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Abstract

In dynamic minimum variance portfolio, we study the impact of the sequence of covariance
matrices taken in inputs, on the realized variance of the portfolio computed along a sample
market path. The allocation of the portfolio is adjusted on a regular basis (every H days) using
an updated covariance matrix estimator. In a modelling framework where the covariance matrix
of the asset returns evolves as an ergodic process, we quantify the probability of observing an
underperformance of the optimal dynamic covariance matrix compared to any other choice.
The bounds depend on the tails of the returns, on the adjustment period H, and on the total
number of rebalancing times N. These results provide asset managers with new insights into
the optimality of their choice of covariance matrix estimators, depending on the depth of the
backtest NH and the investment period H. Experiments based on GARCH modelling support
our theoretical results.

KEYWORDS: covariance matrix estimation, portfolio theory, deviation inequality, ergodic
process.

MSC2010: 62M10, 91G10, 37Axx, 62G05

1 Introduction

The mean-variance efficient portfolio theory by Markowitz [Mar59] has had a profound impact on
modern finance. The Markowitz portfolio selection requires estimates of the covariance matrix
and of the average expected returns. The covariance matrix can be either estimated in a non-
parametric way, using sample-based empirical estimation, or in a parametric way, using factor
models for example. In both cases, we may require sliding moving averages on the historical data.

Yet, the selected allocations are very sensitive to the values of the covariance matrix and expected
returns used for its computation, and small changes in the inputs can lead to large changes in the
allocations [Mic89).
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1. Introduction

On the other hand, it is well known that financial data exhibit heteroscedasticity, that is to say
time dependent conditional covariance. This statistical property, referred to as stylized fact in the
financial data setting, has been largely documented in the literature ([Con01], [EP07]). This implies
that the expected covariance matrix in the near future can be very different from the average of the
expected covariance matrix over a long time horizon. In this work, we aim to address the problem
of the covariance matrix choice only.

In this work, we are interested in the forecast of the realized covariance for a specific time and
period of investment. The minimum variance portfolio is the portfolio taking as input a covariance
matrix and giving as output the allocation minimizing the associated variance. The key quantity
is then the realized covariance over the period of investment. We consider a model for the returns
of type

Tt|]—'t_1 ~ N(07 Vt)?

denoting ¢ the time of investment and H the period of investment, the realized covariance cor-
responds to the future matrix % ZkHzl 7‘t+k7“;k- Its best estimation at time ¢ is the conditional

realized covariance:
1_[& 1 &
EE [; "'t+k7°tT--k|ft] =7 ];E Visn|Ft] -

For H = 1, it coincides with the conditional covariance V;,1; when the period of investment exceeds
the period of observation of the returns (H > 1), this quantity can still be estimated at time ¢.
In practice, t and H are measured in days and H = 21 would correspond to an investment over a
month (in business days) for example.

Usually, the asset manager might also consider a historical based covariance %25:1 rt_kr;r_ i
based on the past returns. When the backtest size T goes to infinity, this estimator converges to
the stationary covariance matriz Vu.

The purpose of this work is to study the impact of the choice of the covariance matrix on the
performance of the strategy.

In particular, we would like to give optimality guarantees under the form of concentration of measure
inequalities of the outperformance of the portfolio based on the conditional realized covariance,
versus any other covariance estimate Vier. In the context of minimum variance investment, the
natural portfolio metric is the realized variance, also called out-of-sample variance of the portfolio.
Our result takes the form of a high probability event over the sums of the realized variance (RV)
for N rebalancing dates of the portfolios:

N 1 H . N 7\
P> RV E > vtk Fo | | €D RV (Vier) | m1-¢ v
n=1 n=1

k=1
where ¢ > 0 is a constant independent from H and N and ¢ is a positive constant depending on
the integrability of the process.

It means that the realized variance of the portfolio based on the conditional realized covariance
will on the long term be lower than with other covariance with a high probability. The probability
is even higher as the number N of times the portfolio is rebalanced grows, and decreases with the
period of investment H, with a convergence rate increasing with the integrability of the process.
The fact that the probability decreases with H is due to the fact that as H goes to infinity, the
conditional realized covariance tends to the stationary covariance, which becomes optimal. But as



1.1 Literature Background

we may illustrate later, the half-life time associated to financial returns is often larger than the
usual order of magnitude for H used by practitioners. Hence, considering non infinite H as we do
is meaningful.

1.1 Literature Background

Our article falls within the line of the sensitivity analysis for Markowitz allocation articles.

In Guigues [Guill] and Kan et al [KZ07], the authors give bounds on the portfolio risk as function of
the variation of the input. In their approach, the metric is the mean-variance utility: U(w, p, %) =
tw'y — Jw' Sw. Using perturbation analysis results from Bonnans and Shapiro [BS00], Guigues
shows that for two pairs of inputs (p@1,%1) and (p2,X2), the optimal utilities difference can be
bounded by the norm of the inputs differences:

* * 1
‘U(wmm,&) - U(whul,zl)\ < 5\22 - 21!00 + k\liz - Nl\oo

where w* is the portfolio which maximizes the mean-variance utility in w. In Kan and Zhou’s
article, the authors assume a multivariate Gaussian model for the returns and provide bounds
on the expected difference between the utility of the mean variance portfolio with sample based
estimates for p and 3 versus the optimal utility with the true parameters g and ¥ (also called
population parameters). The bound is linear in the number of assets and proportional to the inverse
of the time of estimation.

Their bound holds on the expected value of the risk whereas in our approach, it is on the empirical
risk, which is closer to practitioners needs.

A first attempt could be to use concentration of measures results for matrices (Tropp [Trol2], El
Karoui [EK18]), and combine them with the aforementioned sensitivity results. But usually, this
approach relies on independence properties between the matrices, which we don’t have since V; is
a stochastic process, and on high order integrability (like sub-Gaussian tails) which we don’t have
since usually, asset returns have heavy tails.

The optimal horizon-adapted covariance matrix is similar to the one proposed in De Nard et al
[DNLW18]. In this article, the authors compare empirically the performance of the minimum
variance portfolio with different dynamic and static covariance estimation methods, including the
GARCH-Dynamic Conditional Correlation (GARCH-DCC) models for returns or for residuals of a
static factor models. Their experiments show that these two models outperform 10 other parametric
estimation models in term of realized out-of-sample variance, which is in line with the theoretical
results we have obtained in this work.

1.2 Contribution and outline of this work

In this work:

e We give guarantees of the optimality of the conditional realized covariance in the minimum
variance portfolio setting in the form of a large deviation inequality, with a convergence rate
polynomially decreasing in the number of rebalancing times of the portfolio;



2. Formulation of the problem

e We give a scheme for estimating this covariance matrix in the specific GARCH-Constant
Conditional Correlation (GARCH-CCC) model;

e We display results of numerical experiments to illustrate our statements.

Section 2 provides a presentation of the problem, introduces the notations and states the main
result of this work. In Section 3, the proof of the main result is given. In Section 4, we introduce
the GARCH-CCC model and verify that it satisfies the conditions of Section 2. Section 5 presents
the result of the numerical experiments.

2 Formulation of the problem

2.1 Problem Setup

The model

Consider a pool of d assets, with daily centered returns processes ri4,...,74;. Denote by r; the
vector of the returns processes from day t—1 and t. Let {n; };>0 i.i.d., n, ~ N (0, I;) the innovations
process and F; = 0{n,,0 < s < t} the associated filtration. We assume that r; is given by:

1/2
re =V, e, e~ N0, La), t>1, (2.1)
where V; € R®™? is a F;_; measurable, positive definite matrix. It means that THF,1 ™ N(0,V;).

The initial condition Vj is deterministic.

We assume that {V;};~1 is square integrable, and we denote ppax > 2 s.t. E[|V;|Pmex] is finite for
t>1.

Covariance notation

A given portfolio with the allocation vector w at time T,.;, and a holding period of H has the
realized variance:

H

T T T

w ( E rTmerkrTTebJrk) w=w RCyr, ,w (2.2)
k=1

with RC'y 1., denoting the realized covariance over the period of investment. We seek for the
portfolio which minimizes this realized variance.

At the time of the investment, the best estimation of RCy 1, , is:

H
cRCp,,, =E[RCuz1,,|Fr,=> EVi ,klFr.,)
k=1

which we call the conditional realized covariance. Given a covariance matrix C' which we assume
to be definite positive, we will consider the following risk optimization under constraints

mv(C) := argmin w ' Cw,
weWw
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Figure 1: Tlustration of quantities time-dependence in our setting: since r; and V11 are F; mea-
surables, they are the known quantities at each time ¢t. The red dots dates correspond to the
rebalancing times.

where W is the set of constraints containing at least the budget constraint and a maximal allocation
constraint: {w = {witieq1,..ap €R? : Zle w; = 1, and |w;| < ¢, € {1,... ,d}} CW, ¢ > 0.
We assume that W is closed and convex, which ensures the existence and uniqueness of mv(C').

We aim at showing that mv(cRCy11,,,) is a good Fr, ,-measurable allocation for minimizing the
realized variance (2.2).

We will consider multiple rebalancing times of the portfolio: Tyep = t1,...,tN, the1 — tn = H,
to = 0.

Let us introduce the following processes:

N
RN,H = Z mv(cRCHin )TRC}Ltn mv(cRC’H7tn ),

n=1

N
cRVN g = Z mv(cRCry, ) ¢RCry, mv(cRCE ),

”;1 (2.3)

Ry = mv(Vier)  RCr, mv(Vies),
n=1
N
CRVK%{ = Z v (Vier) | ¢RCr 4, 1v(Vief),
n=1
with Vier is a deterministic, positive definite covariance matrix which we take as the benchmark
covariance the asset manager considers for his optimization.

e Ry (resp. RﬁfH) is the realized variance of the cRCp , -based portfolios (resp. the Vies-

based portfolio);

e cRVn y (resp. cRVJ{,e%) denotes the sum of conditional realized variances of the cRCry,-
based portfolios (resp. the Vie-based based portfolio).

For pmax = 2, our main result Theorem 2.2 takes the form:

Pmax

P (R < Rily) 2 1-C (g) ’

This inequality is of the form of the probability of the realized variance being lower (e.g. better) for
the conditional realized covariance-based portfolio than for the reference covariance-based portfolio.

The probability bound is polynomially decreasing in N, the number of rebalancing times of the
portfolio and polynomially increasing in H, the investment horizon, with an exponent 222 equal
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to a quarter of the maximum finite moment of the returns. This relatively slow convergence
(polynomial rather than exponential) stems from the low integrability on the process r;.

The main message of this result is that, on the long-run (/N going to infinity), the conditional
realized covariance-based portfolio is outperforming with high probability. For very large H though,

. . . . . . . RC .. .
this bound might become loose, since the infinite-horizon estimate of # coincides with the
stationary covariance V.

2.2 Model assumptions
We recall that we are under the model (2.1) for the returns. We are now going to specify the
assumptions on the conditional covariance matrix V;.

We denote S C Si the state space on which V; takes its values, where Si is the set of symmetric
positive definite matrices.

Hgtat. {Vitien+ possesses a strictly stationary and ergodic distribution p with at least Ly moment
and Voo := [gvp(dv).

Hs. {Vilien is a time homogeneous, aperiodic Lebesque-irreducible Markov chain' on the state-
space S.

H,. There exist some constant § € (0,1), b € R and a measurable function L : S — [1,+00) s.t.
lim L(z) = +o0, and an accessible small set C C B(S), such that for all Vi € S,

|z|—o00

E [L(V2)|Vi] < 6 L(V1) + ble(VA).

H,, ... Under He, the growth of L at infinity is polynomial of order pmax: ez, Cp > 0, cgla|Prax <
L(x) < Cr(1+ |z|Pmax).

H,. {x:}ien+ denotes a portfolio allocation process, e.g. a Fi-measurable process with values in W,

hence bounded: P (|x; | > cw) =0 forie {1,...,d}.

As will be shown later in the proof, these assumptions are compatible with the existence of moment
Pmax < 0O.

2.3 Main results

RVt —cRV,
We will call performance gap the quantity £z defined by the expected value of w under

the stationary law:
Vi~ u] :

It is a key quantity since it can be interpreted as a performance gap between the benchmark and
the estimated conditional realized covariance portfolio.

cRVyYy — cRVy
N

by =

Let us first state a result on the sign of ¢p.

We refer the reader to paragraph 3.2.1 for reminders on Markov chains elements of language.



2.3 Main results

Proposition 2.1 (Non-negativity of the performance gap). Assume Hgq,, Hs, Hy and H,
Then, £ is finite, deterministic, and non-negative.

max *

Our main result is the following:

Theorem 2.2. Assume that {V;,t € N*} satisfies assumptions Hgo, Hs, He and Hy, . . Assume

that £y is strictly positive, then for any N,H € N*, the processes RN,H,R;\?{H defined in (2.3)
satisfy:

Pmax

C H 2
]P’(R > RY ) < -
NvH N,H — g}f]}nax N?’Iﬂ%

where C > 0 depends on H, pmax, d and L.
Comments:

e This inequality is of the form of an upper bound on the probability that the realized variance
is higher (e.g. worse) for the conditional covariance-based portfolio than for the reference
covariance-based portfolio. It is a probability bound on the underperformance of the estimated
covariance based-portfolio versus the reference portfolio.

e [t is polynomially decreasing in N, the number of rebalancing times of the portfolio, and in
L, the performance gap, and at least polynomially increasing in H, the investment horizon.
As we show in the proof of Theorem 2.2, the constant C is linear in a quantity C’I(;];\I/)I on which

we provide a bound in Proposition 3.6 which has an exponential growth in H and ppax.
Interpretations:

e As mentioned before, i can be interpreted as a performance gap between the benchmark
and the estimated conditional realized covariance portfolio. The higher the £z, the more
discriminant the impact of using the estimated realized covariance.

e When CH/(N/%) is large, the bound is uninformative. If N < CH/{%,, there is not enough
observations to statistically distinguish which covariance matrix brings the best performance.

As we show in Lemma 2.3, the average performance gap ¢y/H, when using the estimated
realized covariance versus the stationary covariance Vo, goes to zero when H goes to infinity.

It means that in the (NH) < C(H/lz)? regime, the asset manager should not bother much
using a sophisticated estimation for V;: a good approximation of V, is enough.

e When N tends to infinity, the probability goes to zero: this is a concentration of measure
effect, and since the expected realized variance difference ¢p is non-negative (see Proposition
2.1,) the probability of having a negative empirical difference goes quickly towards zero. It
is coherent with the intuition than with more data, the historical measure of the realized
variance difference will be more likely to be of the same sign than its expected value.

When H goes to infinity, the average conditional realized covariance converges towards the mean-
RC . .. .
value of the process: CH% — V. If Viet = Vo, we expect that lim %1 = 0. This is what is
H—oo

stated in the next Lemma.



3. Proofs and auxiliary results

Lemma 2.3 (Convergence of % to zero). Assume that {Vi,t € N*} satisfies assumptions Hgqy,

Hs, Hp and H, ., and let Viep = Vo. In that case, denote {37 the performance gap. Then
€OO
lim £ =0.

3 Proofs and auxiliary results

3.1 Proof of Theorem 2.2

To show this concentration of measures result, we will need the following auxiliary results (whose
proofs are postponed to Subsections 3.2, 3.3 and 3.4).

Let us first give a hint of the result by rewriting the realized variance difference le”f;fH — Ry,
From (2.3), the realized variance difference breaks down into:

RNy — Ry = Ry — cRViy —(Rnv,g — cRV,i) + RV — cRV - (3.1)

ref D
DRty N,H EN,H

From the processes definition, it is easy to see that:

e by the definition of mv(.): (mV(‘/ref)TCRCH’tn mv(Vref)) > (mv(cRC’th)TcRCH,tn mv(cRC’H,tn))
so Eng = cRV]{,ejq — cRVy g > 0 almost surely,

e by the definition of ¢RCpy,, E[RCy,|F1,] = ¢RChy,,, so DYy = Ry — RV, and
Dy i = Rn,g — cRVy g are Fy,-centered martingales which concentrate around zero.

The following result gives a concentration of measure result on &y p:

Proposition 3.1 (Concentration of measure for the ergodic conditional realized variance). Assume
that {Vi,t € N*} satisfies assumptions Hgyyy, Hs, Hy and H, Then, for any 2 < q¢ < pmax, there
exists Cq . m,q > 0 such that:

max °

E(|éxnm — Nlg|? < Cyrua(NH)Y2.

A direct application via the Markov inequality gives, for any a > 0:

ENH H
[P’( N —fH>a>§Cq7£7H’d (W)

SN,H H \2
P <N - EH < —a) < Cq,L,H#j <]Va2> . (32)

We can also show that ¢p is non-negative and finite, and as a consequence of the previous Propo-

oy &
sition, =% can be shown to converge towards (f:

(NS

and

N



3.1 Proof of Theorem 2.2

Proposition 3.2 (Convergence of the average conditional realized variance). Assume Hgqp, Hs,

RV —cRV;
Hy and H, Then, foer:E[CN’HNCN’H Vlrv,u],

max *

RV —cRVy 1

N converges in L norm towards L :

Pmax

cRVy — cRVN.g 1,

N N—o0

1528

, cRV} —cRVN. 1
® if Pmax > 2, —x——— converges almost surely towards lg :

a.s.

RV — cRViy i1 s,
N N—o0 H

We now state the concentration of measure results for the martingale processes of type Dy p and
Dyt

Lemma 3.3. Assume that {V;,t € N*} satisfies (2.1), Hypor, Hs, He and H,, . Let {xs,} nent,
tn+1*tn:H
be a portfolio allocation satisfying H, and Dy g(x) == S, z! (RChy, — cRCyy,,) T,

Then, there exists Cp, .. ac > 0 such that:

max

Pmax

E[|Dn,g(x)[Pm>] < Cppoac(NH) 2.

Pmax;

A direct application of the Markov inequality gives, for any a > 0:

Pmax

DN,H(m) H 2
P (N >a ] < Cpmax,d,ﬂ W s (33)

Pmax

DN’H(w) H 2
P <N < —a|] < Cpmax,d,£ W . (34)

We can now move to the proof of our main result.

and

Proof of Theorem 2.2. We aim at showing that Ry g < R}”{?fH with high probability.

From equation (3.1), we see that the realized variance difference Rﬁ\effH — R,y boils down to the

sum of the martingales Dﬁ\‘?fH = R?{’}fH — cRV]{,e% and —Dyn py = cRVy g — Ry, g and and of the

ergodic term En g = cRV]{,efq — cRVn g

f f
RNy — Bynu=DNyg—Dng+Enn

Dref D £
:N< NH N7H+<N7H_€H)+€H>-

N N N



3.1 Proof of Theorem 2.2

From this equality, we see that if each of the three first terms is higher than —%1, then the sum
plus £fr is non-negative:

DZ\\?;H > _£7H
= 3
_L%H > _% :R%fH_RN,HZO-
En,H L
-~ —tm =23

This translates into the following inclusion of events:

Dy Uy DYy ey ENH Ly ref
3 < _ ) < _ ) _ < <
{{ N —S}Q{ N =3 (" N s C{RMH—RMH}‘

Taking the complementary, we see that the event {RN, o> Rﬁ\‘?fH} is included in an union of low

probability events:

D ¢ Dt ¢ £ ¢
{RN,H>R§§fH}C{{ xH>§I}U{ ]%H<_§}U{< ]‘;f\,[H_EH><_?[)-[}}.

Hence we can bound the probability of {RN, o> RIJ”{“}fH} by the sum of the probability of the three

events, on which we know explicit bounds via Lemma 3.3 and Proposition 3.1.
Bound on the long horizon martingale term

By Lemma 3.3, taking a = %’ (which is positive by assumption) in equation (3.3), with x;, =
mv (cRCpy,, ), we have:

Pmax

Dy g EH) < 9H > 2
P < > =) S Chpandi | v
N 3 P N3,

From equation (3.4), with x;, = mv (Vef),

Dyt ln 9H
P ~<-2Ll<cC —
( N S T3 ) = Cpmacds (N@,)

Bound on the long horizon ergodic term

Pmax

From Proposition 3.1, replacing a by %’ in equation (3.2) we have:
Pmax

ENH Ly 9H 2
p( N2 _H ) < el
< N EH < 3 ) - Cpm‘dX7£7H7d <N£%[>

By union bound, we conclude:

Pmax

H \ '3
P (RN,H > R?xerfy) < 3P (20 pad £t Cpma£,H,d) | <72
) NE,

10



3.2 Proof of Proposition 3.1

3.2 Proof of Proposition 3.1

The non-trivial part of our Proposition 3.1 lies in the fact that we want to highlight both the N and
H dependence. From the conditional realized variance definition, there is a nested concentration
effect, both in NV, the number of rebalacing times, and H, the number of days on which the variance
is measured, that we can exploit.

3.2.1 Preparatory results

In this paragraph, we state the concentration of measure result for ergodic Markov process that we
will adapt to show our Proposition. We recall also some Markov chain elements of vocabulary.

Concentration of measure for irreducible aperiodic Markov chain

We recall here the concentration of measure result for irreducible aperiodic Markov chain as stated
in Fort and Moulines article [FMO03, Proposition 2].

Proposition 3.4 ( [FMO03]|[Proposition 2] ). Let {V;}ien+ be a ¢-irreducible aperiodic Markov chain
on S, and let C € B(S) be an accessible petite set. Assume that there exist some constants § € (0,1),
b < oo and a measurable L : S — [1,+00), bounded on C, such that

E[L(Va)|[Vi] <6 L) +ble(Vi), WVi€S. (3.5)

Let ¢ > 2. Choose M > supe LVb/ (1 — 6Y9)%. Then the set {£ < M} is vy-small with minorizing

constant € > 0 and for any Borel function g : S — R, lg| < Ei, it holds that for all V4 € S,
H>1,
q

Vi| < Cpy LOK)HY?,

H
E || (9(Visr) — n(g))
k=1

where Cppr = C (m+1)q+1 %z, A= (1-=8Y4— (/M) and C is a constant which depends only

on q, and p is the invariant measure associated to {V; }renx.

Remark 3.1. A few remarks on this Proposition and how we will apply it:

o For simplicity, we have denoted Crpr the constant C (m+1) atl i\([—;. This constant depends
on the Lyapunov condition (3.5) (so on L,6,b), on the petite set C, on q and on vy, and € and

on the dynamic of {Vi}ien. It is hard to quantify it explicitly.

1
e The proposition is stated for functions g such that |g| < La. It can be extended to functions

1/
which are bounded in LYY norm, e.g. such that: (supVGS |g£((vv))|q> ! < 00. Indeed, denoting
1/
Jg=g/ (SUPVes |g£((v))‘q) q, then for any V' € S,

g7 _ — 1g(VII?/ LV)
LV')  supyeslg(V)|4/ L(V)

<1

1
so |g| < La. We can apply the proposition on g and express it in terms of g:

q
Wi

< Crar <Sup g(V)\q> L) HY.

kZ 5Vern) ~ lg) e L(V)

11



3.2 Proof of Proposition 3.1

Markov chain: elements of vocabulary

We recall the definition of time of first return, irreducibility, petite set, small set, aperiodicity and
accessibilitiy, which can be found in the Meyn and Tweedie’s Book [MT09, pages 71, 82, 117, 102,
114 and 86]:

Let {X,,, n € N} be a Markov chain on a state space S, P its transition probability. Let A C B(S).
We denote 74 := min{n > 1: X,, € A} the first return time on A and for x € S, L(z,A) :=
P (74 < 00| Xp = z) the probability to access A from a specific . Given ¢ a Borelian measure, we
say that X, is ¢-irreducible if ¢(A) > 0= L(y, A) > 0 for any y € S.

A petite set is a set C € B(S) such that there is a probability distribution ¢ on N and a non-trivial
measure v, such that Vo € C,VA C B(S), Y .o, a(n)P™(z, A) > v,(A).

A small set is a particular case of a petite set in which a only charges a specific m € N: the
definition becomes: P™(z, A) > vy, (A). When there exists a small set with m =1 and v4(C) > 0,
then the chain is called strongly aperiodic.

A set A C B(S) is said accessible if it can be accessed from any z € S: L(z, A) >0, Vz € S.

Concentration of measure for function of lagged Markov chain: motivation

Notice that since {V;41,t € N*} is Markovian, the random variable cRCp; = E [ZkHzl V}Jrk|.7:t} can

be seen as a function of the Fy-measurable Vii1: ¢cRCr+ = ¢(Viy1). Hence En g can be identically
written:

N

Enm = Z mV(VYref)TCRCHytn mv (Vier) — mv(cRCHin)TcRCH,tn mv(cRCp 4, )
n=1
N
= Z[mv(Vref) —mv(cRC4,)] ¢cRCy ., [0V (Viet) + mv(cRCry, )] (3.6)
n=1
N
_ T
- Z :Btn(b(‘/tn"l‘l)ytn
n=1
where
xt, = mv(Vier) — mv(cRCpy, ), (3.7)

Yt, = mv(Vier) + mv(cRCh 4, ).
In the following result, we show that the concentration of measure result Proposition 3.4 remains
valid for function of the lagged chain: g(Vi) — g(Virr).

Proposition 3.5. [Fort Moulines proposition extension to lagged-Markov chains/

Assume that {Viq1,t € N*} satisfies assumptions Hsyoy, Hs, Hp and H, . .Then for any q > 2, for
any Borel function g : S — R4 bounded in £Y9-norm, T € N*, H € N*, we have:

]E[
H)

where C}M s a constant on which we provide a bound in H and q in Proposition 3.6.

T q
> (Vi) —p(9)| Vi

t=1

q
<) (sgp ‘ﬁ) LT, (3.8)

12



3.2 Proof of Proposition 3.1

Proof. Let H € N*. First, let us show that the lagged Markov chain {V;pi1}ien+ satisfies the
assumptions of Proposition 3.4.

1. Irreducibility and aperiodicity of the lagged Markov chain

{Vir+1}ten+ is a Lebesgue-irreducible aperiodic Markov chain on S by application of Proposi-
tion A.8 ([MT09, Proposition 5.4.5]: extension of irreducibility and aperiodicity of irreducible
and aperiod chains) to the chain {Vjy1}ten which is Lebesgue-irreducible and aperiodic by
assumption Hggyy.

2. Lyapunov condition on the lagged Markov chain

In Meyn and Tweedie’s book, Theorem A.6 ([MT09, Theorem 15.3.4]) states that if { Vi1 }ren=
satisfies a drift condition H, with a Lyapunov function £ and a petite set C, then {Viz 11 }ren=
also satisfies a drift condition with the same Lyapunov function £ and some set C) which
is petite for the H-skeleton.

In our Proposition A.7, we give a quantitative assessment of the Lyapunov condition for
{Vim+1}ten+ by giving explicitly the constants dy and by s.t.:

E [ﬁ(VH+1)“/i] <dyg ,C(Vl) + lec(H)(Vl).
Our computation yields:

1 H
dy = 0 ,C =cu{z eS| |z <RI},

2
1—-0" 1-6H
b — b - E 9
w= o (0 ew)

and RH) > 0 s.t. for every z € S s.t. |z| > RUD, 1_25H L(z) > bl_l‘sfgl.

3. Smallness of the set (/)

By irreducibility and aperiodicity, petite sets are also small sets [MT09, Theorem 5.5.7] Since
C is included in the new one C) (whether in Meyn and Tweedie’s book [MT09, Lemma
14.2.8] and in our Proposition A.7), it will be enough to show that C is a small set for
{Virr+1}ten+. A key assumption to prove this result will be that we can consider a measure
associated to C for {Viy1}en+ satisfying v(C) > 0.

Indeed, let us denote v, and ¢ > 0 the measure and minorizing constant s.t. v,,(C) > 0
(w.Lo.g. we can assume that v,,,(C) = 1) and P"(x, A) > evy,(A) for any 2 € C and A C B(S).
They exist by application of [MT09, Proposition 5.2.4 - (iii)] (existence of a measure positive
on the small set for irreducible chains).

Let us show that C is a small set for {Vigi1}ien+. Indeed, we can show recursively that
PRz, A) > by, (A) for any k € N*. It is satisfied for k = 1. Let us assume the property
for k € N*. Then for k + 1:

prDm(z 4y = / P (z, dy) P™ (y, A) > €* / Vi (dy) P™ (y, A)

S S
> / vm(dy) P" (y, A)
¢ —_— (3.9)
>evm(A)
since yeC

> Ly (C) v (A) = L, (A).
N——

=1

13



3.2 Proof of Proposition 3.1

So for k = H, C is a small set for {Vigi1}ten+. To show that CH) is a small set for
{Vir+1}enx, it suffices to take UT(nH) =v,, on C and I/y(nH) =0 on C(H)\C.

4. Accessibility of the set
Since {Vizri1}tien+ is Lebesgue-irreducible and since A(CH)) > 0 (because we have {z <
R} ¢ ¢ with R > 0 so AM(CH)) > A({|z| < RH)) > 0) then by the irreducibility
definition, L(z, C(H)) > 0 for any = € S so CH) is accessible.

5. Boundedness of the Lyapunov function

L is bounded on C*) because CH) C S is bounded and we have assumed £ of polynomial
growth.

The assumptions of Proposition 3.4 are verified so by application of the Proposition to the lagged
chain {Vig4+1}ten+ the announced inequality (3.8) is true.

O]

Parameters dependence in H

In this paragraph, we are going to exhibit the dependence of Cgﬁ in H and gq.

From Proposition 3.4,

1 g+1 M2
oy —o () TH
€H Al

where Ap, My, my and ey depend on the Lyapunov constants and set dg, by and cH).

(H)

Alternative choice of dy, by and C uniform in H

Let us show that we can find dpax, bmax and C™** independent from H s.t.

E [ﬁ(VH—i-l)“/l - 1’] S dmax ['(x) + bmaxlxecmax~

From Proposition A.7’s proof, E [£(Vy41)|Vi = ] satisfies the inequality (A.9):

1— 5H_1

5t ST 1b1c(x).

E [L(Vi)|Vi = 2] <67 L(z)+b
We can bound this inequality uniformly in H:

b
E [,C(VH_;,_l)‘Vl = :L'} < (5£(CL') + m + b]_c(.%')
1446 1-6 b

Taking R™ s.t. 25+ b < 120 L(z) for |z| > R™ and €™ =C U {x € S| || < Rmax},
1+06 b 1—90
E [E(VHH)‘Vl =z] <——L(z) + sup ( +b— —— [Z(:U)) 1 comax.

2 xecrnax 1 - 6 2
pmax

dmax

Choice of My and Ay uniform in H

14



3.2 Proof of Proposition 3.1

By definition,

1\ ¢
My > sup LV (bH/ <l—d1‘fl> ),

(H)
‘ ' (3.10)
_(bu e
Mg '
We can replace b, d and C) by byax, dmax and C™# in (3.10) to have My and Ay uniform in
H.

Q=

Ag =1 —dp)

Behavior of my and egy

By application of Proposition 3.4 to {Viy1,t € N}, {£ < M} is a vy,-small set with minorizing
constant €. W.l.o.g., we can assume that My.x > M. Then, as we have shown in the proof of
Proposition 3.5 equation (3.9), a v,-small set with minorizing constant € for {V;y;,t € N} is a
Vm-small set with minorizing constant ey := e for {V;g1,t € N}. As we did in the proof of
Proposition 3.5, we can take vy, = vy on {£ < M} and null on {£ < M™>*\{L < M} so that
{£ < M™} is a vy, small set for {V;;1,t € N} with minorizing constant €.

We give our conclusion in the following proposition:

Proposition 3.6. Under the assumption of Proposition 3.5, the constant C’gﬁ can be upper
bounded by:

o ()" Min(0)®
et Amax(q)%?

1

10\¢
where Mmax(q) > Supgimaz) LV bmax/ <1 — drqnax> > , and Amax(q) == (1 — dmax)% — <Mljn";i>zq)) ;

Rmax gt et b < 0L), €™ = CU{x € S| |o] £ R}, gmex = L2

Q|

bmax

{Vig1,t € N}, and C depends on q only.
Remark 3.2. This bound goes to infinity when H and q go to infinity, because

e cc(0,1) s0 1/ goes to infinity when H goes to infinity,

1

. (1 — d&ax> goes to 0 when q goes to infinity, so Muyax(q) goes to infinity when q goes to
infinity.
It means that the control becomes loose when H and q are too large. However, this bound is a

uniform bound which can be far from the minimal constant one could get with a more refined
analysis.

3.2.2 Completion of Proof of Proposition 3.1

We can now prove our Proposition 3.1.

15



3.2 Proof of Proposition 3.1

Proof. Let q € (2, pmax], let En g be defined by (3.6):

N N
Eng = Zw;(b(‘/tn"‘l)ytn = ZQ(thH)a

H
(Vi 41) =E Zmn+k|ftn] o 9(Vi) =2 6(Vi 1),
k=1

with @;, and y;, defined in (3.7) by @, = mv(Vier) — mv(cRCpy,) and yy, = mv(Vier) +

mv(cRCp 4, ). We want to control E [|Enx g — NLg|9] in N and H, where ¢ = E [ENNH Vi~ ,u].

In order to apply Proposition 3.4 on En p, we have to verify that g(.) is bounded in £Y% norm.
From H, a function is bounded in £/7 norm if it can be bounded by a polynomial function of

Pmax?

order pm% > 1 (because L is larger than one and of polynomial growth of order ppax at infinity).

We are going to show that g(.) is sub-linear. Hence g(.) will be bounded in £/ norm.
Sublinearity of g

By triangle inequality, using that |z;¢| < 2¢, and |y;¢| < 2c¢y by their definition as sum and
difference of portfolios in W, for ¢ € N*|

H

19(Vis1)| < (2cw)*d > B [[Vigk| |Fi] -
k=1

To show that g(.) is sub-linear, we will show that each E [|V; 1] |Vt+1] is sub-linear (e.g. linearly
bounded with respect to |Vi+1]). By Markov property, E [|Vik| |Ft] = E [[Vigr| |Vit1], the sub-
linearity of g(.) will ensue.

Let k € N*. By the Jensen inequality in (*) and H

Pmax *

1

(*) 1 Hpnax 1 max
E [ViesllVi] € (& [Vesspm{via)) ™ Z (B [Cnlvi) )™

By the extended Lyapunov condition (A.9) and H,, _ :
1—§h2
1-9¢
b(k)
<L+ Vi) + 0.

E [L(Vier)|[Vis1] < L(Viga) +b + 0% 2p

1 1 1
Combining these inequalities and applying the inequality (|z| + |y|)Pmax < |x|Pmax + |y|pmax

1

1 _ _ Pmax
E [[Vigrl| Fe] < (q((;k 'O Vi [Prex) + 6 ICz:er(k)))
1 _1
§F—1o Pmax b(k) Jr(;k—lc Pmax
(B g (P12
cr cc

Hence, E [|Vt+k]

Vt+1] is sub-linear, and by linear combination, so is g(.).

16



3.2 Proof of Proposition 3.1

Proposition 3.5 application: dependence in N

Since ¢(.) is bounded in L/ norm, we can apply the concentration of measure result for lagged
chain Proposition 3.5 on &y, p:

E |:|5N7H — NfH‘q

_ q
V1} < C’gﬁ (sup |QZ(9)‘> L(Vi)N2, (3.11)
S

Bound on supg w in terms of H

Let v € S. By g(.) definition:
9(0) = plg) = (Vi) H(0) 10 (Vi) — By [0 (Ver) o) v (Vi)
— (mv(@(v) T 6(v) m(6(v) — By [mv(V) 6(V) mv(V)]) .
Let us denote a the first term:

a=mv(Vier) " (¢(v) — By [$(V)]) v (Viep).

Using that |mv(Vier)i| < cw, @ € {1,...,d},

|al? < (cw’d)? |p(v) —Ey [p(V)]|7. (3.12)
We can write the second term as:

b=mv($(v)) ¢(v) mv($(v)) — By |mv(s(V)) ¢(V) mV(¢(V))] :

Notice that, by definition of mv, for any C,C € 8%,

Imv(C)"Cmv(C) —mv(C)"Cmv(0)| < (co’d)?|C - C). (3.13)
Let C,C € 8. Let us assume that mv(C)T C mv(C) — mv(C)"Cmv(C) > 0. Then
mv(C)
mv(C) +mv(C)"Cmv(C) — mv(C)"C mv(C)

v

-~ -~

<0 =mv(C) T (C—C) mv(C)
<mv(C)"(C = C)mv(C) < (cod)?|C - C)|.

Conversely, if mv(C)TC mv(C)—mv(C)TC mv(C) > 0, then we can do the same reasoning inverting
C and C:

mv(C)TCmv(C) — mv(C) ' Cmv(C) < mv(C) " (C — C)mv(C) < (cw2d)!|C - C|.

Applying this inequality with C' = ¢(v) and C = ¢(V), we can bound [b|7:

b7 < (cw’d)?d(v) = Ey [o(V)]|.

17



3.2 Proof of Proposition 3.1

Hence we arrived at the same bound as (3.12).

d
By double conditionning, and invariance of the stationary law: V;|Vi ~ p @ 1,

H H
E,[¢(V)]=E, [E Zw+k|%+1 =V ZV;H-k’ = HV,.
k=1 k=1
By the former remark and applying the Jensen inequality,
H q
[¢(v) = Epu [¢(V)]|* = |E ZVsz — HVio Vi1 = U]
k=1
H q
SE|]D Vigr — HVao| Vi =v] :

k=1

q
We can separate E ‘21?:1 Vv — HVOO‘ Vir1 = v| between the V;41 measurable term and a term

of the form sum of function -here the identity function- of Viio,..., Vi1 g conditioned on Vi1, i.e.
in the right form to apply Proposition 3.4 :
q
Vit1 = U]) .

q
W+1:U]>-

Since L(z) > cg|z|Pmex for large x, and since L£(z) > 1 for any x € S, sup,cs %

We can then apply the concentration of measure result for standard chain Proposition 3.4 on the
function §(Viyr) = Vigr and p(g) = Ep [Vigr] = Vio:

q

H
D (Ve = Voo
k=2

H
> (Visk — Voo
k=1

Vit1 :v] < 2¢—1 <|U—Voo|q+E

To summarize, we obtain:

H
> (Vegr —
k=2

l9(v) — u(g)|? < 2277 (cw?d)1 (Iv — Vool +E

Proposition 3.4 application: dependence in H

is bounded.

H q

Z(Vtﬂc - VOO)

k=2

E

V'] /2
< Crp sup L(v)(H —1)%~. (3.14)

Viei =
i vGSﬁ( )

Hence, there exists a constant ¢, ¢ depending on ¢, d and on the Lyapunov condition H, such that,
for any H > 1:

|g(’U) - :u(g)|q < 22(171(6 2 ) <CFM Slé‘% “szl|q) (H _ 1)(1/2 + |U Z(‘;E;Or])

< Cq7dHQ/2.

For example, ¢q,q = 2%1(cw?d)" (CFM S R JUZ(L/?;ICI)'

18



3.3 Proof of Propositions 2.1 and 3.2

Combining this upper bound with (3.11), we obtain:

E[|Ena — Nlg|? < Cyr.ma(NH)2,

3.3 Proof of Propositions 2.1 and 3.2

; ; . . N RVt —cRV,
In this subsection, we are interested in the characterization of £ = E,, [CNHNCNH} and of the

. . Ceref 7CRVN H . .
limit value of —f——— when N goes to infinity.

Proof. The proof goes as follows: first we show the finiteness and non-negativity of fr. The

. . cRV et —cRVN E
convergence result will follow from the concentration of measure result on —*f——— = =1,

e Finiteness

l is defined as the expectation under the stationary law of a linear combination of quantities
of type mv (Vier) " E [V4, 41| Ft, ] v (Vier) and mv(cRCy,) "E [V, 1| Ft, | mv(eRCh ), for k €
{1,...,H}and ne {1,...,N}.

Since the mv(.) operator is bounded, and since the {V;};en+ admit L1 moment by Hgiat, £x
is well defined and finite.
e Non-negativity

By definition of the mv(.) mapping,
mv(Vref)TcRCth mv (Vier) > mv(cRC’Hin)TcRCH,tn mv(cRChy,)] as.

Hence, summing on n from 1 to IV, we have that cRV]{,‘f&I > cRVy g almost surely.

cRVESE, —cRVy 1 ] 0
—_— = H .

Taking the expectation: 0 <E, [ N

cRVESE —cRV
e Convergence of %
From the moment inequality in Proposition 3.1,

ENH
E H Ay,

Pmax H pnéax
] < Cyr.Hd <N>

— 0 hence the convergence in L
N—+o0

-norm.

pmax
Hence,EHsNT’H—EH‘ }

Pmax

From the Markov inequality in Proposition 3.1,

EnH 20, H™%™
Pl|—— -/ < =4 7 1
< N H’ > a) — Npmax apmax (3 5)

If pmax > 2, we can apply the Borel-Cantelli Lemma to show that SNTH converges almost surely

towards £z7. Indeed, since pmax > 2, for every a > 0, from (3.15), > ¥_; P ( gNTH - EH’ > a) <

&£ .S,
oo hence = L% 0y,

N—+o00
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3.4 Proof of Lemma 3.3

3.4 Proof of Lemma 3.3

Proof. Let Dy p(x) = 25:1 z! (RCpy, — cRCiy,,) v, where @ satisfies H,. To alleviate the
notations, we just write Dy g instead of Dy g(x). We want to control E[|Dy ]9 in N and H.
The difficulty stems from the fact that we want to exhibit the dependence both in N and H. We
are going to rely on a double arguments of martingale: Dy g can be seen as a nested martingale,

in the long time period N, and in the short time period H.
Dependence in N

Denote X, := @} (RCyy, — cRCpy,) xy,. Then X, is Fy, -measurable and Dy g := 25:1 Xn.
By ¢cRCHyy,, definition, E [RCy 4, |Ft,] = ¢cRCHhy,,, hence since the a4, are F; -measurable, E [X,,|F;, | =
0, so Dy g is a martingale w.r.t. the filtration {F;, } !

Let us apply the Burkholder inequality (A.10) on Dy g, martingale with increments X,,: denoting
Cfmx the Burkholder constant (depending on pp,ax only), we have:

N pmax/2
E(Dyul™] < O B | 30X
n=1
o N g|Pmax/2
By convexity inequality on ’anl X; ,
N
Pmax _
E HDN7H|pmax} < C]EnaxN 1 —1 ZE HXn|pmax] '
n=1
Dependence in H
We can decompose X,, = ZkH:1 a:,; (TthrkT;mLk —E [‘/tn+k";tn:|) ¢, in a martingale part Y,, =

H tn I _— H tn .
> r—1 Y," and a remaining part Z, = > ,_, Z;", where:

(2 T
Ykn T $tn <rtn+k’rtn+k - ‘/;n“!‘k) mtn?

Zyr = x) (Vinsk — E [Viprn|Fi]) @, 1<k < H.

Notice that Z* = @] (Vi,41 — E [Vi41|F2.] ) e, = 0.
N——
=Vip+1

By convexity inequality

E[| X, |Pm] = B [|Y;, 4 Z,|Pmex] < 2Pmax=1 (B [V, [Pm] 4+ E [| Z, [P>]) .
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3.4 Proof of Lemma 3.3

Bound on E[|Y,|"™*]: By the the Burkholder inequality (A.10) on Y,, and by convexity:

Pmax

H

>0’

k=1

E [|Yn|pmax CPB axE

S CmeaprmaX ! Z E |Yt” ‘pmax]
k=1

Bound on E[|Z,|"™>]: since the x;, components are bounded by ¢, from assumption H,,

pmax]

Making appear E,, [V;] = E [th+k|th ~ ,u] = Vi, by convexity inequality:

H
2 Vit =
k=

H

> Vit = E [Viy k| Fr,
k=2

HZ ‘pmax] (Cw d)pmde

Pmax

H

Z E [Vi,+k|Ft.])

E [|Zn|pmax] S 2pmax*1( pmax (
k=

0

Notice that the second term is bounded by the first one, since the conditional expectation is non-
expansive in L -norm,
pmax]

E HZ'I’L ’pmax] S 2pmax( pmde

Pmax

] . (3.16)

Pmax ]

As we have done in (3.14), we can apply Fort-Moulines Proposition extension (Proposition 3.5)) to
get the dependence in H:

H
D> (Vi -
k=2

H
E Y (E [Virk] Fr] = Voo)
k=2

Hence

H

Z Viotk —

k=

q

q
< Cppsup —— 2] LV, +1)(H — 1)‘1/2.

Vit L)

H
Z V;fn—i-k oo
k=2

So,

2 |=’5’q /2
E [‘Zn‘pmax] < (2011; d)pdeCFM sup ——~ [[:(V%R_H)‘Vl] HY~,

€S ‘C( )
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3.5 Auxiliary result

Combining the obtained bounds on Z,, and Y,,, we obtain:

H ty, |Pmax
B[] ]
]E X Pmax <2pmax_1 CB Zk—l k 2 2d pmaxC’
[| X [Pe] < . i +(2¢4°d) AU s

myn

E[L(Vi,+1)|V1]
—_————

men

Pmax

H

Pmax
2

Pmax D: -1 B B Z’flvil myzn 2 P ‘$|q EnNil mﬁvn Pmax
E[|Dy g |Pm>] < 2Pmax=2C C)  E0=— = 4 (204 d)Pm2xC'ppy sup (NH) =z .

Pmax N €S E(x) N

Cp

max,d,L

3.5 Auxiliary result

In what follows, we prove the Lemma 2.3, e.g. that when Viet = Vo, h}im % = 0.
—00

RC
Proof. Let us first show that CH% converges to Voo. Let Trep > 2.

As we did in Lemma 3.3 equation (3.16), by the non-expansivity of the conditional expectationin
L,-norm
D 5

H Pmax
E(|cRCh1,., — HVoo "] < E | |> V4 — HVag ]
k=1
H Pmax
= E []E Z VTreb+k - HVOO ‘FTreblil :
k=1
And as done in (3.14),
H Pmax ’ ‘p
xZ|fFmax Pmax
E VT’r‘e r— HV. VTT@ < Cppsup L VTT@ H 2
; b+ 0 b iy ﬁ(l’) ( b)

Taking the expectation, E [£(V7,,,)|Vi] is finite by the Lyapunov condition drift H..
So dividing by HPmax:

E [
. . . CRCH T, LPm X
When H goes to infinity, the bound in (3.17) goes to zero so —7—=< "
——+00
and continuity of the mv operator which is Lipschitz from equation (3.13), and passage to the limit,
cRCu T

reb

Pmax

CRCHaTreb
H

x |pmax 1

E[L(Vz,,) Vi e (3.17)

Pmax
2

_ Voo

<
V] < o

V. By homogeneity

LPm X
H—+o00

since Voo With pmax = 2, we have convergence in L; norm and we can infer:

i1

. E T CRCH,Treb
H — LEViep

H

mv (V)

H H H

O
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4.  Model specification

4  Model specification

We want to specify models satisfying the assumptions (2.1), Hgaq, Hs, He and H

Pmax *

4.1 Motivation: GARCH-CCC model

The GARCH-CCC model [Bol90] is one of the simplest extension of GARCH model to the mul-
tidimensional case. For an exhaustive review of multidimensional GARCH, see [BLRO06]. In this
work, we elaborate our results with the simple GARCH-CCC, presented in [Car01].

This model assumes the following structure for the centered returns r¢:
= DIV = Dy,
i =T,
V; = D' Dy, (4.1)

where

Dt = Dlag (Ul,ta . 7Ud,t)’

{0i+t}1<i<q are one-dimensional GARCH volatilities,

I' = {pij }1<i j<a is a positive definite matrix (the Constant Conditional Correlation matrix),

7 is a d-dimensional vector with independent components, E [n; ;1] = 0 Vi # j, E [nit} =1,
and 7; independent from D;.

The original GARCH-CCC assumes a simple GARCH(1,1) volatility recursion for the o;
2 2 2 L
O-i7t = w; + 067;7“1'7,5_1 + Bio—i,t—h 1= 1, N ,d, (42)

where w;, ay, B; € R.

The advantages of the ”initial” GARCH-CCC model is its parsimony: it requires 442 parameters
g p y q 5 D

versus M for the interdependent GARCH-CCC with p = ¢ =1 (4.4). The disadvantage is the

strong assumption of constant conditional correlation.

In what follows, we will assume that {n;}:cn is a sequence of independent Gaussian vectors.

4.2 Stationarity, ergodicity and application of results

In this subsection, we show that the GARCH-CCC satisfies the general model equation (2.1) and
the model assumptions Hg.¢, Hs, Hs and H under the following assumptions and definition
on the parameters:

Pmax

Hparam- The GARCH-CCC parameters {w;, a;, Bi}%, and T' are deterministic and satisfy:

. I'e Si is a Correlation matriz.

ii. w; >0, a; >0 and B; >0 for alli € {1,...,d}.
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4.2 Stationarity, ergodicity and application of results

iii. 302 + B2 4 208 < 1 for alli € {1,...,d},

(max € Ry s defined as:

max := min argmax {E [|a;i7 + Bi[’] <1}, #H~N(0,T). (4.3)
<Z<d p€R+

Remark 4.1. A few remarks on Hpuram:

o The condition Hyqpam (iii) is equivalent to the condition E Uaiﬁ?%—ﬁiﬂ < 1 (using that
E [ﬁﬂ = 3 and E [ﬁf] = 1). Hence, it implies that qmax > 2. This condition ensures in
particular a; + B; < 1, hence the existence of a stationary and ergodic solution to the model,
as shown in the Appendiz Subsection A.2.

e Continuity and evolution in p of E [|aiﬁi2 + ﬁi|p] :

— By Ly, norms growth in p, if ¢ > 0 is s.t. |ou7? + B4 = E [Jaun? + B]?] < 1, then for
0<p<gq
i} + Bilp < leudi? + Bilg < 1.
— The function g : p— E [|oz17~}12 + ﬁi|p] is continuous (for example, by dominated conver-
gence, for any sequence p,, converging to p, g(pn) converges to g(p)).

— The function g(.) goes to infinity when p goes to infinity (because a; > 0), hence we are
sure to have p s.t. g(p) > 1.

e Since g(.) is continuous, the quantity max,cg, {]E Uaz +5z‘p] : [|Ozl +»Bz|p] < 1} is
equal to 1. To prove the Lyapunov drift condition, we need ap st E Uamz —i—ﬂzlp] < 1.
We denote pmax such a p. From Hpuom (1) and the first remark, we can take pmax > 2.

Theorem 4.1. Under Hy,rqm, the GARCH-CCC variances process {af}teN satisfies the assumption
of Theorem 2.2. Hgyq, Hs, Hy and H,

max *

In what follows, we are going to prove the properties Hgat, Hs, Hy and H, ,  on the GARCH-

variances process o2, on the stable state-space S = Hl 1 ( 5 —i—oo)

Proof. Let {0?}ieny be a GARCH-CCC variances process.

Hgtat: Stationarity and ergodicity

From Theorem A.3 explicit condition (A.2), a sufficient condition for stationarity and ergodicity
for o7 is implied by our assumption Hpapam (iii).

Hs on o}: By definition, {o?},en+ is Markovian and time homogeneous. We show in our Corollary
A.5 that {o?}ien+ is Lebesgue-irreducible on S = H?Zl (1 o ,—i—oo) The aperiodicity will follow
from the existence of a small set of positive measure shown below.

H; and H on o?: For x € S, define

d
x)=1+ Z!xl — q; |Pmax
i=1

Pmax
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4.2 Stationarity, ergodicity and application of results

and p = max<;<4 E [|a;if? + Bi|P™>] and 6§ = #

Then, if o'tfl =x, ExL(o}) =1+ Ezz‘:ﬂ(@iﬁz‘ + Bi) e P(Z?:l‘xﬂpmax)-

x L(o

Since lim T)) < p, the drift condition Ex £(0?) < § £(x) is verified for x large enough. Let

|x|—00
R > maxi<i<d 7o, St it is verified for x| > R, C := {x € §| [x| < R} and b := sup,c¢|Ex L(o?)—
0 L(x)], then
Ex L(67) <6 L(x) +blyec, XES.

By definition, 07|07 ; = x follows the same law as {w; + (a;7? + Bi)xi}, 7 ~ N(0,T). It admits a
density g, derived explicitly in Subsection A.4 equation (A.4).
Properties of g,
e v — gz(v) is continuous in v for v; > w; + Biz; ,
d w.
e For (z,v) € (B(O,R) U H [125,+oo)> X (ngl [wz+ﬁl + 27_4_00)) =: D, we have
=1 L-

C

— B’sz S wz“l‘ﬁz + R w; — B'LR
;T - aZR

>0 by R choice

This function restricted to D is hence continuous and positive.

In particular, infzec gz (v) > 0 for each v € H?Zl [%M + %, +00).
Let

v(A) ::/Aal:relggm( )1 {U>w+mR R} dv, A€ B(S).

For any « € C, P(x,A) = [, go(v)dv > v(A) with v non-null measure with density, hence C is a
petite set.

Since wﬁﬁz + < R (because R > = s ), H'f:l [Wrﬁl + 3, R} is non empty and has a positive
Lebesgue measure and is included in C. Hence:

1nf gm( )dv >0

/{w+61 +5 <v1<R}

so C is accessible and as a consequence of [MT09, Aperiodicity definition - page 114}, the chain is
aperiodic. Hence the Lyapunov condition is satisfied, with £ polynomial in pyax.

Hgtat: Existence of Lo-moment From the Lyapunov drift condition, we are ensured to have
finite ppax moments. Since we assumed ppax > 2, it implies the square integrability of the process
{o?}en+ for any initial condition and under the stationary law. O
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4.3 Additional models

Bijection between {V;};cy and o?

Since O'?t > 0 on S, there exists a function ®r s.t.

| piyoigoie ifiFE G 2
iy = { 47 LT i)

e P is bijective,
e ®Or is sub-linear: |®r(a?)| < |T||o?|.

By Theorem A.1, if 07 admits an ergodic and stationary solution, so is ®r(o?) = V;.

Results application

e By definition of the GARCH-CCC model (4.1), {V; = ®r(o?)}ien- satisfies (2.1).

o If {07 }ien~ satisfies Heat, Hs, Hy and H,, ., then the ergodic concentration results (Propo-

sitions 3.5 and 3.4) apply to any function g (@p(af)), g o ®p bounded in L7 norm, ¢ > 2.

Since ®r is sub-linear, our Proposition 3.1, Lemma 3.3 and main result Theorem 2.2 apply
without any adaptation.

Hence, under parameters condition Hj.ram, by Theorem 4.1 and these remarks, the main result
Theorem 2.2 is satisfied with ppax defined in equation (4.3).

4.3 Additional models
In this subsection, we list additional GARCH models on which it is possible to extend our study. We
first list one-dimensional GARCH models which can be extended to multidimensional model with

a constant correlation matrix. Then we refer to a multidimensional model with inter-dependence
between the GARCH volatilities.

4.3.1 One-dimensional GARCH models

The Threshold GARCH (T-GARCH) and the asymmetric power-GARCH are affine models, hence
we can directly apply our results on them:

e T-GARCH:

o =w + [y (Ne—1)4+ — a—(q—1)— + Bl o4—1,
where w, a4, a—, 8 > 0.

e Power GARCH:
af =w+ |a|n-1]| — C77t—1)5 +0 Uf_p

where w, o, 5,6 > 0, || < 1.
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5. Numerical experiments

Indeed, we can adapt the assumptions verification taking the same Lyapunov function defined on
oy instead of o for the T-GARCH, and ¢ for the power GARCH.

The following models are of the form oy < a(n;—1)o;_; with v < 1if a + 3 < 1. We can adapt our
results on these models by taking a linear Lyapunov function.

e Exponential GARCH:

log o7 = w + ag(m—1) + Blog i1,
g(me—1) = One—1 + C(Ime—1| — Ef|ne-1l],
2 w og(Me—1) ( 2 )/3

Oy =¢€°€ (07-1)",

with o, 8 > 0, B < 1 and —¢ < 6 < ¢ for g to be increasing in |m;—1| (and 6 < 0 for negative
innovation to have more impact than positive ones).

In this model, in the Gaussian innovation case, moments exist at any order [FZ19, p. 79].

e Log-GARCH: the recursion holds on the logarithm of variances:

log O'tQ =w+alogr;_1 4+ Blogoi_1
= w+alogn;_; + (a+B)logo; 1,

Ut2 =e" (ne-1)" Ufé_ﬁﬁv

where w, o, 8 € R.

4.3.2 Multidimensional GARCH models

In Francq and Zakoian’s book [FZ19, page 280], the authors define the interdependent GARCH

volatilities model:

ol =w+ Ary > + Bo? |, (4.4)

where A, B € R*? w e R,

It is possible to adapt our results to this setting.

5 Numerical experiments

In this section, we confront our theoretical results to the real probabilities of better performance of
the realized covariance based portfolio. To do so, we base ourselves on GARCH fitted parameters
on real financial data to have realistic range of parameters (Subsection 5.1). Then we simulate
GARCH-CCC based returns and compute the corresponding cRCp 4, and mv matrices and port-
folio, as described in Subsection 5.2. Finally, we exhibit the evolution of IF”(RN, < RY ) for

multiple values of H and N.

5.1 Realistic GARCH values, fit procedure

We have fitted GARCH-CCC parameters on real financial time series, using a two steps procedure:
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5.1 Realistic GARCH values, fit procedure

1. fit of the one-dimensional GARCH(1,1) models by maximum likelihood (where the explicit
likelihood for one-dimensional GARCH can be found in [EB86] for example) on the recentered
returns (we assumed a fixed drift),

2. fit of the constant conditional correlation on the reconstructed residuals 7; ;.

The financial time series consist in the 12 components of BNPP QIS Momentum Strategy, composed
of 4 indices consisting in index futures rolling (indices being EuroStoxx50, S&P 500, Nikkei, HSCEI),
3 indices of rolling of futures of bonds (German Bund, US government bond, Japanese government
bond) and 5 indices of rolling of commodity (on gold, brent, S&P GSCI excess return, Goldman
Sachs US industrial metal ER) fx hedged in euros, from 12/03/1993 until 02/02/2017 (6046 dates).

Minimum Maximum Average Standard-deviation

o2, 0.060 5.15 1.77 1.44
Ocoan 404 36.02 18.91 9.47

w 0.00032  0.04320  0.0135  0.0137
a 0.0329 0.0955 0.0622  0.0242
] 0.885 0.966 0.931 0.0271
a+pB  0.981 0.998 0.993 0.00182
P -22% 82% 10% 22%
Prmax 1.83 5.72 3.34 1.22
ti/2 36.2 437.2 135.8 98.52

Table 1: Summary of variance (¢2,), GARCH(1,1) parameters (a, 3, w), constant conditional cor-
relation (p), highest moment (pmax) and half-life time (¢, /o, as defined in (5.2)) fitted on the 12
components of BNPP QIS Momentum Strategy from 12/03/1993 until 02/02/2017 (6046 dates).
We give the minimum, maximum, average and standard-deviation of the calibrated parameters.
The variance and w parameters are expressed in basis points of daily variances, 0o qn denotes
the annualized volatility and is expressed in percents, 1/, is expressed in days. «, S and pmax
have no dimension. What we call standard-deviation is the standard-deviation over the estimated
quantities.

We give the minimum, maximum, average and standard-deviation of the obtained values in Ta-
ble 1. In the same Table, we also give the minimum, maximum, average and standard-deviation of
additional quantities computed on the parameters:

e the maximum moment ppax i, computed on the parameters with formula (4.3)

Pmazx,i ‘= argmax {E Uazﬁ? + ﬁz‘p] < 1} ) (51)
pER

e the half-life ¢ /5, defined as the average time for the gap between the variance level to its
long-term level to be reduced by one half:

log 2

~log(ai +8,) 2

b1/, =
e 02__ the empirical variance measured on the data.
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5.2 Simulation procedure

We display in Figure 2 the obtained values for «, 8 and pyax.

Comments and interpretation

e The average « is relatively small (0.062) and the average 3 is relatively high (0.931), and the
sum « + 3 is very close to 1. According to Campbell [CLM97, page 483], the o parameter
measures how much a previous shock (high value of an innovation) will propagate to the
future.

e The half-life times are large (because the a+ 3 are close to 1): this phenomena corresponds to
the persistence of shocks over time. The average half-life time is 135 days hence approximately
six months. It means that before this horizon, the instantaneous variance can be far from its
expectation under the stationary distribution.

e The w; values are very close to zero since by stationarity condition:
] -

e =E[d]=E[ol] =
7 (]

4,00

they should be of the same order of magnitude than 02'2, wwl—a;—B;), and oy + f; = 1.
e We notice that low values of « are associated to high values of 8 (as shown in Figure 2) and
conversely, in such a way that the stationary condition a + 8 < 1 is always enforced.

e The average ppq. is equal to 3.34, and the minimum is slightly smaller than 2. As shown in
Figure 2, most ppq, values are higher than 2 which means that the time series have finite
kurtosis.

The estimated parameters show that our approach of considering portfolio with horizon H not too
large (for example: 21 days) and pmax > 2 but of small order is relevant since the average half-time
is very large (more than a month) and the existence of order-2 moments is almost always verified.

5.2 Simulation procedure

In what follows, we describe how we choose the GARCH-CCC parameters and how we estimate
the benchmark covariance V, and the realized conditional covariance cRCy ., -

o {a;, [, I‘i,j}‘ii’jzl choice

The {«, 5, FZ-J}?’ j—1 are simulated uniformly in the ranges indicated in Table 1. The (v, Bi)
are sorted such that the smallest «; are associated to the largest 5;. (We enforce I' to be
definite positive by ensuring or capping its eigen-values to 10~2 and transforming the matrix
to retrieve a 1-diagonal.)

e V. estimation

We estimate V., as the empirical covariance of the returns over a long range of time, typically
three times the largest half-life time. It amounts to consider a backtest of three times the
largest half-life time. Given the half-life times observed range, the largest life-time is around
400 business days, hence 1.6 years: 3 times this period corresponds to a backtest size of 4.8
years.
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5.2 Simulation procedure

6
l<=pmax<?2
0 Pmax =2
0.96 A
5
0.94 - 4
3
xQ £
Q.
0.92 A
0.90 A

0.03 0.04 0.05 0.06 0.07 0.08 0.09
a

Figure 2: (o, 8, pmax) parameters fitted on 12 financial time series. In orange, we draw the finite
variance area (condition Hp.ram(iii)), in yellow, we draw the stationary (condition (A.2)) but not
finite variance area. A dot corresponds to one («, ;) fitted parameter. Its color indicates its
associated pmax value (as defined in Hparam(Pmax)). The color scale to the right corresponds to
ranges of observed values for ppax: lower than 2 values are in dark blue, pyax € [2,3] is in cyan,
higher values are in green, orange and brown. Most of our fitted parameters are colored in cyan,
i.e. are associated to pmax € [2, 3] values.
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5.2 Simulation procedure

L] CRCH,T

estimation
reb

We evaluate the cRCy 7., via Monte Carlo:

3
m

CRCH’TT Z E Treptk “FTreb =

reb+k|]-'T b

with

R AN

Treb reb?

n)

- V(") 1, Obtained by application of the recursion formula on Vr}

T%Z;,Jrk N0, V(n)bJrk ), fork=1,... H.

4+ and a generated

We took N, = 100.

We consider the minimum variance portfolio without constraints: W = {'w {w}, e Re : lzlrw = 1},
where 14 is the d-dimensional vector of ones. Then mv(.) is explicit: for C' € R4*? positive definite

1?%}‘11. Since we deal with a non-degenerate GARCH-CCC model, we know
d
that our allocation weights will be bounded during the length of the experiment. This is why we

did not enforce a bound on their norm.

matrix, mv(C) =

We will place in the following settings:

o d € {10,50},
e H =1 (daily rebalancing), H =5 (weekly), H = 21 (monthly),
e N=1,...,6%21/H.

For a daily rebalancing period, we will consider up to N = 126 rebalancing times of the portfolio,
and for monthly time period, up to N = 6 rebalancing times.

For one set of d-dimensional GARCH parameters, we reproduce the following experiment multiple
times (Ny¢ = 10* times):

o We let the multidimensional GARCH evolve during 3 times the maximal half-life time asso-
ciated to the d sets of GARCH parameters. We do so in order to reach plausible GARCH
values beyond the burn-in phase of the process. We precise that our results are valid whatever
the starting point and that it is not necessary to reach the stationary regime for the results

to apply.
e Computation of the probabilities: trajectory approach (less independent) versus
by (H, N) approach (more independent).

To do our experiments, we first considered a trajectory approach, consisting in the following
steps:

We start the allocation procedure by initializing our daily, weekly and monthly portfolios:
mv(V7), mv(cRCs 1) and mv(cRCa11). Then for t =1,...,126,

— We update the daily realized variance R;; and we update the portfolio mv(V;), and the
realized variance.
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5.3 Empirical probability: impact of pmax and d

— If t modulo 5 is null, we update the weekly realized variance R;5 and portfolio with
CRC5¢.

— If ¢ modulo 21 is null, we update the monthly realized variance R; 21 and portfolio with
cRCary.

Another more independent (but more time consuming) approach consists in generating a new
GARCH trajectory for each (H,N) pair considered. This is the approach we have finally
taken in the following illustrations (except for the d = 50 experiment).

Hence, we can compute iteratively the empirical probabilities:

- . 1 126
IP)(RN,H < RN,H) = NMC’ Z 1RN,H<R1°\;O)H’ H e {155321}7 N = 1’ ceey f
N=1

5.3 Empirical probability: impact of p,.. and d

We display in Figures 3 and 4 the evolution of the empirical P (RN, >Ry H) with H and N, for
d = 10 and small versus large pmax (Figure 3), and in the other figures, we compare large dimension
(d = 50) versus small dimension (d = 10 ) (Figure 4). The time is in business days. We compare
daily (red dots), weekly (blue) and monthly (green) rebalancing times of the portfolios. On all the
experiments, the probabilities decreased towards 0.

5.3.1 Impact of pyax

10.00%
10.00%

100% 100%

0.10% 0.10%

\
y=—3.469 x+ 2.488 ]‘\\ y=—-3.213 x+0.974
0.01% T T T T 0.01% T T T T
2 4 8 16 2 4 8 16
Rebalancing times [N) Rebalancing times (M)
(a) small ppax (b) large pmax

Figure 3: Empirical probabilities I/E;’(RN7H>R‘]’V°7H), for H =1 (red), H = 5 (blue) and H = 21
(green) as a function of the number of rebalancing times N, in log-log scale, for a set of GARCH
parameters such that d = 10, pmax = 2.8 (left) and pmax = 7 (right). In black dots, we plotted the
tendency line fitted on P(Ry p>R% ) for H =5 and N > 5.

In Figure 3 we compare at fixed dimension d = 10 the impact of the integrability. For the figure
on the left, it requires more than 7 rebalancing of the monthly or weekly portfolio to reach a 1%
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5.3 Empirical probability: impact of pmax and d

probability level that the GARCH-covariance will outperform the benchmark, whereas in the large
Pmax case, the 1% level is reached at the 5* rebalancing of the portfolio. Practically speaking,
it means that for a period of 5 weeks (weakly portfolio) or 5 months (monthly portfolio), we
have a 99% probability that the GARCH-based portfolio has a lowest realized variance than the
benchmark. Since a higher pya implies lighter tails, the deviation are less important and it is
easier to see the performance gain. For N > 4, the tendency lines have a slope of —3.4 (small pyax
case) versus —3.2 (large ppyax case).

Link with Theorem 2.2: We observe as expected a decreasing shape of the probability P (R NH > RS H) ,

but with a concave evolution and not the linear, with a —pm% slope, expected shape. Our results are
not conclusive for NV small (the rate of decline is lower than expected). For N large, we even observe
a faster convergence than expected in the small ppayx case (slope of —3.4 instead of —2%= = —1.4).
This is an indication that there can be several decay regimes depending on N value. This is hard to
give a clear, quantitative explanation of this phenomena. It can be argued that our model consists
in a vectorized version of multiple unidimensional GARCH processes, each of them being associated
to different tail thickness. Since we deal at the portfolio variance level, it is possible than GARCH
with lighter tails are associated to higher components in the minimum variance allocation, which
could explain this faster than expected convergence rate. Nonetheless, these results are not in
contradiction with our theoretical results. Indeed, our results can be interpreted as a ”worst-case”
bound on the probability, so it is not surprising to do better. And the probability levels are lower
for the large pmax case, which is coherent with the bound behavior.

5.3.2 Impact of the dimension

— H=1

— H=3 10.00%
— h=21

y=-2.674x—-2634

10.00%

100%
100%

0.10% 0.10%
— h=1
— H=5
— H=21

¥=-3213 x+ 03974

0.01% . . ! b 0.01%

N
2 4 B 16 2 4 8 1&
Rebalancing times [N) Rebalancing times (M)
(a) large d (b) small d

Figure 4: Empirical probabilities I@(RN7H>R]°V°’H), for H =1 (red), H = 5 (blue) and H = 21
(green) as a function of the number of rebalancing times N, in log-log scale, for a set of GARCH
parameters such that d = 50, ppax = 5.05 (left) and d = 10, ppax = 7.03 (right).

In Figure 4, we display the evolution of the empirical P (RN, >Ry H) for large pmax and very
different dimensions: d = 50 (Figure 4 (a)) and d = 10 (Figure 4 (b)).

Comparing 4 (a) and (b), the dimension does not seem to have a strong impact, or might be
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5.3 Empirical probability: impact of pmax and d

compensated by the stronger impact of the large integrability.

In the large dimension case, the tendency line has a slope of —2.6 which is lower than the theoretical
minimum convergence rate of —#%2 = —2.025 (hence the convergence is faster than the theoretical
bound).

5.3.3 Impact of the number of rebalancing times

In Figure 5, we display the histogram of the realized variance difference for a monthly portfolio
with 10 assets and different V. We see that for N = 1, the realized variance difference is almost
centered around 0 but for N > 4, all the distributions are significantly centered on positive values.
Indeed, in our setting (initial condition following approximately the stationary law), the average
realized variance difference is equal to the renormalized performance gap % which is positive and
deterministic as shown in Proposition 2.1.

|
|
1
=z==z==°
I
S W

T

0.0 0.1 0.2
(RN 4 — Rn,H)/NH in bps

RY g—BN.H

Figure 5: Histograms of { NI with H = 21 for a set of GARCH parameters

}Ne{1,6,9,12}
such that d = 10, pmax = 2.8. Here the variance differences are expressed as the difference in the

realized variance over N rebalancing times of the portfolio, in basis points of daily variance. N =6
corresponds to a variance difference over a six months, between the benchmark portfolio and a

monthly re-updated portfolio. In black dots, we plot the average of w for N = 6 and
H =21.

The z scale is a daily variance measure in basis points. We see that in average, the monthly portfolio
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5.3 Empirical probability: impact of pmax and d

implies a drop of daily variance of 0.02 bps. This variance level has to be put in perspective: we
consider a range of daily variance of [0.06, 5.2] bps in our experiments.

In terms of associated annualized volatility, we can upper bound the volatility difference by the
square-root of the variance difference, which translates to a drop of 1/0.02 x 252/10% = 2.2%.

5.3.4 Impact of the investment period

As mentioned in the comments and interpretations paragraph following our main result, if we are
in the (NH) < C(H/ly)? regime, the asset manager should not bother much using a sophisticated
estimation for V;: a good approximation of V., is enough. In this Subsubsection, we aim at
illustrating this comment. In particular, we aim at answering the question: starting from which
investment period H do we have Ry g > R 5 in half the cases? For this H threshold, we are
indifferent between the stationary and the conditional realized covariance matrices.

We are interested in the evolution of P <RN7H < RJO\,O’ H) for increasing H values. For sake of

simplicity, we consider only one rebalancing of the portfolio (N = 1). For larger N, the probability
levels will be even lower according to the previous experiments and theoretical results, so N =1
can be seen as a worst case-scenario.

In Figure 6, we display the evolution of P (Rl, o< Rcl’OH) with H in months and in log-log scale, for

a universe of 10 assets associated to an integrability of order pmax = 2.8 and a half-life of 39 days
hence approximately 2 months. As previously observed in Figure 3 (same set of parameters), for
H = 21 days (so one month) and N = 1, the probability is 90%. Then the probability is decreasing
with the number of months and it is approximately equal to % when H is equal to one-year and a
half (18 months). The investment period must therefore be as long as 9 times the half-life of the
process for the stationary covariance to be as efficient as the GARCH-based covariance.

90.00% -
87.00%

=== half-life

75.00%

71.00%

60.00%

52.00%

T T T — T
1 2 4 10 12 18
Investment period in months (H)

Figure 6: Empirical probabilities ]/I\D(RL < R{%) as a function of the investment period H for a
set of GARCH parameters such that d = 10, pmax = 2.8, t1/5 = 39 days.

For investment period lower than a year, the GARCH covariance is hence relevant and efficient.
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5.4 Tail exponent Hill estimation

5.4 Tail exponent Hill estimation
From (3.3), there is a C' > 0 independent from N s.t.

) > <
vVNH Y

- ypmax ’
In what follows, we are going to compare our estimation of pyax via numerical method on equation

(5.1) and the one obtained via estimation of the tail exponent of %. To do so, we use the Hill

estimator.

Fnp(y) =P (

Hill estimator

The Hill estimator estimates the distribution tail exponent, e.g. the exponent ~ such that its
complementary cumulative distribution function £ verifies:

= (z)
. L(tz)
where xlggo 0w = 1 for any ¢t > 0.
For Xi,..., X, random variables of cumulative distribution function F', denoting X;, < X3, <

-++ < Xy, the ordered variables, the Hill estimator of order k € N is defined by:

N
—

. 1
7(k) = % (log Xn—i,n - log ank,n)-

Il
o

It converges in probability towards v if k increases with n with k/n — 0 (cf [DHF06, Theorem
n—oo

3.2.4]) and converges asymptotically under a second order condition, as detailed in Appendix A.5.

Reasonable choice of k

Assuming a Fréchet domain of attraction (this is the natural attraction domain for Pareto-like
distributions), we can get an explicit formulation of the asymptotic variance and minimize it in k.
It gives the following optimal k for ~ # 1:

kopt (7, m) = 2 (1 7 n>§ . (5.3)

-

The details on how we get this result is postponed to Appendix A.5. If we expect a certain value
of v, we can plug it in (5.3) to estimate kop;.

Experiment
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6. Conclusion, perspectives
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(a) Histogram of D\]/V’ﬁH for H = 1 and varying N, (b) Hill estimation on 10* simulations of DNT]’VH, for
Pmax = 2.8 and d = 10 assets. H =1 and N = 40, with ppax = 2.8 and d = 10

assets.

D]j\'fl for multiple N and the Gaussian density (black dots) in Figure

We display the histogram of
7a and the Hill estimator 4 (kopt (1/Pmax, 1)) in Figure 7b. We have computed the Hill estimator on

an increasing number of samples, n € {100,200, ...,10 000} of the renormalized martingale l\)/NN’l,
N = 40.
Comments:

e Irom Figure 7a, we see that v N is a good renormalization for the Dy ; martingale. Since
we have finite variance, a Central Limit Theorem seems to be verified.

e From Figure 7b, the Hill estimator is overall close to 1/pmax. We plotted the confidence
interval associated to the Central Limit theorem for the Hill estimator (A.5). 1/pmax is inside
the confidence interval.

6 Conclusion, perspectives

In this work, assuming a time-dependent conditional model on the returns of the form ryz_, ~
N(0,V;), we give the optimal covariance for a given period and time of investment for the minimum
variance problem. Using a decomposition between a martingale and a positive ergodic term, we can
show that our covariance-based portfolio has a lower realized variance than any other benchmark
covariance with a high probability, which is increasing with the number of rebalancing of the
portfolio.

We give an explicit recursion scheme for the computation of this covariance matrix for the specific
GARCH-CCC model. This recursion scheme could be adapted to many other models. We empiri-
cally illustrate our result by computing the empirical probability that the realized variance of our
optimal covariance portfolio is smaller than the one with the stationary covariance matrix. The
experiment results are not in contradiction with our theoretical analysis: we verify the convergence
of the GARCH superperformance probability with the number of rebalancing, at a rate at least
equal to P52 in the large N regime.

The question the practitioner may ask is (when) is it relevant to use this more sophisticated covari-
ance matriz, rather than a simple empirical covariance? Under the assumption that the model is
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1. Appendix

GARCH with known parameters, we have shown that the performance gap goes to zero when the
investment period goes to infinity and the threshold of the investment period for both covariances
to perform equally well seems to be around 10 times the half-life of the process. But we do not
tackle in this work the fact that in practice, the models have to be fitted, leading to estimation
error on the parameters, not to mention model error. We can advocate that estimation error can
still be tackled by taking into account the Gaussian uncertainty on the parameters, stemming from
the central limit behavior of the parameters when the backtest size is large enough.

A Appendix

A.1 Ergodicity and stationarity

Theorem A.1 ([FZ19, Theorem A.1 page 367] ). If (Z;)iez is an ergodic strictly stationary sequence
and if (Yy)iez is defined by
}/;f = f("'uZt—laztazt—l—la"')?

where f is a measurable function from R to R, then (Yi)icz is also an ergodic strictly stationary
sequence.

Theorem A.2 (The ergodic theorem for stationary sequences [FZ19, Theorem A.2]). If (Z)icz is
strictly stationary and ergodic, if f is measurable and if

E[‘f( . .,thl,Zt,ZtJrl, .. )H < 00

then

n

1
*Zf(- s Zt-1, 2, Zeay -+ ) —> BIf( 0, Ze1, 2ty Zea, - L)) acs.

A.2 GARCH-CCC ergodicity

Before recalling Francq and Zakoian’s result on the GARCH-CCC stationarity, let us introduce the
definition of the top Lyapunov exponent.

The GARCH-CCC model (4.1) can be put under the following vector form.

2
Let z; = <;%> € R% and let E; = Diag (ﬁ?) Then z; satisfies the recursion:

zt = by + Az,

where b, = <Eltvw> , A= (EAA EEB> , (A1)

w = {w;}{_;, A =Diag ({a;}{_,), B = Diag ({8i}{_1)-
The top Lyapunov exponent is defined by [FZ19, Theorem 2.3]|:

1
~v:= lim a.s. —log|A;A;—1... A1l
t—00 t
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A.2 GARCH-CCC ergodicity

Theorem A.3 (Strict stationarity of the CCC model [FZ19, Theorem 10.6]). A necessary and
sufficient condition for the existence of a strict stationary and non-anticipative solution process for
the model (4.1) is v < 0, where 7y is the top Lyapunov exponent of the sequence { Ay, t € Z} defined
in (A.1). This stationary and non-anticipative solution, when v < 0, is unique and ergodic.

Explicit v formulation and condition:

Notice that v does not depend on the chosen matricial norm, because norms are equivalent on the
finite dimension space of matrices considered, and if %|.]2 < |.|1 < K|.|2, K > 0,

_ log(K)
t

log(K)

1 1 1
+ ; 10g|AtAt_1 PN A1’2 < E lOg’AtAt_l cee A1|1 < + g log\AtAt_l . A1|2

log(K)

+— vanishes when ¢ goes to infinity.

and by passage to the limit, the term

In what follows, we are going to specify an explicit sufficient condition s.t. v < 0. W.l.o.g., we
consider as matricial norm the infinite norm: |A| = max;<; j<a|4; |, A € R4,

E
We can specify the top Lyapunov condition by noticing that A; can be written as: A; = ( t) (A B) ,

d
and for 1 < s <t, (A B) <Zs> = Diag ({%‘ﬁii + /Bi)}i—1>.

It follows, using the sub-additivity of the infinite norm, that:

(Jij) ﬁDiag ({asiits + 80}, ) (4 B)

log|AiAi—1 ... Ay =log

)

t—1
< log ’ <ljj> ‘ +log|(A B)|+ Zlog ‘Diag ({aiﬁﬁs + Bi}j:1>
s=1

and by the strong law of large numbers, v < Elog ‘Diag ({Oéiﬁ? + ﬁi}j:l) , 1 ~N(0,T).

Taking as matricial norm the infinite norm, the condition

1 2 4 B
Elog gggxd(am@ + i) <0

is a sufficient condition for v < 0.
It can be verified via numerical evaluation for example.
Easier to verify sufficient conditions

Since for fixed 7?: log maxj<;<q(a;f? + Bi) < Z?:l log(oziﬁi2 + BZ), and taking the expectation:

d
~2 ~2 ~2
7 < Elog max (i} + ;) < Z;Elog(ami +5;) <d gggxdElog(ami +55),
1=

the following condition is a sufficient condition for v < 0:

52 )
11;1?§E10g(amz + ﬁl) < 0.

The following condition ensures also the ergodicity condition, as a consequence of the Jensen
inequality on Elog(as7i? + 3;):
a;+ 6 <1, ie{l,...,d}. (A.2)
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A.3 Irreducibility and auxiliary results on the GARCH-CCC

A.3 Irreducibility and auxiliary results on the GARCH-CCC

We will give very explicit arguments which are the main adding of this study, compared to Chap-
ters 3 "Mixing properties of univariate GARCH” and 10 ”Multivariate GARCH” of Francq and
Zakoian’s book [FZ19].

In this subsection, we assume H . am.

The following lemma enables us to prove that S = Hle (ﬁiﬁi,—i-oo) is a stable state space, e.g.

that from any point x € S, we can reach any point as close from 1"“_"2} as wanted in a finite number
of steps.

Lemma A.4. Letxe S = Hle <1”;”1ﬁ2 , +oo). For all ¢ > 0, there exists a finite N. € N such that:

(2

a§=x> >0, Vi=1,...d.

Proof. Applying recursively equation (4.2) on UﬁN, for 02 =x € S, N € N*, with 7, ~ N(0,T),
n=1,...,N—1,

op N = wi + (il + Bi) <w¢ + (il y—o + Bi) (wi 4 -+ + (iff g + B)o7o) >

N-2
= w; (1 (o oy + Bi) e+ H (i N—1—p + Bz)) (A.3)
n=0
N-1
+ H (i} j—1—n + Bi)i.
n=0

Case Vi € {1, R ,d}, 121@ + ¢ > w; + Bix;.

By definition, 07, = w; + (7} + Bi)xi, 7 ~ N(0,T): 01271 can be seen as a function of 7 > 0. For
small values of ﬁ?, with non null probability, w; + 8;x; < 03 1 < 1@61- 4+ c¢: N, =1 works.

Case Ji € {1,...,d}, 1”;”}32, + ¢ < w; + Bix;
Let € > 0 s.t. a;e? + B; < 1. Let us consider the event {|f;,| < en=0,...,N -1, i=1,...,d}.
From (A.3),
N-1
oin Swi Y (i€ + Bi)" + (o€ + Bi) Vg
n=0
_ wil — (aie® + B~
1 — (ai€* + ;)
This quantity goes to W when N goes to infinity.

+ (cu€® + Bi) V.

Given ¢ > 0, let us choose € such that 1_(aii2+ﬁi) <105+ 35

We can take N, finite such that (a;e® + 3;)Vex; < 5
1—(oy€e?+B;)Ne
1—(oi€2+8;)

Py <U§Nc c (1Tiﬂ'7lfi,6‘ +c>> > P ([fiin] <e&n=1,...,Ne, i=1,...,d) > 0.

Then w; + (€ + Bi)Nex; < w"i + ¢ and then

1-8
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A.4 GARCH-CCC density

O]

Corollary A.5 (Irreducibility). The Markov process {o?}icz taking values in S is Lebesgue-
irreducible [MT09, Proposition 4.2.1 (ii)], e.g. for any A C B(S) with strictly positive Lebesgue
measure, for any x € S

Pxlargmin{n > 1| o2 € A} < oc] > 0.

Proof. Let A C B(S), A(A) > 0 (where A(.) denotes the Lebesgue measure) and x € S.
We define 74 := argmin{n > 1| o2 € A}.

Let ¢ > 0 such that A (A N Hl (T2 )) > 0. It exists since

° m—)A(AﬂH?Zl (11_023

>> is increasing when c decreases,

e lim\ (Am e, (lfiﬂi +e, —i—oo)) = A(A) > 0.

Let € and N, defined in lemma A .4 s.t. Py ( OinN. € ( W Wi 4 c)) > (0. Then we can show that
Py(74 = N.+1) > 0.
Indeed,

2 =
Py(oy, 41 € A) > Py <0N+1 EAHH(I—,BZ + ¢, +oo) CINc €H<1_Bz 1-5; >>
_ 2 Wy 2
_E|: P (UNC+1 e AOH (1 —Bi 7+OO) ‘U'Nc> laIQVCEH?: <1wb e ﬂl+c):|

r(ot.)

where p (0']2\,6) > 0 for any 0']2\,6, and {0’12VC € Hg’zl (11“232, 5 + c)} is of non null probability.

Hence Py (74 = N.+ 1) > 0 and {07 }1c7 is Lebesgue-irreducible. O

A.4 GARCH-CCC density

Let 1) be a test function. Let us denote gr the density of 7 ~ N(0,T'). We want to compute the
density of the vector #? = {72} ;:

E (7%) :/ ({33 |5 1) gr <{$z}z 1) dzy...dzg
- Z / {I |5 1) gr <{$Z}Z_ )dxl...dxd.

1<z<d
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A.5 Hill estimator

We denote s; = £ sign symbol denoting the part of R interval on which z; is integrated. We can
make a change of variable: denoting

{ x; if s; =+,
2 =

—Xy if S; = —,
and ¢g s.t. = ¢s(z), with s = (s1,...,84) then

Z /R+)d (=} 1) gr (¢s(2))dzy ...dzg.

1<z<d

Taking u; = 2;2, by change of variable, we retrieve ? density:

=2 / o () gr (96 (Tvaiy) ) <ﬁ2 f) dus ... dug.

1<i<d

Denoting p the density of 72,
d
_ —d 1
p(u) - Siz:;: gr <¢s ({ Uz}i:l)) <H 2\/u—i1ui>0> .
1<i<d

Properties: p is continuous and positive on (R*Jr)d.

Let us derive the density of o?|o? ; = x. By definition of o7, it is equal to the density of
{wi + (culif + Bi)wi}y, for n ~ N(0,T).

Denoting ¢ a test function, by the change of variable v; = w; + (c;u; + 5;) s,

E [qﬁ(a?)\at{l =z| = /]Rd d({w; + (oyus + By Y )p(u)duy . . . dug

d
v — w; — Pix; 1
_ | | | . ;) dvt ... dug.
Rd ¢(U) p ({ aimi }) P O[/L'LEZ' (wz+ﬁzm27+oo) (/U ) Ul Ud

Hence

d
Vi — wi — Bz 1
g0 = ({ P2 TT o (0 (A1)
Al 2 Z:1 T

A.5 Hill estimator

Second order condition

Denoting U(y) = Fﬁl(l/y), we say that U satisfies a second order condition if there exists v > 0,
p <0 and A of constant sign, tlim A(t) =0 s.t.
—00

o[-

t—o00 P
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A.6 Additional properties

Under second order condition, if additionally vEA(n/k) —— A < oo, lim £ = @ = 0 and

n—oo

lim k = 400, then the Hill estimator satisfies a Central Limit Theorem [DHF06, Theorem 3.2.5] :

n—oo

VEGn =) D N/ = p),42). (A.5)

n—oo

Choice of k£ to minimize the asymptotic MSE
From [DHF06, equation 3.2.13 p.77], the asymptotic mean-squared error is given by

v A%(n/k)
asMSE = o + T (A.6)

Fraga Alves et al [FAGAHNO07] propose an explicit function A and constant p in the case of Fréchet
attraction domain in their Example 4.3, for v # 1:

1—
At) = —T’Y and p=—1 (A7)

Minimizing the asymptotic MSE for these functions, we get:

oy =2 —1 ‘ A8
opt = <1_77’L> . ( )

In particular, for k = kops, VEA(n/k) = —/27 < 00, so the Central Limit Theorem (A.5) holds.

Proof. Plugging (A.7) in the asymptotic MSE equation (A.6), we get:

2 2 2 2
S Y o 1—n 2
asM3 k+4(2n/kz) k+<4n>

Its derivative in k is:

2 - 2 2 o 2
8asMSE:_'y+2<1 7) k:—7+1<1 7) i

ok k2 4dn

f M is given by (A.R).

O]

which is positive for k > ko, and negative k < kop, where ko zero o

A.6 Additional properties

Extension of the Lyapunov condition to the lagged chain

This paragraph is dedicated to the extension of the Lyapunov condition H, to lagged Markov
Chains, e.g. the fact that if we have a Lyapunov condition H, for {V;};>1 then we have H, for
lagged chain {Vig }+>1, H € N*.

In Meyn and Tweedie’s book, the statement that the extension is possible can be found in [MT09,
Theorem 15.3.4] page 383.
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A.6 Additional properties

First, let us notice that the notion of H-skeleton and H-lagged Markov chain coincide. Skeletons
are defined page 62 in [MT09] as the chain V) with transition law:
P(Vigy1 € A|Vi = 2) = P (z, A), A cC B(S).
Hence it is the same Markov chain than {Vig41}rens.
Let us recall Meyn and Tweedie’s result:

Theorem A.6 (Extension of H, to lagged processes [MT09, Theorem 15.3.4]). Suppose that V is
a ®-irreducible and aperiodic. If V satisfied Hy with a petite set C then for any H-skeleton, the
function L also satisfies Hy for some set C' which is petite for the H-skeleton.

The Meyn and Tweedie’s result is a qualitative result. In what follows, we give a quantitative result
on the extension of the Lyapunov condition to lagged Markov chains, in which the Lyapunov drift
condition constants for the lagged process are explicit. In this way, we can quantify explicitly the
dependence of the constant in the lag period H.

Proposition A.7 (Lyapunov condition for lagged Markov chain). Assume that the Lyapunov drift
criteria Hy is verified for {Vi,t € N*}. Then, for any H € N*, the H-lagged chain {V,f4+1,n € N*}
also satisfies a drift condition:

E [,C(VH+1)‘V1 = x] <dg .C(a:) + lexec(H).

where
1461

dy = , CM =cu{z eS|zl <RI},

1—6H 1-¢H
b == b - [’ 9
w= s (V5 - ew)

H

and RH) > 0 s.t. for every x € S s.t. |z| > RH), %

sH-1
L(z) > b=

Proof. Let H € N* be fixed. Let P denotes the transition kernel associated to {V;}: using standard
Markov chain notations, E [g(V2)|Vi = z] = Pg(z), E [g(Vi41)|Vi = 2] = PHg(x). We want to
show that there is a dy € (0,1), a constant by and a set C) s.t. for all z € S:

PH L(zx) <dpg L(x) +balom) (x).

Let’s apply recursively the initial drift criteria equation Hy: P L(x) < § L(z) +blc(x). We get, for
reS:

P2L(x) < P (6 L(z)+ ble(z)) = 0P L(x) + bP(x,C)

(
< 62 L(x) + oble(z) + bP(z,C)
< 82 L(z) + b+ oble(x),
P3L(x) <8 L(2) + b+ b+ 5%blc(x),
H-2
PHL(z) <M L(x)+b> 6+ 67 b1e(x)
k=0
1— 5H71
=6 L(z) + b5+ S 11 (). (A.9)
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A.6 Additional properties

Let dyg = # € (0,1) since § € (0,1). Let RHA) > 0 st. forall z € S, (Jz| > RH)) =
<l)1_1‘5j16_1 < 1_25H E(:L’)) (it exists since le‘ii?ooﬁ(g:) =+400). Let CH) =cu{zreS } lz| < RUD},

Then, outside CH), using the trick 67 = # — %, since |z| > RU),

1—6H1 1467 1=t 1 -4M

H
0" L(x)+b =5 = 3 L(z)+Db T3 5 L(z)
<0
1+ 67
< +2 L(z) = dy L(z).
For z € C(H),
H H 1=6"1
1— 5H—1
=dy L(z) + (6" —dy) L(z) + b———+ sH=1p,
Making the simplification: bl*l‘s_H(;_1 +o6H-1p = blfff and 67 —dy = 61 — # = — 1*25H, denoting
1-67 167
by = b —
v (5 )

then

1—5H_1—5H
1—96 2

PH L(z) < dy L(z) + (b [Z(x)) <dy L(x) + by.

Thus the wanted inequality P £(z) < dy L(z) + byl () is satisfied.

The following proposition can be found in [MT09, Proposition 5.4.5 - (iii)] page 114.

Proposition A.8 (Extension of Hs to lagged processes ). Suppose that V is a ®-irreducible Markov
chain. If V is aperiodic then every skeleton is ®-irreducible and aperiodic.

Theorem A.9 (Burkholder’s inequality [HH80, Theorem 2.10] ). Let {S;, Fi,1 < i < n} be a
real-valued martingale, and 1 < p < co. Denoting X1 = 51 and X; = 5; — 5;-1,2 < i < n, then
there exist constants c(p) and Cf depending only on p such that

n
>
=1

where suitable constants are given by c(p)*1 = (18p1/2q)p and Cf = (18pq1/2)p, where p~ 1 +q¢71 =
1.

p/2 n
Sn > X7

=1

C(p)E[

<k

b B
<z

p/2
] (A.10
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