our approach, we use the concepts of a Bernoulli shift representation and approximabil-
ity, which have been used extensively in recent theoretical work on nonlinear time series,
e.g. see Potscher and Prucha (1997), Wu (2005), Shao and Wu (2007), Aue et al. (2009),
Hormann and Kokoszka (2010), Hérmann et al. (2013) and Kokoszka and Reimherr
(2013). We however allow some nonstationarity. Precise definitions together with a suit-
able central limit theorem are stated in Section 3.1. Using these results, we establish
in Section 3.2 the required asymptotic results for model (2.1), and provide asymptotic
justification for the tests based on relations (2.6) and (2.7).

3.1 Central limit theorem for nonstationary approximable se-
quences

Motivated by the problem studied in this paper and to enhance general applicability to
functional time series, we establish a CLT in a general separable Hilbert space H. Let
p > 1 and let L be the space of H-valued random elements X such that

v(X) = (BIX|P)" < oo,

DEFINITION 3.1 We say that a sequence, {Z,}, in a real separable Hilbert space H is
weakly LP—approximable if the following conditions hold:

1. There exists a sequence {u,,} of iid elements in an abstract measurable space U such
that

Ly = fn(urwunfla < )7
for measurable functions f, : U — H.

2. For each integer M > 0, consider an approximating sequence Z,, s defined by
Zpt = fo(Uny U1,y ooy U pg, W g W _pp—gs - - - ),

9



where the sequences {u*} = {uw)(n,m)} are copies of {u,} independent across m
and n and independent of the original sequence {u,,}.

The following condition holds

o0

(3.1) Z sup Vp(Zn — Zpm) < 0.

M=1 1<n<oo

Before proceeding, we comment on Definition 3.1. Condition 1 states that every obser-
vation Z, is a, in general nonlinear, moving average. The Z, are dependent, because
they are driven by the same sequence of errors, but they do not have to share the same
distributions because the functions f,, may be different. The construction of the ap-
proximating sequences Z, ps in condition 2 is always possible, the nontrivial part of this
condition is requirement (3.1). We want the distance v, between the observations Z,
and their M-dependent approximations Z, p; to be small: the errors u, far back in
the past make a contribution so small that they can be replaced by independent copies.
In previous research, the functions f,, have been assumed to be equal, f, = f, imply-
ing that {Z,} is stationary. Definition 3.1 permits some degree of nonstationarity; the
class of weakly LP—approximable sequences includes the LP—m-approximable sequences
introduced in Hérmann and Kokoszka (2010), including functional linear processes, Bosq
(2000), and functional ARCH sequences, Hérmann et al. (2013). We also note the con-
cept of sequences weakly M—dependent in LP introduced by Berkes et al. (2011). Their
definition also allows some degree of nonstationarity, even though stationarity is imposed
as an additional assumption in the statements of their results.

The main contribution of this section is Theorem 3.1. Its statement involves the space,
N, of Nuclear (or trace class) operators, a concise account is given in Section 13.5 of
Horvath and Kokoszka (2012). For any 21,20 € H, 23 ® 29 is the operator defined by
21 ® zo(u) = (21, u) 22.

THEOREM 3.1 Assume that {Z,} is a zero mean weakly L?—approzimable sequence in a
real separable Hilbert space H such that

1. SUp) o0 Bl Z||* < 00,
2. NN SN EZ©2) 5T, and
3. for any fixed 0 < My < My < N

|IN/Mi| My Moy N
N~ S ElZavymii ® Za-ansi] = Canans.

i=1 j=1j'=1

10



Then,

N
(3.2) N7V2N"Z, 5 N(O,T).

n=1
Theorem 3.1 is proven in Appendix B. Condition 1 replaces the usual fourth moment
condition; the supremum is needed because the sequence {Z,} need not be stationary.
Condition 2 states that the long—run covariance operator exists and is a nuclear opera-
tor (all covariance operators are nuclear). Condition 3 is more technical, but essentially
implies that blocks of observations can be systematically dropped and one still has con-
vergence of the covariance operators. Lastly, since these are infinite dimensional objects,

tightness is always a central concern. Here tightness is guaranteed by the first condition
using a result found in Chen and White (1998).

3.2 Large sample theory for the tests of Section 2

We now apply Theorem 3.1 to derive the asymptotic distributions of B 1s. Corresponding
results for BGLS can be obtained, but are quite technical. We have thus moved those
results to a supplement, and refer the interested reader there. We begin by considering
the least squares estimator. Notice that

VN(Brs(t) — B(t)) = (NT'XTX)IN-2XTe(t).

Under very weak conditions N'X "X RSy x, and this will be our assumption. Thus our
primary objective is to show that N=1/2XT¢(t) is asymptotically Gaussian. We have that

N
NTPXTe(t) = N7V2Y " Xpen(t).
n=1

Here X, is vector and &,(t) multiplies each coordinate of X,,. Thus, Theorem 3.1 with
Zn(t) := X,e,(t) leads to the following Corollary.

COROLLARY 3.1 If the sequence of functions Z,(t) := X,e,(t) satisfies the conditions of
Theorem 3.1 and
NIXTX 5 sy,

then
(3.3) VN(BLs — B) = N(0,Cls).

Furthermore when By = 0, then the asymptotic distributions of KLS’k and fLSJW are given
in (2.6) and (2.7), respectively. When [y, # 0, KLS’k 5 0o, When (Br,vj) # 0 for some
‘ ~ P

J <q, then Tygkq — 00 as well.

11



PrOOF: Relation (3.3) follows directly from Theorem 3.1. Statements on relations (2.6)
and (2.7) follow from standard results on transformations of normal distributions. The
consistency of the tests is also easy to establish, if 8 # 0, then Ay ~ N [ Bi(t)dt, with
only a slightly more complex argument applying to f;w.

We emphasize that the assumption that the functional sequence Z,(t) := X,e,(t) sat-
isfies the conditions of Theorem 3.1 is very general and includes practically all reasonable
assumptions under which asymptotic normality of the LS and GLS can be expected in
our context. We now take a closer look at some specific special cases.

The functions Z,(t) := X,&,(t) are random elements of the Hilbert space H = (L?)?
with the inner product

() =Y / () 2o ()t

We assume that the regressors X,, = 2,1, T2, . -, Tpp |

functions ¢,. Then,

P 2 2
BIZal = BIX*E el = E{Z} p{ [2wa)

Thus condition 1 of Theorem 3.1 is implied by

P 2 2
sup B {Zwik} <oo and supk {/&Ti(t)dt} < 00.
k=1

n>1 n>1

are independent of the the error

If we assume, in addition, that the sequences {X,} and {e,} are stationary, condition 1
is implied by E || X||* < 0o and E ||go]|* < oe.

To obtain a simple special case under which condition 2 is satisfied, suppose the &,
are iid. It is easy to see that then E(Z; ® Z;) = 0 if ¢ # j, so that condition 2 requires
that N1 sz\il E(Z;® Z;) converges to a covariance operator acting on H. This in turn is
implied by the requirement that N1 vazl E[X;X,"] converges. If the X; form a stationary
sequence, this condition always holds because the average is equal to E[X X, | for every
N.

Condition 3 is also easy to interpret if the €, are iid. In the case of two blocks of equal
length, M, = My = N/2 = M, it requires that the operator

M M
MY E(Z;® Z) + MY E(Zny; © Zusy)
j=1 j=1
converges, as M — oo. This is implied by the convergence of
M M
MY EXGX) + MY E(Xu Xy ,)-
j=1 j=1

12



An analogous condition can be formulated for a larger number of blocks, and again holds
trivially if the X,, form a stationary sequence. Condition 3 thus intuitively states that
while the regressors can be nonstationary, their covariance matrices must not oscillate too
much

Various other technical assumptions could be specified, but this is not our objective.
The essence of Corollary 3.1 is that asymptotic normality holds under very general as-
sumptions, and what matters are the properties of the time series X, e, (-).

4 A simulation Study

In this section, we conduct a simulation study in order to evaluate statistical power and
calibration of the least squares and the generalized least squares procedures introduced in
previous sections. A broad conclusion is that in the presence of temporal correlation the
GLS procedures have an advantage over the LS procedures in terms of empirical size and
power and the RMSE of the the estimators. In the absence of temporal correlations, all
procedures are comparable. A general recommendation is to use the GLS-L? procedure
as a default.

Data Generating Processes: We generate data using the model
Yn(t) = 61(t)Xn1 + ﬁ2(t)Xn2 + ﬁB(t)XnB + gn(t)a 0 S t § 17

with Bi(t) = csin(27t) , Bo(t) = t and B3(t) = t2. We will test whether 3, = 0. The
constant ¢ allows us to control the size of 5, relative to the size of the remaining coefficients.
The null hypothesis corresponds to ¢ = 0. Increasing ¢, makes the distance between the
alternative and null hypotheses larger.

We consider two types of distributions for the X,,;. To explore the performance of the
tests in a standard setting, we take X,,; £ N(0,1), 1 < j < 3. To imitate the real
data used in Section 5, we draw bootstrap samples from the actual factors. Specifically,
the X1 follow the bootstrap distribution of MKTRF, the X5 of HML and the X,3 of
FVIX. These factors are described in Section 5 and plotted in Figure 4. It is seen that
their spread is very different than the spread of the standard normal distribution, so each
bootstrap sample has been normalized to have mean 0 and variance 1. This is needed in
order to compare power using the same range of ¢ > 0, which quantify the magnitude of
departure from the null hypothesis.

Temporal and cross—sectional dependence is introduced by using error curves defined
as

en(t) = /01 a(t, s)en—1(s)ds + 6,(t), te€]0,1]

13



where a(t, s) = ye~ %" /0.8739, so the Hilbert-Schmidt norm is 7. We use v = 0.5 (the
errors are correlated) and v = 0 ( the errors are iid). The 4,,(t) are iid Gaussian random
functions with the Matérn covariance function

C(t,s) = (1 + Vit — o + ot = 8|2> exp (—M) .

p 3p? p

We use p = 1/4.

Each curve is generated at one thousand equally spaced time points between 0 and
1. As for the return data studied in Section 5, the artificial data were converted to
functional objects using cubic B-splines with K = 20 basis functions. We use sample
size N = 100,200,500 and 10E3 replications for each scenario. The covariance of Bl
is estimated using the method explained in Appendix A using h = 1/3. We also ran
simulations using h = 1/5. The rejection rates are very close to those obtained using
h=1/3.

Empirical results: We begin by examining the type 1 error, i.e. the rows corresponding
to ¢ = 0. All methods have empirical size within 2-3 standard deviations (0.007) of 0.05,
with some indication of conservative size for the GLS methods if v = 0.5, but only in the
case if normal factors. This may thus be due to random variability. Turning to power, we
observe that it is smaller in case of the bootstrap distribution (Table 2 than in case of the
normal distribution. This is not surprising because the normally distributed factors are
an idealized case. We see that for smaller alternatives the PCA method does better than
the L? method, with an average gain in power of about 10-20% depending on the row.
However, the methods equalize for larger alternatives. Under independence, the power is
about the same for both LS and GLS. However, in the dependent case, v = 0.5, for smaller
alternatives we see on average about a 20-30% increase in power when using GLS. This
power gain occurs despite a lower empirical size. Regarding the RMSE of the estimators,
it is about 0.07 in all cases, except the case of the LS estimator applied to the DGP with
v = 0.5. In that case, as expected, the RMSE is slightly larger, about 0.08. Based on
our small simulation study, we see that all methods have comparable performance, with
the PC methods offering power advantage. The LS-PC method emerges as a simple and
accurate test.
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v=10.5 v=0
LS-L? | LS-PC | GLS-L? | GLS-PC | Ls-L* | LS-PC | GLS-L? | GLS-PC

N =100
¢=0.00[006 [006 [006 [0.06 007 |0.06 [008 [0.07
c=10.05]008 |008 [009 |0.09 0.08 |0.08 |0.09 |0.09
¢c=010|012 |017 |0.16 |02l 0.15 019 |0.15 |0.20
¢c=015|024 |03L |033 |0.39 028 |034 |030 |0.36
c=020]043 |054 |056 |06l 051 | 058 |054 |0.59
c=025]068 |075 [079 |0.79 0.75 | 077 076 | 0.78
c=030]086 |087 [093 |0.90 0.90 090 |090 ]0.90

N = 200
c=0.00[005 [005 [004 [0.03 0.04 004 [004 [005
¢=10.05|007 |010 [008 |0.10 0.09 |0.10 |0.09 |0.10
c=010/020 |027 |027 |0.33 025 |03l |026 |0.31
c=015|048 | 057 [058 |0.66 056 |0.62 |057 |0.64
c=020]079 |083 [087 |0.89 0.86 |0.86 |08 |0.87
c=025]095 |095 [097 |097 097 096 |097 |097
c=030]099 099 [1.00 |0.99 1.00 [ 099 |1.00 0.9

N =500
c=0.00[005 [005 [004 [0.05 0.05 |0.06 [006 [0.06
c=005|013 |02 |019 |025 017 022 |018 |0.23
c=010|055 |065 [0.67 |0.75 0.67 |0.70 |0.67 |0.70
c=015|094 |095 [097 |0.97 097 096 |097 |0.96
¢c=020|1.00 |100 |1.00 |1.00 1.00 | 1.00 |[1.00 | 1.00
¢=025|100 |100 [1.00 |1.00 1.00 | 1.00 |1.00 | 1.00
c=030]1.00 |100 |1.00 |1.00 1.00 | 1.00 [1.00 | 1.00

Table 1: The LS-L?, LS-PC, GLS-L?, GLS-PC columns correspond to rejection rates for
the different combinations of LS and GLS estimation procedures combined with a squared
integral (L?) or PCA test statistics. The first row, ¢ = 0.00, is the empirical type 1 error,
while the subsequent rows correspond to empirical power. Dependent errors correspond
to 7 = 0.5 and independent errors correspond to v = 0.
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=1 v=0
LS-L? | LS-PC | GLSI” [ GLS-PC | 1S | LS-PC | GLS-L* | GLS-PC

N =100
c=000|0.05 [006 [005 [0.07 0.05 [007 [006 |0.07
c=005|0.06 |006 |006 |0.08 0.05 | 007 006 |0.08
¢c=01010.08 |0.09 |0.09 |0.10 0.08 | 010 009 |0.12
¢c=015|011 |015 [014 |0.18 012 |017 |014  |0.18
¢c=020]017 |024 [023 |0.28 020 |027 |022 |029
c=025|025 |035 |037 042 032 | 040 035 |0.40
c=030/040 |049 |051 | 055 048 058 049 | 0.56

N =200
c=000|0.05 [006 [006 |0.06 0.06 |[006 [007 |0.06
c=005|0.07 |009 |009 |0.09 0.08 | 009 009 |0.09
¢c=010|011 |015 [015 |0.19 013 018 |013  |0.18
c=015|021 |029 [028 |0.36 026 |034 027 |035
c=020|039 |047 |049 | 0.56 047 | 052 | 047 | 0.53
c=025/0.60 |066 |070 |0.74 0.68 | 071 069 |0.72
c=030/081 |08 |087 086 0.87 | 086 087 |0.85

N =500
c=000|0.04 [005 [005 [0.06 0.05 [005 [005 [0.05
c=005|0.09 |010 |009 |0.10 0.08 |0.10 [009 |O0.11
c=010]022 |028 [028 |0.38 026 |032 027 |0.32
c=015|053 | 061 |065 |0.71 0.63 | 066 064 |0.67
c=020|085 |087 |092 |0.92 092 090 092 |091
c=025/099 |098 |099 | 0.99 0.99 099 099 |0.99
c=030]1.00 | 100 |100 |1.00 1.00 | 1.00 |1.00 | 1.00

Table 2: This table shows information analogous to that shown in Table 1, but with
non-normal data generated using the bootstrap procedure described in this section.
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5 Application to cross—sectional returns

In this section, we apply the tests introduced in Section 2 and asymptotically justified in
Section 3 to the problem of identifying the risk factors, which we introduced in Section 1.
The response curves Y, in (2.1) are the ordered return curves R, in (1.2) in month n,
adjusted for the risk free return. In other words, Y,,(t) is the tth percentile among all
excess returns in month n, e.g. Y,,(0.5) is the median excess return in month n. Following
the usual practice of empirical finance, the returns were trimmed at the top and bottom
2.5% before computing the Y,,, plots are shown in Figure 3.

1.0

0.5

0.0
|

-0.5

-1.0

0.0 0.2 0.4 0.6 0.8 1.0
Figure 3: Ordered monthly return curves, with 5% trim.

In our application, regression (1.2) takes the form

(5.1) Y, (t) = RF, =a(t) + 1(t)MKTRF,, + 3,(t)SMB,,
+ B3(t)HML,, + B4(t)UMD,, + B35(1)FVIX,, + e (t),

with the factors defined as follows:

RF Risk free return (US Treasury bill),

MKTRF SP500 return less risk free return,

SMB Small Minus Big Fama-French factor,

HML High Minus Low Fama-French factor,

UMD Up Minus Down Fama—French factor,

FVIX VIX proxy (volatility proxy).

In this setting, we want to investigate the contemporary relationship between the excess

return curves and the same five factors as in Ang et al. (2006). Our approach can be
applied to any similar factor model. We choose the present setting as an illustration.
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Figure 4: Time series plots of the factors in regression (5.1)

The above factors are among the most commonly studied risk factors. The MKTRF,
SMB, and HML are the factors of the famous Fama—French three factor model defined
in Fama and French (1992), the UMD factor (the momentum factor) was first introduced
in Carhart (1997). Those four are the most commonly used factors in the cross sectional
literature. The FVIX factor was introduced by Ang et al. (2006). It is constructed to
mimic the aggregate volatility risk, and is argued to be a good proxy for it. All factors
are indexed by the month, n, in the range from 02/1986 to 11/1999, i.e. N = 166. Their
plots are shown in Figure 4.

Estimated (8 functions and P-values are displayed, respectively, in Figure 5 and Table 3.
Table 3 shows that all factors are significant, Figure 5 leads to the following conclusions.
Positive (negative) movements in the market index and the two most commonly used
Fama-French factors, SMB and HML, correlate with the movements of individual shares
in the same direction, with the effect being the strongest for stocks that perform best in
the given month (for MKTRF and SMB factors) or the worst (for the HML factor). The
shape of the function (; is consistent with the theory of Markowitz. The UMD factor
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is negatively correlated with contemporaneous returns. The FVIX factor exhibits the
most interesting impact: increased volatility is associated with higher returns for best
performing stocks and with lower returns for the worst performing stocks (in a given
month). Even though we used five important factors, they explain only a part of cross—
sectional returns, the intercept is not a zero function. This agrees with studies which used
methods based on portfolio construction.

Intercept MKTRF SMB
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0.0 0.2 0.4 0.6 0.8 1.0 0.0 0.2 0.4 0.6 0.8 1.0

HML FVIX
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Figure 5: Plots of estimated /8 curves in model (5.1). Red and black curves indicate GLS
and LS estimates, respectively. Red dashed lines show point—wise confidence intervals for
the GLS estimate.

A close look of the shape of the beta curves reveals rich information. First, there is a
positive relation between the market excess return and the sorted excess return curve, and
the shapes of the excess return curves and the shape of the MKTRF beta curve are very
similar. Second, although there is a positive relationship between the excess return curve
and the SMB factor — the betas are all positve and above 0.5, the shapes for the beta
curve and the excess return curves are very different. The SMB beta curve is a skewed U
shape. That is middle excess returns are less correlated to SMB than excess returns at
the high and low end. Third, the shape of the HML beta is almost the opposite of the
excess return curves. That is, the correlation between the low excess returns and HML
is higher than the correlation between high excess returns and HML. Fourth, the beta
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of the Momentum (UMD) shows a relatively flat shape with step down slow on the high
end. In particular, the beta values are much higher for the high end excess return than
the low end (roughly the highest is about 4 times the lowest). That is the high excess
return stocks are more sensitive to the contemporary UMD factor. Fifth, the relationship
between the excess return and the FVIX factor is quite interesting. The low and middle
excess returns are negatively correlated with the FVIX factor; the high excess returns
are however positively correlated to the FVIX factor. This is consistent with Ang et al.
(2006) who find negative correlation between low return portfolios and FVIX factor and
high positive correlation between high return portfolios and FVIX factor.

LS-L? LS-PCA GLS-L? GLS-PCA

Intercept  5.82e-05 0 2.43e-03 0
MKTRF  7.10e-08 5.48¢-105 4.01e-09 0
SMB 5.09¢-04  1.32e-88 1.50e-05 6.43e-60

HML 7.56e-04  8.25e-06 1.95e-04 8.10e-08
UMD 5.01e-02  1.76e-02 2.76e-02 8.50e-03
FVIX 4.21e-02  1.66e-01 2.81e-02 2.97e-08

Table 3: P-values for LS and GLS estimates in Figure 5. The tests are based on the four
statistics listed in Section 2.

We performed the above analysis with the October 1987 removed. The P—values and
the curves turned out to be only minimally different, but the significance statements were
not affected. Finite sample performance of the tests was evaluated by a simulation study.
For data resembling the cross section of returns, all methods have comparable empirical
sizes, in the range 4.5-6.0 % at the nominal level of 5%, with the GLS methods exhibiting
some power advantage. The conclusions of the application presented in this section do
not depend on the specific method used. As emphasized in the Introduction, this paper
focuses on theory and methodology; a more comprehensive empirical study is needed to
draw more general conclusions.

A Covariance structure estimation

To understand the derivation of the weighted loss function (2.3), it is instructive to first
consider the model y, = Zi:l TnkBr + €n, in which all quantities are scalars. The N x
N covariance matrix ¥ with entries X[i, j] = Cov(g;, ;) is diagonalized via AXAT =
I, where I is the N x N identity matrix. The transformed errors n, = Zjvzl Anje;
are uncorrelated, and the GLS estimators are obtained as the LS estimators computed
after transforming the original regression by the matrix A. (The matrix X is estimated
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recursively, Cochrane and Orcutt (1949), Chapter 5 of Shumway and Stoffer (2011).) If
the errors are functions, their second order structure is described by the covariances

(A.1) W, (t,s) = Cov(ei(t),e(s)).

If t = s, the entries W, ;(¢,t) form an N x N covariance matrix, but if ¢ # s, the matrix
W(t, s) is no longer symmetric nor positive definite, and the Cholesky decomposition
used in the scalar case no longer exists. For a fixed ¢, the GLS approach can however be
applied, and is equivalent to the minimization of

Lars(B(t);t) = (Y(t) = XA(t)) W (£, 1)(Y(t) — XB(t)).
Based on this argument, we use V() = W~1(¢,¢). The integration in (2.3) thus represents
averaging over all t’s, and leads to a loss function which does not depend on t.

In the actual implementation, we replace W (¢, ¢) by an estimate W(t) Estimates W(t)
can be constructed in a number of ways. We use a nonparametric approach. Since the
g;(t) are not observed, they must be replaced by residuals &;(¢), but without knowing
W(t) these residuals cannot be computed. When calculating W for the LS procedure we

use
R ] N—t
Ry(t) = —— An t An t )
o(1) N_p_gn:fw()g()
and set R
_ R (s, OK(li — jlh),  i>]
e R
Rj z(t7S)K(|2_]|h)7 <]
We use the Epanechnikov kernel, K(z) = (1 — 2?),, and h = 1.147(N/4)Y/3. These are

usual choices that work well in practice (see (Horvath and Kokoszka, 2012)); in our setting
they produce nice estimates \/7\\7(1?), which are both banded and tapered. Expression (A.1)
can be seen as a cross—covariance function of two time series, one indexed by ¢, the other
by s. Unlike autocovariance function, the sample cross-covariance function is defined for
both positive and negative lags. However, computationally, one does not want to store
more lags than is needed. Making use of the relationship Ry(t,s) = R_y(s,t), we need
only keep track of nonnegative lags.

A direct construction of @GLS is not possible due to the presence of the matrix W.
We therefore use a recursive approach where Brg is used to get an initial estimate of W,
which is then used to get an estimate of BGLS, which is then use to reestimate W. This
cycle is continued until a convergence criterion described below is satisfied. The primary
task still reduces to the estimation of the covariances in the matrix W(¢, s) defined by
(A.1). This can be done in a manner similar to the construction of W(t) At the rth
iteration, we compute

N—¢

o(r 1 A7 ~
R(t,s) = N_p_1¢ Zeilé(t)gg)(s), 0<l<N;
n=1
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and then .
o R T K . _ . h , . > .’
WZ(;")(t?S) — A?T)j( ) (ll ]| ) =]
’ B2t s)K(li — jlh), i<

The recursive procedures stop if || 6,";_ — /B};HZ < 1074, i.e. the convergence criterion is
based on the target quantity, the coefficient function of interest.

To implement the tests based on the four statistics introduced in Section 2, we must
estimate the covariance functions (2.5) for the estimators 51¢ and Bgrs. Direct verification
shows that

Crs(t, s) = Cov(Brs(t), Brs(s)) = (XTX) ' XTW(¢, s)X(XTX) ™
where the N x N matrix W (t, s) is defined by (A.1). While

GGLS(ta s) = 6&(3@5@)7 BG’LS(S))
= (XTWHHO)X) ' XTW L W (2, s)W ()X (XTW 1 (s)X) .

Here it is understood that the GLS estimator uses the recursive estimate of W.

B Proof of Theorem 3.1

An important intermediate step leading to the proof of Theorem 3.1 is an analogous
result for an m-dependent sequence, which is stated in Theorem B.1. We emphasize that
stationarity is not assumed in this result. It is therefore of independent interest, as it may
be used as a building block for results which involve some other forms of nonstationary
weak dependence which include m-dependence as a special case. Following the work of
Hoeffding and Robbins (1948), there has been a fair deal of research on the CLT for
scalar m-dependent sequences, Romano and Wolf (2000) provide a general result which
includes many previous results as special cases. Theorem B.1 is designed for Hilbert
space valued nonstationary sequences. Before providing the result, we state the following
Lemma established by Reimherr and Nicolae (2016).

LEMMA B.1 (REIMHERR AND NICOLAE) For each 1 < N < oo, let X1 n,...Xyn be

independent elements of a separable Hilbert space with mean zero and E|| X, y|/**°

for some 6 >0 and all1 <n < N. If

< o0

N
S BXun ® Xun] & C,

n=1

and

N
> B Xan]* =0,

n=1
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then
N
S X 2 N(0,0).
n=1

THEOREM B.1 Assume that {Z,} is an m-dependent sequence in a real separable Hilbert
space H and that conditions 1,2 and 3 of Theorem 3.1 hold. Then relation (3.2) holds.

PROOF: To set notation, we assume that Z, is independent of Zj, if [n—k| > M. Choose
My > 2M, My will used to block observations, and set r = | N/Mj|. Define

r My—

YN, = 1/22 Z Zii—1)M+j = 71/2ZU1'7
-1 = i—1

with the U; = Z;W:OI_M Zi—1ym+; being independent. Using Lemma B.1, Yy will be
asymptotically Gaussian if

r  Mo—M Moy—

N~ Z Z Z z Dm+j @ Z(z 1)m+8] _> CMw

=1 gj=1 s=1

and for some ¢ > 0 .
NN CE|UP = 0.

=1

Since the first property is assumed, we need only prove the latter. Set § = 2, then
NS E|U* = N CEUL U
i=1 i=1
Consider ¢ = 1, then

—M Mo—M Mo—M Mo—

U17U1 Z Z Z Z 317 ij7Z >]

J1=1  jo=1 s1=1 s2=1

Notice that for the summand to be nonzero, each index must be within M of at least one
other. One can show that the number of such terms is bounded by 3(2M +1)*(My — M)?;
sharper rates can be found, but all will have this asymptotic order with respect to M and
M. Multiple applications of the Cauchy—Schwarz inequality imply that

E((Zj,, Zo){Zis, Zs,)]| < sup E|Z, ||

Thus we have the bound

—4 4 4
E E|U|" < i s%pEHZnH — 0,
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as N — oo. We therefore have that Yyu, = Yy, as N — oo, where Y}, is Gaussian.
Clearly Yy, = Y as My — oo as desired. So we need only show that the block approx-
imation and the original sum are, asymptotically, equivalent. To do this, it is enough to
show that

lim limsupE||NY2Z — Yyu || =

Mo—o0 N_oo

cf. Theorem 3.2 of Billingsley (1999). So consider
M

D Zivto—s
j_

0
M
§ E iMo—3» ’LMO s)

s=

r—1 2

E(|NY2Z — Yivag|* =

—_

r—1 M
=N! Z
i—1 j—
r(M +1)? supE||Z ||2 (M +1)?supE|| Z,]|?

N M,

< — 0,

as My — oo, thus the claim holds.

PrOOF OF THEOREM 3.1: By assumption, there exists a sequence Z,, s,

* *
Zn,M - fn(unaun—ly ... JUTL—MJun—M—:[JunfoZJ .. ')7

which is M-dependent, decoupled from the original sequence, and such that

o0

(B.1) Z sup vo(Zn — Znm) < 00.

M=1 1<n<oo
Define
N
—1/2
=NV § T
n=1

By Theorem B.1 Yx a = Yar, where Yy, is a mean zero Gaussian element of H with the
covariance operator

N N
- -1
Cu = ]\}lgl)oN Z Z E(Zim ® Zjmr).
i=1 j=1
Clearly, Yy, = Y where Y is a mean zero Gaussian element of H with covariance operator
C. Thus the original sum will have the same limiting distribution if

lim limsup E|NY2Z — Yvull® =

M—oco N0
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We have
2

N
E|N'2Z = Yyul? = NTE|Y_ Z0 — Zuu
n=1
N N
=N E(Zu, — Zuists Zny — Znyrr)

N
:N_IZE||Zn_ZnM||2+2N_1 Z E(an_Zn1M7Zn2—Zn2M>,

1<ni<na<N

Since the sum in (B.1) is finite, it follows that

N
lim sup lim sup N~ Z E|Z, — Znul*> = 0.
M N ~

Next decompose the second summand into
(B2) 2N"' > ElZw —ZumZa) 2N Y E(Zu, — Zuyat Zogm)-
1<ni1<n2<N 1<ni<n2<N

We now make use of a slight modification of the arguments given in Horvath, Kokoszka,
and Reeder (2013). x If ny > ny then (Z,,, Z,,») is independent of Z,, ,,,_n,,. We can
thus make the insertion

Z E(an - Zn1M72n2>

1<ni<n2<N

= Z E<Zn1 - Zn1M7 an - Zn2,n2*n1>
1<ni<no<N

< S VEZa — ZailPEN Zny ~ Zu|?
1<n1<n2<N

<spVEIZy — Zail2 Y VBN Zus — Zupmn|?

1<ni<na <N

<supVEZ, — ZualP Y. S \JENZu — Zowl?

1<n<N m=1

< Nsup VE[Z, — ZunlP Y sup \[El|Zo — Zol?.
n m=1 n

and the above is such that

limlimsup sup +/E|Z, — ZnMHQ} Z sup \/EHZn — Znml* =0,
My = 1<n<N

1<n<N

by assumption. Similar arguments hold for the second term in B.2 and thus the claim
holds.
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C Cross—section of returns and portfolio formation

To facilitate the comparison with the new approach we propose, in this section we explain
the basic ideas of the approach to the study of the cross—section of returns based on
portfolio formation. The most frequently cited early reference to this approach is the work
of Fama and MacBeth (1973) whose objective was to test the validity of the efficiency
equation:

(C.1) ER(i) = ERy + B(i)[ER(m) — ERy,

derived from the static two—parameter CAPM; R is the risk—free return and the 5(i) =
Cov(R(i), R(m))/SD(R(m)) is the usual beta of asset i. To test the validity of (C.1),
Fama and MacBeth (1973) considered the model

(C2) Ra(i) = om + B(i) fu(1) + B%(0) fa(2) + () fa(3) + €nl),

where s(i) is an asset specific quantity constructed by the authors, which plays a role of
a beta in (1.1). The objective of testing is to determine if any other betas, except the
beta in (C.1), should be used to explain the cross—section of returns. The null hypothesis
is formulated as E fy, = 0, E f3, = 0. In such an approach, the quantities 3(i), 3(i) and
s(1) are treated as known. In fact, they are not known, and a number of refinements are
needed to carry out the test. We now describe the main aspects of the testing procedure.

The tests use 20 sub—portfolios of a large market portfolio to reduce the variability in the
estimates of the (3;. These portfolios change from month to month and are constructed by
ordering the individual estimates of (3,,(7). This procedure leads to the following regression
for each month (indexed by n):

(C.3) Ru(p) = O‘n"i‘fn(l)én—l(p)_"fn@) Ar21—1<p)+fn(3)§n—1(p>+€n(p)v p=12,...,20.
In regression (C.3), Bu_1(p), 2_1(p), $n_1(p) are treated as the explanatory variables. For
each month n the least squares estimates dn,, fu(1), fn(2), fu(3) are computed. To test
the null hypothesis Ef,(3) = 0, the usual t-test is applied to the fn(3) A possible
temporal dependence is ignored; the fn(B) are treated as independent observations with
common mean and variance. The above approach has been extended and modified in
various directions, see e.g. Fama and French (1992), which is perhaps the most cited
work in this field.

Our research has been most directly motivated by the work of Ang et al. (2006) who
investigate whether stocks with different sensitivities to innovations in aggregate volatility
have different returns. The main steps of the analysis can be summarized as follows. At
the end of each month n, for each stock 4, run the regression

re(i) = Bo(2) + B (1) My + B (1) Vi + (),

26



where t indexes a trading day in month n, M; is the excess market return, and V; is the
difference in the VIX index from day ¢ — 1 to day ¢. Sort the stocks based on the least
squares estimates Bv(z) and form five quintiles: quintile 1 contains stocks with the lowest
20% of the Bv(z’), quintile 5 those with the highest. Denote by @,,,p = 1,2,3,4,5, the
set of stocks which fall into quintile portfolio p thus formed. Notice that the composition
of these portfolios changes from month to month. Each month, one can compute the
value—weighted average of the Bv(z) for each quintile. For example, for the first quantile,
we compute ) = D icQun wmﬁfm There are N = 166 months in the study, and one can

compute

N-1
_ 1 _
W= _——N"Bn p=1234,5.
/B’U N_l — v,n? p Y ) I Y

Table 1 in Ang et al. (2006) reports that Bf,(}l) = —2.09,51()3) = 0.03 and Bq(jr’) = 2.18. In
month n+ 1, we compute the value-weighted return for the stocks in each quintile formed
in month n:

Roia(p) = Y winRepa(i), p=1,2,345.

iEQp,n

We then compute the averages R(p) of the R, 1(p). Table 1 in Ang et al. (2006) reports
that R(1) = 1.64, R(3) = 1.36, R(5) = 0.60 percent. This analysis indicates that stocks
with low (large negative) sensitivities to the daily change in VIX have higher expected
monthly returns next month. After a more detailed validation of this conclusion, the
authors turn to the contemporaneous relationship at the monthly frequency by considering
the model

(C.4) Ru(p) = a(p) + Bm(p) My + Bs(p)Sn + Bu(p) Hn + Bo(P) Vi + €0(p),

where S,, and H,, are the usual Fama-French factors, and V,, is a custom constructed factor
which reflects monthly change in aggregate volatility (taking a monthly difference in the
VIX is not suitable). The resulting least squares estimates 3,(p) are highly significant.
For example, the t—score of Bv(l) is —4.06 and that of Bv(5) is 5.35. The results from
regression (2.3) indicate that after controlling the Fama-French factors, there is a negative
relationship between the change of aggregate volatility and the the return of portfolio
constructed from stocks with low (large negative) sensitivities to the daily change in VIX,
whereas the relationship is positive for portfolio constructed from stocks with high (large
positive) sensitivities to the daily changes in the VIX.
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