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Abstract
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Essays on the econometric modelling of temporal networks

by Matteo IACOPINI

Graph theory has long been studied in mathematics and probability as a tool for describing
dependence between nodes. However, only recently it has been implemented on data, givin
birth to the statistical analysis of real networks.

The topology of economic and financial networks is remarkably complex: it is generally
unobserved, thus requiring adequate inferential procedures for it estimation, moreover not
only the nodes, but the structure of dependence itself evolves over time. Statistical and
econometric tools for modelling the dynamics of change of the network structure are lacking,
despite their increasing requirement in several fields of research. At the same time, with the
beginning of the era of “Big data” the size of available datasets is becoming increasingly
high and their internal structure is growing in complexity, hampering traditional inferential
processes in multiple cases.

This thesis aims at contributing to this newborn field of literature which joins probability,
economics, physics and sociology by proposing novel statistical and econometric method-
ologies for the study of the temporal evolution of network structures of medium-high di-
mension.
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Abstract
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by Matteo IACOPINI

La théorie des graphes a longtemps été étudiée en mathématiques et en probabilité en tant
qu’outil pour décrire la dépendance entre les nceuds. Cependant, ce n’est que récemment
qu’elle a été mise en ceuvre sur des données, donnant naissance a l’analyse statistique des
réseaux réels.

La topologie des réseaux économiques et financiers est remarquablement complexe: elle
n’est généralement pas observée, et elle nécessite ainsi des procédures inférentielles adéquates
pour son estimation, d’ailleurs non seulement les nceuds, mais la structure de la dépendance
elle-méme évolue dans le temps. Des outils statistiques et économétriques pour modéliser la
dynamique de changement de la structure du réseau font défaut, malgré leurs besoins crois-
sants dans plusieurs domaines de recherche. En méme temps, avec le début de 1'ere des
“Big data”, la taille des ensembles de données disponibles devient de plus en plus élevée et
leur structure interne devient de plus en plus complexe, entravant les processus inférentiels
traditionnels dans plusieurs cas.

Cette these a pour but de contribuer a ce nouveau champ littéraire qui associe proba-
bilités, économie, physique et sociologie en proposant de nouvelles méthodologies statis-
tiques et économétriques pour 1'étude de 1'évolution temporelle des structures en réseau de
moyenne et haute dimension.
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Chapter 1

Introduction

The secret of getting ahead is getting started.

MARK TWAIN

Statistics is the grammar of science.

KARL PEARSON

Mathematicians do not study objects, but relations
between objects.

HENRI POINCARE

1.1 Preliminaries

This section is devoted to the introduction and description of some classes of complex or
structured datasets, whose relevance to the econometric and statistical research has greatly
increased in the last years. “Structured” data are those possessing an intrinsic or natu-
ral structure, which is reflected, for instance, in the way the data is collected (e.g., panel
data) or in the type of object under study (e.g., images, input-output tables, or even three-
dimensional objects). The term “complex” instead refers to the situation in which the data
cannot be easily visualized, treated and interpreted by means of standard multivariate statis-
tics tools.

1.1.1 Networks

Historically, the study of networks has been mainly the domain of a branch of discrete math-
ematics known as graph theory (see Bollobas (2012), Bollobas (2013) in mathematics, Lau-
ritzen (1996), Whittaker (2009) in statistics, Jackson (2010) in economics and Diebold and Yil-
maz (2015) in finance). In addition to the developments in mathematical graph theory, the
research on networks has seen important achievements in some specialized contexts such as,
economics, finance and social sciences, just to mention a few. The interconnections among
economic agents have different interpretation according to the specific application, which
ranges from trade between firms or countries, to personal relations among individuals, as
well as to bilateral exposures among financial institutions.

The last decade has witnessed the birth of a new movement of interest and research in the
study of complex networks (i.e. networks whose structure is irregular, complex and dynam-
ically evolving in time), with the main focus moving from the analysis of small graphs to that
of systems with thousands of nodes, and with a renewed attention on the properties of dy-
namic networks. The seminal papers of Watts and Strogatz (1998) and Barabési and Albert
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(1999) have triggered this flurry of activity within the physics’ community at the beginning
of the 2000s, however it is right after the outbreak of the 2007 financial crisis that network
analysis has attracted significant interest from several other areas of research, such as eco-
nomics, econometrics, statistics and finance. In fact, the global financial crisis has shown that
liquidity and valuation shocks may quickly propagate across the economic system through
the linkages among the financial institutions operating in different markets, thus causing
widespread losses with sizeable cascade effects. Consequently, understanding the dynam-
ics of the linkages between institutions has become of paramount importance especially for
policy-makers, both aiming at preventing an increase of the systemic risk and at improving
the effectivness of forecasting tools about contagion and spillover effects (see Forbes and
Rigobon (2001) and Forbes and Rigobon (2002) for a definition of financial contagion and
brief review).

Many authors have found the complex interconnections between financial institutions
or economic sectors to be the vulnerabilities responsible for the amplification of shocks, for
instance, see Acemoglu et al. (2012), Gabaix (2011), Gai et al. (2011), Billio et al. (2012), Ace-
moglu et al. (2016), Billio et al. (2015b)). All these approaches exploit the notion of graphical
structure, or network!, to represent the interdependencies between financial or economic
institutions. The need for understanding and mastering this class of objects is becoming
crucial in economics and finance, as well as in many other fields, such as image and signal
processing, biology and sociology.

The main motivation for the use of networks is that many real-world systems are too
complex and intricate for humans to learn from, thus a compact yet flexible tool is needed
for the identification of the main characteristics of such systems. The principal scope of net-
works is to provide a suitable framework for representing the relationships between a set
of variables (or agents) in a complex system. Thanks to suitable visualization tools, graph-
ics are able to provide an intuitive interpretation of these interactions by shading light on
the direct and indirect connections among the agents. The knowledge of linkages is fun-
damental since they represent the channel through which phenomena hitting a single node
subsequently propagate to the others, over space and time. Moreover, the knowledge of
the network topology permits to precisely identify the role of the key linkages (and nodes)
in this transmission process, as opposed to standard multivariate econometric tools. Con-
sidered together, these features represent the main drivers of the success of networks and
graphical models especially in analysing contagion and systemic risk, and, more generally,
in the description of complex dependence structures between economic variables.

Recently, network analysis has been further supported by a series of papers that have
shown its in- and out-of-sample superior performance over traditional, correlation-based
approaches (see Forbes and Rigobon (2001), Forbes and Rigobon (2002), Billio et al. (2012)
and Diebold and Yilmaz (2014) among others). The analysis and modelling of economic
and financial networks is currently a challenging area of research (e.g., see Schweitzer et al.
(2009) and Diebold and Yilmaz (2015)). In economics, the seminal works by Acemoglu et al.
(2012) and Gabaix (2011) have shed light on the role of sectoral interconnections in spread-
ing the idiosyncratic shocks and, consequently, in generating significant fluctuations at the
macro level. Network analysis has also proven to be a powerful tool for understanding the
systemic vulnerabilities of the economic and financial systems. Acemoglu et al. (2015), Ace-
moglu et al. (2016) and Battiston et al. (2012) studied the role of the network topology in
negative shock transmission (or contagion) and its contribution to the determination of sys-
temic risk. Other authors have used graphical models for highlighting the structure of in-
terconnections among financial markets and the fundamental macroeconomic sectors (e.g.,
see Kali and Reyes (2010)) and for explaining the relations among financial asset returns
and volatilities (Diebold and Yilmaz (2014)). Several other networks have been analysed in

IThe terms “graph” and “network” will be used interchangeably in the rest of the thesis, despite they pertain to differ-
ent fields of study. Mathematics and probability use the word graph to refer to an abstract entity, whereas physics, applied
statistics and social sciences adopt the term network and refer to a precise observed object, either directly observed or
inferred from available data.
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recent years: Battiston et al. (2007) studied the structure of the international financial net-
work given by direct investments; Vitali et al. (2011) performed a micro-level analysis by
exploiting data on corporate controls; networks with bipartite structure of the edges have
been studied by Tumminello et al. (2011), whereas Bonanno et al. (2004) discussed the char-
acteristics of a financial network inferred from equity data, rather than returns.

As many economic and financial networks are not observed, often the latent structure
must be inferred from data. Early studies in econometrics thus focused on the definition of
algorithms for the estimation of the graphical structure from financial from time series, by
means of Granger non-causality or other suitable conditional independence testing proce-
dures (e.g., see Billio et al. (2012), Barigozzi and Brownlees (2016)). Gaussian graphical mod-
els have been widely used in statistics as an instrument for both estimating and modelling
a latent network. Thanks to the properties of the normal distribution, all the dependence
between the random variables is encoded in the covariance matrix, thus reducing the pro-
cess of network extraction to the estimation of the covariance (or the precision) matrix of the
joint distribution. Several approaches have been proposed in the literature to solve this task,
both in the frequentist and in the Bayesian framework (e.g., see Yuan and Lin (2007), Ra-
jaratnam et al. (2008), Wang and West (2009), Carvalho and West (2007), Giudici and Spelta
(2016), Jones and West (2005), Scott and Carvalho (2008), Cerchiello and Giudici (2016), Wang
et al. (2011), Yoshida and West (2010)). With the aim of scaling with high-dimensional
datasets, Friedman et al. (2008) and Meinshausen and Biihlmann (2006) proposed a graphi-
cal lasso estimator for inferring large but sparse covariance matrices (see Wang (2012) for a
Bayesian approach), whereas Brownlees et al. (2017) developed a similar regularized estima-
tion procedure for the realized precision matrix estimated from high-frequency data. On the
other side, Carvalho et al. (2007) and Dellaportas et al. (2003) proposed two Bayesian esti-
mation procedures applicable, respectively, under the assumption that the underlying graph
is decomposable or not. The introduction of observed or inferred graphical structures has
greatly improved the performance of financial econometric models both in terms of fitting
and forecasting and has favoured thorough studies on financial contagion and systemic risk
(e.g., see Carvalho and West (2007), Ahelegbey et al. (2016a), Ahelegbey et al. (2016b), Corsi
et al. (2015), Hautsch et al. (2014), Billio et al. (2015b), Caporin et al. (2017)). Under simi-
lar assumptions structural instabilities in graphical models have been considered in Bianchi
et al. (2018).

The range of empirical findings from this stream of literature is huge and varies accord-
ing to the specific application under study. Nonetheless, several authors (e.g., see Fagiolo
et al. (2010), Billio et al. (2012), Chinazzi et al. (2013), Billio et al. (2015a)) have found a char-
acteristic that is common to many economic and financial networks: the temporal change
of their topological structure. The implications of this stylized fact are remarkable. As the
graph represents the set of dependence relations between the variables of interest, its change
signals the variation of the interconnections and, consequently, of the financial and economic
implications that it carries on. For instance, as shown in Acemoglu et al. (2015), the systemic
risk varies according to the topology of the underlying network, thus a structural change of
system of interconnections represented by the graph may imply a significant change of the
systemic risk.

These findings have stressed the need for a set of suitable statistical frameworks able
to describe its most relevant characteristics and their economic and financial externalities.
There exist several approaches for network modelling in social sciences, starting from the
Bernoulli random graph of Erdos and Rényi (1959) and including exponential random graph
models, or ERGMs (Frank and Strauss (1986), Holland and Leinhardt (1981), Robins et al.
(2007), Caimo and Friel (2011), Thiemichen et al. (2016)), latent space models (Handcock
et al. (2007), Hoff et al. (2002), Rastelli et al. (2016), Friel et al. (2016)), stochastic block models
(Nowicki and Snijders (2001), Wang and Wong (1987)) and their extension to mixed member-
ship models (Airoldi et al. (2008)). The class exponential random graph models is concerned
with the specification of a generative model for random graphs which is able to replicate a
set of network characteristics as reported by user-defined statistics. Instead, stochastic block
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and mixed membership models focus on the identification of clusters of nodes, that is blocks
of nodes which are characterized by high degree of intra-component connectivity and low
inter-component connections. Finally, latent space approaches aim to embed network infor-
mation into some (usually low dimensional) latent space, which is sometimes interpreted as
the space of individual node’s unobserved features. The low dimensionality of this space
is exploited to perform the statistical network analysis before projecting the results back
into the original space. A compelling review of statistical models for social networks can
be found in Kolaczyk (2009), Goldenberg et al. (2010) and Jackson (2010), whereas de Paula
(2017) presents a summary of the major models of network formation used in economics.

In a fundamental recent work, Caron and Fox (2017) defined a new model for sparse
undirected random graphs, building on the notions of random measures used in Bayesian
nonparametrics and on edge exchangeability (see also Veitch and Roy (2015), Borgs et al.
(2016) and Cai et al. (2016) for other works founded on edge exchangeability). This remark-
able contribution bridges in fact the gap between existing random graph models, which
were suited for the generation and representation of dense graphs, and many real world
networks which have been found to be sparse (see Caron and Fox (2017) for some exam-
ples). Subsequent extensions of this baseline model were aimed at introducing further struc-
ture in the generating mechanism, thus allowing the resulting graph to reproduce the main
features of real world networks. Williamson (2016) extended the original model of Caron
and Fox (2017) for allowing clustering of the edges, with the aim of improving forecasting
performance, then she applied the method on the Enron e-mail dataset. The contempora-
neous work by Todeschini and Caron (2016), instead, proposes a framework where nodes
(i.e. airports) group together forming communities” (i.e. hubs). Finally, Palla et al. (2016)
introduced temporal dependence in discrete time between two realizations of the random
graph process, then applied the method for the study of three high-dimensional single-layer
temporal networks.

The statistical approaches mentioned above provide effective methods for studying some
specific network characteristics, but all of them share a common feature: they are designed
for the study of static networks. They are useful in the analysis of a single, or an independent
sequence of graphs, and do not give any tool for capturing the dynamic features of the
underlying structure.

1.1.2 Temporal and multi-layer networks

A step forward in this direction has been done by a second generation of statistical network
models, explicitly designed to account for the time varying topology (e.g., see Wehmuth
etal. (2015) and Holme and Saramaéki (2013) for a compelling review and Fig. 1.1 for a visual
example). This stream of literature has originated in physics and focuses on the definition
of network statistics able to describe the features of the graph which stem from its dynam-
ical nature. The main interest here is the identification of the most important features of a
temporally evolving graph, with the aim of proposing a generative random graph model
able to reproduce synthetic characteristics of observed networks. Having this goal, many
works such as Holme (2005) and Holme and Saramdki (2012) do not properly investigate
the dynamics of the network, but consider the temporal dimension as an additional source
of information to be exploited for defining more accurate network statistics.

In parallel, the economic community has started to study dynamic graphs from a dif-
ferent perspective, which is closer to the point of view of this thesis. Recent studies such
as Zhou et al. (2010) and Konig et al. (2017) proposed a framework for inferring a time
varying network structure from the data. This field of literature is mainly concerned with
the estimation of a temporally evolving adjacency matrix that encodes the network struc-
ture (for example, Nakajima and West (2015), Brauning and Koopman (2016), Giraitis et al.
(2016), Kolar et al. (2010)). Building on the work of Frank and Strauss (1986), Robins and

2Their identification relies on external additional information.
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FIGURE 1.1: Temporal snapshots of a time varying single-layer network, starting

from t = 1 (top left) to t = 10 (bottom right). Directed edges are clockwise ori-

ented and coloured according to the corresponding weight (red for positive, blue
for negative.

Pattison (2001) proposed a version of the p* model for temporal random graphs, by using
the network structure in one period as predictor for the next period’s. Some authors have
adopted a different perspective and have extended the class of exponential random graph
models to encompass also temporal information though the definition of the family of tem-
poral exponential random graph models, or TERGMs (e.g., see Hanneke et al. (2010), Kriv-
itsky and Handcock (2014)). Another path has been followed by Sewell and Chen (2015),
who generalized latent space models by allowing the nodes projected into the latent space
to follow a temporal trajectory.

Recently, Mazzarisi et al. (2017) proposed a model which combines the intuitions of latent
variables and autoregressive dynamics, by assuming a dynamic model of network formation
where the edge’s probability depends both on its existence during the previous period and
on the unobserved nodes’ features. Conversely, Betancourt et al. (2017) specified a model for
the joint probability of couples of edges of a dynamic binary network in terms of individual
edges’ propensity to form a link.

The concept of network presented up to this point pertains a structure with a single
layer (or stratum). However, in the real world there are situations where the same agents or
entities are repeatedly observed according to a different criteria. For example, the friendship
relations among the same collection of individuals may be traced on several on-line social
networks, each one representing a specific layer. By collecting together all the layers (or
strata) a multi-layer (or multiplex) network® is obtained (see Boccaletti et al. (2014), Kivela
et al. (2014) and Dickison et al. (2016) for a review). The degree of complexity of these
structures can be significantly higher than the single-layer counterpart, due to the possible
interconnections that may exist between the nodes or the edges belonging to different layers.
For the same reason, however, multi-layer graphs are a very flexible tool apt for modelling
complex real world phenomena in several, and apparently unrelated, disciplines.

Multiplex networks have been introduced in applied studies only in the last decade,
nonetheless their usefulness as a statistical tool in modelling has fostered their rapid growth
in popularity and currently multi-layer graphs are among the main instruments for repre-
senting and studying the behaviour of complex systems. One of the most important domain
of application pertains the assessment of systemic risk (e.g., Montagna and Kok (2016), Al-
dasoro and Alves (2016) and Poledna et al. (2015)) and the identification of contagion chan-
nels (e.g., Mistrulli (2011)) in the interbank network, where the different layers represent
several types of bilateral exposures. A different research question that has been addressed
pertains the identification of hidden communities (e.g., Barigozzi et al. (2011), Gurtner et al.

31n the particular case where the subjects are the same over all layers, the multi-layer network is said to be node-aligned.
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(2014), Bazzi et al. (2016)). Instead, Bargigli et al. (2015) and Cozzo et al. (2016) focused
on the definition of suitable metrics and network statistics able to provide a synthetic de-
scription of the main features of multi-layer graphs and found that, in general, even the
standard measures used in single-layer network analysis may yield significantly different
results when applied in this context.

The introduction of several layers allows to answer many interesting research ques-
tions in other, related fields. A line of research which joins applied probability, finance
and epidemiology is concerned with the study of diffusion (or spreading) processes along
the paths identified by the links of a network. From this perspective, Kiveld et al. (2012)
and De Domenico et al. (2016) studied the characteristics of a spreading process which per-
colates across the layers of a multiplex network and revealed some channels of contagion
which single-layer graphs failed to detect.

Other scientific domains where the introduction of multiplex networks has represented a
turning point of the research include neuroimaging and medicine. Here, multiplex networks
provided a better description of human brain (e.g., see Battiston et al. (2017), Beckmann and
Smith (2005), Estienne et al. (2001), Miwakeichi et al. (2004), Davidson et al. (2013), Damoi-
seaux et al. (2006), Rubinov and Sporns (2010)), transportation (Gallotti and Barthelemy
(2015)) and social network analysis (e.g., Acar et al. (2006), Acar et al. (2005), Kolda et al.
(2005), Murase et al. (2014)).

As for economic and financial networks, also their temporal and multi-layer counter-
parts are generally not observed, thus calling for statistical procedures for extracting net-
works from data. However, the additional features embedded by these two classes, namely
time variations and multiple layers, call for different estimation techniques. In this con-
text few results are available in the literature: Hanneke et al. (2010) and Pensky (2016) de-
signed a procedure valid only for temporal exponential random graphs and graphons, re-
spectively, whereas Oselio et al. (2014) and Stanley et al. (2016) considered multi-layer and
multiplex stochastic block models, respectively. The two approaches which can have wider
range of applicability have been suggested in the recent papers of Nakajima and West (2015)
and Bianchi et al. (2018).

1.1.3 Multi-dimensional datasets

Most statistical methods are used to analyse the scores of objects (for example subjects,
groups, countries) on a number of features, or variables, and the resulting data can be ar-
ranged in a 2-order array, or matrix. However, nowadays data are often far more complex.
For example, the data may have been collected under a number of conditions and at several
time stamps. When another profile or dimension is considered in addition to the previ-
ous two (i.e. subject and features), then the data become 3-order arrays, or more generally,
multi-way arrays* (see Fig. 1.2). In such a case, there is a matrix for each condition, thus the
data can be naturally arranged by stacking one matrix behind the other in to form an hyper-
rectangle, or 3-order tensor (see Appendix A.1 for a formal definition). As more dimensions
are added to the data, it is possible to iterate the same procedure and obtain higher-order
tensors or multi-way arrays (see Fig. 1.3 for an example). The collection of mathematical
and statistical techniques designed to deal with and analyze multi-way data are referred to
as tensor calculus (see Hackbusch (2012)) and multi-way methods (see Smilde et al. (2005)),
respectively. We refer to Appendix A.1 for further details.

As opposed to tensor analysis (see Appendix A.1 for an introduction on tensor operators
and decompositions), which deals directly with array-valued data without need of trans-
forming them, both multivariate or matrix models require to firstly vectorize or matricize
the array of data. In both cases the idea is to reshape the data into a long vector or a matrix,
respectively, thus eliminating all the remaining dimensions. This has two main implications:
tirst, it precludes the exploitation of any information naturally embedded in the structure of

“In this thesis we use the terms “tensor” and “array” interchangeably. The origins of the first term are related to
mathematics and physics, while the latter is more commonly used in computer science.
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FIGURE 1.2: Example of 2-order (i.e. matrix or two-way) and 3-order (i.e. tensor
or three-way) arrays.
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FIGURE 1.3: Example of tensor, from 1-order (top left) to 6-order (bottom-right).

the raw data; second, the transformed variables may still be too big for standard methods to
apply.

Multi-country panels. Many economic data have been collected for years in the shape of
long vectors or matrices. One of the most well-known example of matrix-variate dataset re-
gards country-level sectoral input-output tables, which report the bilateral inflow and out-
flow of goods and services between any sector of a national economy. Recently, the higher
computational capacity, the bigger storage capacities and the creation of the European Eco-
nomic Union’ have greatly fostered the development of this kind of data. The harmoniza-
tion of the standards has permitted to merge together the information from several countries
and to build world or multi-country input-output tables (see Timmer et al. (2015) for an intro-
duction), which consist of a time series of sectoral input-output tables, for different coun-
tries. The nature of these datasets is clearly high-dimensional: the cross-sectional country
level is divided according to the sectors of the economy and observed over time. Therefore,
it seems evident that for effectively exploit the entire potential of these data it is first of all
necessary to represent, store and manage these complex and high-dimensional objects in a
proper way. Early studies using multi-country input-output tables (e.g., see Dietzenbacher
et al. (2013), Lenzen et al. (2010), Lenzen et al. (2004), Wixted et al. (2006), Sanz Diaz et al.
(2015)) have tried to exploit matrix tools for performing statistical analysis, but novel and
more accurate and results are expected from the introduction and exploitation of appropri-
ate structures for the variables.

The last decade has also been characterized by the increasingly availability of data on in-
ternational trade (for example, from UN COMTRADE®), which collect bilateral import/export
relations divided by commodity and over time, and international capital flows (for exam-
ple, form the Bank of International Settlements’), that report bilateral inflows/outflows of
financial capital divided by type and over time. These data have the intrinsic structure of a

SNonetheless, analogous datasets are currently available for many countries worldwide (e.g. see
http:/ /www.oecd.org/sti/ind/inter-country-input-output-tables.htm).

bhttps:/ /comtrade.un.org

7https: / /www.bis.org/index.htm
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4-dimensional array (for example, a typical entry of the international trade dataset is repre-
sented by the tuple country, country, commodity, time). This is the main reason why models
based on vectors and matrices are unable to provide an accurate representation, thus requir-
ing the introduction of novel constructions for performing meaningful statistical analyses.
During the last decade, these datasets have been subject to a thorough study aimed at uncov-
ering its topological characteristics and their temporal change, at identifying hidden com-
munities of countries and at defining new significative measure of synthesis of the network
structure (for instance, see the papers by Barigozzi et al. (2011), Zhu et al. (2014), Fagiolo
(2010), Schiavo et al. (2010), Fagiolo et al. (2008), Fagiolo et al. (2009), Hidalgo and Haus-
mann (2009) and Squartini et al. (2011)). The COMTRADE dataset has also been utilized for
studying the resilience of the international trade network to external shocks and the tempo-
ral change of its topology (e.g., see Chinazzi et al. (2013), Fagiolo et al. (2010), Kharrazi et al.
(2017) and Meyfroidt et al. (2010)).

Another relevant field of research in economics hinges on multi-country datasets for un-
dertaking macroeconomic analysis and supporting policy-makers in forecasting. The class
of multi-country panel vector autoregressive (VAR) models, introduced by Canova and Ci-
ccarelli (2004), have become increasingly popular during the last decade and are currently
one of the most relevant tools for macro-econometric studies (e.g., see Love and Zicchino
(2006), Canova and Ciccarelli (2009), Canova et al. (2007), Canova et al. (2012), Canova
and Ciccarelli (2013), Grossmann et al. (2014), Koop and Korobilis (2016), Lof and Mali-
nen (2014), Billio et al. (2016)). Other researchers used multi-country panel data mainly
for the sake of forecasting and time series analysis (e.g., see Korobilis (2016), Chudik et al.
(2016), Sarantis and Stewart (2001), Weber and Matthews (2007)). All the mentioned mod-
els are able to exploit only a fraction of the available information, since they are essentially
multivariate dynamic models, and are unable to cope with the high-dimensionality of the
dataset. Furthermore, the process of vectorization of array-valued data implies that all in-
fomation naturally embedded in its structure is lost, thus empowering the efficiency of the
statistical analysis. The state-of-the-art on macroeconometric models consists in VAR mod-
els with deterministic (i.e. panel VAR) or stochastic (i.e. compressed VAR, see Koop et al.
(2018), graphical VAR, see Ahelegbey et al. (2016a), stochastic search for VAR restrictions,
see George et al. (2008)) restrictions aimed at reducing the dimension of the parameter space.
Neither approach is fully satisfactory, since all are currently unable to fully exploit the orig-
inal structure of the data.

Volatility surface. In the field of financial econometrics, the study of the implied volatility
surface has attracted particular attention in the recent years (see Gatheral (2011) for a re-
view). Implied volatility differs from historical (or realized) volatility. The latter is a direct
measure of the movement of the corresponding underling’s price over recent history; by
contrast, implied volatility is determined by the market price of a derivative contract and
not the underlying (thus there exists several implied volatilities for the same underlying).
The implied volatility surface is the implied volatility of European options on a particular
asset viewed as a function of strike price and time to maturity (Gatheral (2011)). Several
parametric and semi-parametric methods have been proposed for estimating this bivariate
function (see Homescu (2011) and Fengler (2012) for a review), alternatively nonparametric
estimation via spline interpolation proved to be a valid alternative (Bliss and Panigirtzoglou
(2002), Casarin et al. (2015)). In the following example, without loss of generality consider
the latter approach (a similar reasoning holds also in the other cases). In all cases, the raw
datasets consists of a discrete grid where each point is a tuple of implied volatility corre-
sponding to a strike price at a given time to maturity. From this it is evident that the data
is a three-dimensional object with a precise structure encoded by the definition of implied
volatility surface.

In addition, the level of implied volatilities has been found to change over time (e.g.,
see Skiadopoulos et al. (2000)), thus continuously deforming the volatility surface. Nonethe-
less, recent studies (e.g., Cont and Da Fonseca (2002), Daglish et al. (2007), Fengler et al.
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(2007), Vergote and Gutiérrez (2012), Casarin et al. (2015)) have ignored the natural tuple-
structure of the volatility surface focusing only on the modelling in one or two dimensions
the volatility.

Social networks. Complex data structures also arise in extracting relationships in social
networks (see Scott (2017), Wasserman and Faust (1994), Jackson (2010)). The main pur-
pose of this analysis is to discover and characterize the hidden structures in social networks
(Borgatti et al. (2009)): for instance, extracting communication patterns among people or
within organizations. Despite the different purpose and the fact that, in general, social net-
works are directly observed (or at least data on them can be collected more accurately then
in finance), they share some similarities with the economic and financial counterparts pre-
viously presented. Most important of all, the fact that the raw data are collected in the same
shape, that is of matrices or higher-order arrays. For example, Acar et al. (2005) and Acar
et al. (2006) studied a chat room communication dataset, where each datum corresponds to
the tuple users, keywords and time samples, thus representing a 3-order tensor as a whole.
Similarly, Kolda et al. (2005) in studying web links has dealt with a three-dimensional array,
with dimensions corresponding to web pages, web pages and anchor text, respectively.

The study of social networks has remarkable implications in several related fields of
study, such as economics (e.g., Calvo-Armengol and Jackson (2004), Jackson (2010)) and
medicine (e.g., Christakis and Fowler (2008)). Several studies have been proposed to un-
cover the mechanisms of link formation and the dynamics of the network in general (e.g.,
see Jackson and Watts (2002), Jackson and Wolinsky (1996)), mostly by modelling the be-
haviour of the single agents (i.e. the nodes of the network) and their relationships with each
other (i.e. the edges). It is worthy to stress that social network data is generally richer than
its financial counterpart, partially thanks to the observability of social relationships and in-
dividual features. This fact puts more in evidence the structured nature of social network
data and, consequently, the increasing need for suitable objects able to couple with it.

Neuroimaging. Complex and structured data are often encountered also in neuroimaging
and, more generally, in image processing. It has been shown in numerous studies in neuro-
science that information contained in the data may not be accurately captured or uniquely
identified by classical matrix analysis methods (e.g., see Estienne et al. (2001), Beckmann and
Smith (2005), Damoiseaux et al. (2006), Davidson et al. (2013), Miwakeichi et al. (2004)). In
particular, datasets composed by electroencephalogram (EEG) and functional magnetic res-
onance imaging (fMRI) can consist of a sequence of 2-dimensional (2D) images of slices of
the brain, or in the whole 3-dimensional (3D) brain volume. The temporal resolution of the
data depends on the time between acquisitions of each individual volume: typically, brain
volumes of dimensions 64 x 64 x 30 are collected at several hundreds of time stamps. More-
over, the experiment is often repeated for many subjects. It is clear that fMRI data analysis
is a time series analysis problem of massive proportions.

Each data point is characterized by a physical location in a 3-dimensional space and
by the value of the response to the stimulus, thus yielding a tuple of four elements where
each entry has a specific meaning which is not interchangeable. This is a key information
that should always be taken into account. By contrast, the standard approach towards the
statistical analysis of 3D images consists in limiting the study to a sub-sample consisting
of a sequence of 2D slices (Lindquist (2008)). Therefore, it appears that this methodology
is inefficient, due to the inability to effectively exploit all the available information. Recent
developments (e.g., Beckmann and Smith (2005), Damoiseaux et al. (2006), Davidson et al.
(2013), Miwakeichi et al. (2004)) in this field have proposed to tackle this issue by using high-
dimensional tensors, which represent the natural shape of the raw data, for exploiting the
available information, obtaining significantly better results.

A bridge between neuroimaging and economics has been provided by the recently born
tield of neuroeconomics (e.g., see Camerer et al. (2005) and Bossaerts and Murawski (2015)).
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The key goals of the discipline are the determination of how choices were implemented
biologically and the identification of the involved neural circuitry. Given that the reaction
of human brain to stimuli is the core of the analysis, the main data sources used in this field
consist of EEG and fMRI, the previous observations about the structure of the data still hold.

Finally, another stream of research where high-dimensional structured data are becoming
increasingly popular is marketing. For example, Naik et al. (2008) analyzed an array made
of 4-dimensional data arrays including variables, alternatives, subjects and time. The press-
ing need for models dealing with at least 3-dimensional data arrays has been pointed out by
managers® as the very next future of marketing for the definition of adequate customer pro-
files. Similarly, Dessart et al. (2016) used a high-dimensional dataset for studying consumer
engagement, whereas Balabanis and Diamantopoulos (2004) exploited a 4-dimensional ar-
ray of consumer-level data for examining the preference patterns of U.K. consumers for
domestic products and those originating from specific foreign countries for eight product
categories. Overall, Erevelles et al. (2016) explicitly considers the adoption of novel variable
formats able to accurately contain the data as one of the challenges that the era of “Big Data”
is posing to marketing.

1.2 Motivation

This thesis is centred on the development of novel statistical and econometric frameworks

for the analysis of time-varying networks, with a focus on medium-high dimensional cases’.

This Section provides a brief overview of the main research questions which motivate the
work of this thesis.

Overall, the state-of-the-art on statistical network modelling is at stack. Several empir-
ical studies have proved that the topology of economic and financial networks is subject
to non-negligible changes over time. Nonetheless, few attempts have been made for pro-
viding economically interpretable and computationally tractable statistical frameworks for
explicitly modelling the time-varying nature of network processes.

Despite the main interest of this thesis resides in the study of the dynamics of networks,
the techniques and models proposed have direct applicability also in other domains. The
pouring of large and structured datasets in many fields (e.g., economics, biology and so-
ciology) is calling for novel suitable statistical tools able to fully exploit the information
embedded in the data.

1.2.1 Dynamic networks

During the last decade, the scientific community in econometrics, economics and finance
has uncovered the role of networks in accounting for shock transmissions and in encoding
the dependence structure of relevant variables. Nonetheless, this field of research is still
at its infancy. Current widespread modelling efforts focus on the estimation of the latent
topological structure of the network from time series data or on the inclusion of a graph
in an econometric model for improving its performance. However, in most of these cases
the network structure is inherently static, despite several studies have revealed the change
of economic and financial networks over time (e.g., see Fagiolo et al. (2010), Billio et al.
(2012), Chinazzi et al. (2013), Billio et al. (2015a)).

The bulk of current studies on dynamic graphs stems from physics and is devoted to the
definition of novel measures and synthetic indicators which are able to describe the time
varying features of the network (e.g., see Casteigts et al. (2012)). Another part of the liter-
ature concerns the development of random graph models able to replicate these temporal

8https:/ /marketing.cioreview.com/ cxoinsight/ the-future-of-marketing-creating-3dimensional-customer-profiles-in-
an-iot-frenzied-world-nid-24374-cid-51.html

9Citing Korobilis (2016): “if a VAR for a single country has G = 10 variables, then this would be of medium size. Once we
consider only, say, N = 5 such countries then the PVAR has 50 variables in total and can be considered large dimensional.”
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regularities (e.g., see Zhang et al. (2017)). In all these cases, the effects of the temporal evo-
lution of the network are analysed by means of sufficient statistics and indicators, but the
intrinsic dynamical process driving the change of the graphical structure is not studied.

Only few attempts have been made in very recent years to explicitly and directly model
the process of temporal change of a network. There is an increasing interest in pushing
forward the frontier of the research by providing suitable statistical models able to provide
a meaningful description of the dynamics of the network structure. These models might
have many interesting applications as complex networks are fundamental in several disci-
plines also outside economics, ranging from medicine to signal processing, from sociology
to statistics. Nonetheless, both the statistical and econometric literature on time series anal-
ysis are still lacking of suitable tools for performing this kind of analysis. The current state
of the research appears to be stuck: the scientific community is well aware of the dynamical
properties of real world networks, but it is still looking for effective approaches to model
these phenomena.

1.2.2 High-dimensionality

The last decade has been characterized by the exponential growth in the quantity and size of
data, such that it is possible to call the current state of the world the era of “Big Data”. This
era has brought plenty of new challenges to the scientific community, ranging from statis-
tics to computer science. High-dimensionality of data is one of the most important issues
to be addressed, due to its direct implications in theoretical statistics, from the theoretical
perspective, as well as in almost all the scientific domains, from an applied point of view. In
this thesis the term high-dimensionality is used to refer to two different cases: large datasets,
consisting of hundreds of variables observed in big sample sizes, and big data structures, to
be intended as the case in which the variables of interest have an intrinsic complex structure
(for example, they are naturally collected in the form of arrays).

The main challenge brought by high-dimensionality hinges on three strictly related is-
sues. First, it hampers data analysis since standard statistical models are most often unable
to deal with high-dimensional variables. Multivariate models, which represent the back-
bone of theoretical and applied statistics, as well as econometrics and machine learning, are
not sufficiently flexible to cope with array-valued data or even unable to deal with them.
This has fostered the use of dimensionality reduction techniques (see Fodor (2002), Camas-
tra (2003) and Sorzano et al. (2014) for a review) aimed either at selecting the subset of most
significant variables or at reshaping them into lower-dimensional objects. However, tech-
niques such as principal component analysis (PCA), factor models and matrix decomposi-
tions, which are the building blocks of this stream of literature, may be inapt to deal with
structured data. This has motivated a generalization of this methods to high-dimensional
variables. Lastly, both large datasets and complex structured variables require significant
computational effort even for performing simple analyses. Theoretical models must be
coupled with efficient computational algorithms in order to provide an effective answer
to the research question at hand. In many cases this may imply the infeasibility of current
widespread practices, such as standard multivariate models, thus requiring the develop-
ment of novel approaches.

Some remarks are in order. The first and most widespread attempts to model big data in a
multivariate framework has relied upon penalized estimation encouraging sparsity. Though
effective in cases where the number of variables to be accounted for is high as compared
to the sample size, they fail to model even structured data. Conversely, models of data
compression can achieve significant dimension reduction, but in general at the price of lack
of interpretability of the output.

This provides the motivation for the adoption of a different approach, through the use of
high-dimensional arrays, also called tensors. They generalize matrices to multi-dimensional
cases, thus providing a suitable way to store and represent several types of structured data,
such as multi-layer networks, multi-country panels, input-output and trade tables, but also
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functional MRI and EEG data. More than that, tensors have a significantly richer structure
than matrices (which are 2-dimensional tensors) and plenty of operations and decomposi-
tions have been defined on them, extending and going beyond well-known matrix algebra
tools. By means of these operators it is possible to define flexible tensor-valued processes
that extend and generalize multivariate econometric models, whereas tensor decomposi-
tions allow for significant dimensionality reduction without big losses of information.

Building on these instruments recently introduced in the statistical literature, this thesis
aims also at providing econometric models for high-dimensional, structured time series,
represented by networks.

1.3 Contribution

The contributions of the thesis can be summarized as follows:

e definition of econometric models for real-valued tensor-variate time series processes. A
new framework is presented for describing the autoregressive features of high-dimensional
arrays. This encompasses real-valued networks as a special case of particular interest,
but can be applied also to other frameworks where the object of interest is bi- or higher-
dimensional.

e definition of econometric models for dynamic binary arrays. The probability of each
entry is allowed to depend on a specific set of covariates, moreover both sparsity and
temporal clustering of the entries are explicitly modelled. This framework permits to
study the dynamics of edge formation and disruption in multi-layer binary networks
with a big number of nodes. Moreover, the model is extended to jointly model a mul-
tivariate series of relevant variables.

e proposal of computationally efficient algorithms for Bayesian estimation of the pro-
posed models, which scale well up to medium-high sizes. Even though MCMC algo-
rithms are not parallelizable, it is possible to exploit tensor decompositions in order to
parallelize computations inside each iteration, thus providing a remarkable speed-up.
In addition, several simulation studies are performed to demonstrate the scalability
and accuracy of the proposed methods.

e definition of a statistical framework for time-varying probability density functions. By
applying the methodology to copulas, it is possible to flexibly describe the dynamics
of the dependence structure between variables. Moreover, since density functions are
a particular class of constrained functions, the method can be extended also to other
cases.

e applications of the proposed models to time-varying economic and financial networks.
Datasets on networks of different size and nature are analysed from a temporal point
of view, with the aim of uncovering the determinants of their evolution as well as for
forecasting and impulse-response analysis.

1.4 Outline of the thesis

The structure of the thesis is as follows. In Section 1.1 we present the state of the art of the
literature on temporal network, with a focus on statistical and econometric modelling.

Chapter 2 presents a novel Bayesian econometric model that extends current widespread
multivariate models used in time series analysis. It is introduced the use of tensors
in an econometric model as a way for coupling with both the structure and the high-
dimensionality of the data. The general framework is first presented, then applied for
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studying the autoregressive nature of the topological structure of a real-valued net-
work. Extensive simulations are carried to prove the accuracy and computation effi-
ciency of the sampler in high-dimensional settings. The main contribution is the defi-
nition of a model able to capture the dynamics of matrix-valued time series processes,
of which real networks are a particular case, while retaining computational efficiency
and economic interpretability.

Chapter 3 describes a non-linear dynamical model for time-varying binary, directed net-
works. This framework allows for temporal clustering of the network structure, ac-
cording to a hidden Markov chain process, which drives both the observed sparsity
patterns and the individual edges” probabilities. The main contribution is the defi-
nition of a model capable of describing the temporal evolution of the structure of a
network both globally, in terms of its sparsity, and individually, explicitly modelling
the dynamics of each edge’s probability. Moreover, the use of tensors together with a
Bayesian approach for the inference allow to couple with high-dimensional networks
with more than one hundred of nodes.

Chapter 4 presents a statistical framework for the nonparametric prediction of bivariate
probability density functions, focusing in particular on bivariate copulas. We follow
the frequentist approach for inference. The main contribution is the definition of a
process able to flexibly describe the temporal evolution of the dependence structure,
thus of the link in an undirected graph. Following the literature on vine copulas, it
is possible to interpret a set of random variables as nodes of a network, where each
edge is described by a specific bivariate copula function. From this perspective, the
proposed methodology can be used for modelling the temporal evolution of linkages
of an undirected network.
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Chapter 2

Bayesian Dynamic Tensor Regression

The art of doing mathematics consists in finding that
special case which contains all the germs of
generality.

DAVID HILBERT

Everything should be made as simple as possible, but
not simplet.

ALBERT EINSTEIN

2.1 Introduction

The increasing availability of large sets of time series data with complex structure, such as
EEG (e.g., Li and Zhang (2017)), neuroimaging (e.g., Zhou et al. (2013)), two or multidi-
mensional tables (e.g., ,Balazsi et al. (2015), Carvalho and West (2007)), multilayer networks
(e.g., Aldasoro and Alves (2016), Poledna et al. (2015)) has put forward some limitations
of the existing multivariate econometric models. In the era of “Big Data”, mathematical
representations of information in terms of vectors and matrices have some non-negligible
drawbacks, the most remarkable being the difficulty of accounting for the structure of the
data, their nature and the way they are collected (e.g., contiguous pixels in an image, cells
of matrix representing a geographical map). As such, if this information is neglected in the
modelling the econometric analysis might provide misleading results.

When the data are gathered in the form of matrices (i.e. 2-dimensional arrays), or more
generally as tensors, that is multi-dimensional arrays, a statistical modelling approach can
rely on vectorizing the object of interest by stacking all its elements in a column vector, then
resorting to standard multivariate analysis techniques. The vectorization of an array does
not preserve the structural information encrypted in its original format. In other words,
the physical characteristics of the data (e.g, the number of dimensions and the length of
each of them) matter, since a cell is highly likely to depend on a subset of its contiguous
cells. Collapsing the data into a 1-dimensional array does not allow to preserve this kind
of information, thus making this statistical approach unsuited for modelling tensors. The
development of novel methods capable to deal with 2- or multi-dimensional arrays avoiding
their vectorization is still an open challenging question in statistics and econometrics.

Many results for 1-dimensional random variables in the exponential families have been
extended to the 2-dimensional case (i.e. matrix-variate, see Gupta and Nagar (1999) for a
compelling review). Conversely, tensors have been recently introduced in statistics (see Hack-
busch (2012), Kroonenberg (2008), Cichocki et al. (2009)), providing the background for more
efficient algorithms in high dimensions especially in handling Big Data (e.g. Cichocki (2014)).
However, a compelling statistical approach to multi-dimensional random objects is lacking
and constitutes a promising field of research.
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Recently, the availability of 3-dimensional datasets (e.g., medical data) has fostered the
use of tensors in many different fields of theoretical and applied statistics. The main purpose
of this article is to contribute to this growing literature by proposing an extension of standard
multivariate econometric models to tensor-variate response and covariates.

Matrix models in econometrics have been employed over the past decade, especially in
time series analysis where they have been widely used for providing a state space represen-
tation (see Harrison and West (1999)). However, only recently the attention of the academic
community has moved towards the study of this class of models. Within the time series
analysis literature, matrix-variate models have been used for defining dynamic linear mod-
els (e.g., Carvalho and West (2007) and Wang and West (2009)), whereas Carvalho et al.
(2007) exploited Gaussian graphical models for studying matrix-variate time series. In a dif-
ferent context, matrix models have also been used for classification of longitudinal datasets
in Viroli (2011) and Viroli and Anderlucci (2013).

Viroli (2012) the author presented a first generalization of the multivariate regression
by introducing a matrix-variate regression where both response and covariate are matrices.
Ding and Cook (2016) propose a bilinear multiplicative matrix regression model whose vec-
torised form is a VAR(1) with restrictions on the covariance matrix. The main shortcoming
in using bilinear models (either in the additive or multiplicative form) is the difficulty in
introducing sparsity constrains. Imposing a zero restriction on a subset of the reduced form
coefficients implies a zero restriction on the structural coefficients'. Ding and Cook (2016)
proposed a generalization of the envelope method of Cook et al. (2010) for achieving spar-
sity and increasing efficiency of the regression. Further studies which have used matrices
as either the response or a covariate include Durante and Dunson (2014b), who considered
tensors and Bayesian nonparametric frameworks and Hung and Wang (2013), who defined
a logistic regression model with a matrix-valued covariate.

Following the model specification strategy available in the existing literature, there are
two main research streams. In the first one, Zhou et al. (2013), Zhang et al. (2014) and Xu
et al. (2013) propose a linear regression models with a real-valued N-order tensor X of data
to explain a one-dimensional response, by means of the scalar product with a tensor of
coefficients B of the same size. More in detail, Zhang et al. (2014) propose a multivariate
model with tensor covariate for longitudinal data analysis; whereas Zhou et al. (2013) uses
a generalized linear model with exponential link and tensor covariate for analysing image
data. Finally, the approach of Xu et al. (2013) exploits a logistic link function with a tensor
covariate to predict a binary scalar response.

In the second and more general stream of the literature (e.g., Hoff (2015) and Li and
Zhang (2017)) both response and covariate of a regression model are tensor-valued. From
a modelling point of view, there are different strategies. Hoff (2015) regresses a N-order
array on an array of the same order but with smaller dimensions by exploiting the Tucker
product, and follows the Bayesian approach for the estimation. Furthermore, Bayesian non-
parametric approaches for models with a tensor covariate have been formulated by Zhao
et al. (2013), Zhao et al. (2014) and Imaizumi and Hayashi (2016). They exploited Gaussian
processes with a suitable covariance kernel for regressing a scalar on a multidimensional
data array. Conversely, Li and Zhang (2017) defines a model where response and covariates
are multidimensional arrays of possibly different order, and subsequently uses the envelope
method coupled with an iterative maximum likelihood method for inference.

We propose a new dynamic linear regression modelling framework for tensor-valued
response and covariates. We show that our framework admits as special cases Bayesian
VAR models (Sims and Zha (1998)), Bayesian panel VAR models (proposed by Canova and
Ciccarelli (2004), see Canova and Ciccarelli (2013) for a review) and Multivariate Autoregres-
sive models (i.e. MAR, see Carriero et al. (2016)), as well as univariate and matrix regression
models. Furthermore, we exploit the PARAFAC decomposition for reducing the number of
parameters to estimate, thus making inference on network models feasible.

IThe phenomenon is worse in the bilinear multiplicative model, given that each reduced form coefficient is given by
the product of those in the structural equation.



2.2. A Tensor Regression Model 17

We also contribute to the empirical analysis of tensor data in two ways. First, we pro-
vide an original study of time-varying economic and financial networks and show that our
model can be successfully used to carry out forecast and impulse response analysis in this
high-dimensional setting. Few attempts have been made to model time-evolving networks
(for example, Holme and Saramaéki (2012), Kostakos (2009), Barrat et al. (2013), Anacleto
and Queen (2017) and references in Holme and Saramaki (2013)), and this field of research,
which stems from physics, has focused on providing a representation and a description of
temporally evolving graphs. Second, we show how tensor regression con be applied to
macroeconomic panel data, where standard vectorized models cannot be used.

The structure of the chapter is as follows. Section 2.2 is devoted to a brief introduction
to tensor calculus and to the presentation of the new modelling framework. The details of
the estimation procedure are given in Section 2.3. In Section 2.4 we test proposed model on
simulated datasets and in Section 2.5 we present some empirical applications.

2.2 A Tensor Regression Model

We introduce multi-dimensional arrays (i.e. tensors) and some basic notions of tensor al-
gebra which will be used in this paper. Moreover, we present a general tensor regression
model and discuss some special cases.

2.2.1 Tensor Calculus and Decompositions

The use of tensors is well established in physics and mechanics (see Synge and Schild
(1969), Adler et al. (1975), Malvern (1986), Lovelock and Rund (1989), Aris (2012) and Abra-
ham et al. (2012)), but very few references can be found in the literature outside these dis-
ciplines. For a general introduction to the algebraic properties of tensor spaces we refer
to Hackbusch (2012). A noteworthy introduction to tensors and corresponding operations
is in Lee and Cichocki (2016), while we make reference to Kolda and Bader (2009) and Ci-
chocki et al. (2009) for a review on tensor decompositions. In the rest of the paper we will
use the terms tensor decomposition and tensor representation interchangeably, even though
the latter one is more suited to our approach.

A N-order tensor is a N-dimensional array (whose dimensions are also called modes).
The number of dimensions is the order of the tensor. Vectors and matrices are examples
of first- and second-order tensors, respectively, while one may think about a third order
tensor as a series of matrices of the same size put one in front of the other one, forming a
parallelepiped. In the rest of the paper we will use lower-case letters for scalars, lower-case
bold letters for vectors, capital letters for matrices and calligraphic capital letters for tensors.
When dealing with matrices, in order to select a column (or row) we adopt the symbol “:”.
The same convention is used for tensors when considering all elements of a given mode.
For example, let A € R"™*" be a matrix and B € RI%-*IN an array of order N, then Ai,]- and
B, ,. iy indicate the (i,j)-th and (iy, ..., in)-th element of A and B, respectively, and:

11,eeey

(i) Ay is the i-th row of A, Vi € {1,...,m};
(ii) A is the j-th column of A, Vj € {1,...,n};

(i) B, is the mode-k fiber of B, Vk € {1,..., N}

/~--/ik—1/:rik+1r"'/iN)

(iv) B, is the mode-k, k + 1 slice of B, Vk € {1,...,N — 1}

k—l/:/:rik+21'~~riN)

The mode-k fiber is the equivalent of rows and columns in a matrix, more precisely it is
the vector obtained by fixing all but the k-th index of the tensor. Instead, slices (i.e. bi-
dimensional fibers of matrices) or generalizations of them, by keeping fixed all but two or
more dimensions (or modes) of the tensor.
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The mode-n matricization (or unfolding), denoted by X, is the operation of transforming
a N-dimensional array X’ into a matrix. It consists in re-arranging the mode-n fibers of the
tensor to be the columns of the matrix X(,,), which has size I, x I_,) with [_,y = Tz, Ii-
The mode-n matricization of X maps the (iy,...,iy) element of X" to the (i, ) element of
X(n), Where:

m—1
=14+ )Y (imn—D]] L (2.1)
m#n p#n

For some numerical examples, see Kolda and Bader (2009) and Appendix A.1. The mode-1
unfolding is of interest for providing a visual representation of a tensor: for example, when
X be a third-order tensor, its mode-1 unfolding X ;) is a matrix of size I; X I3 obtained by
horizontally stacking the frontal slices of the tensor. The vectorization operator stacks all the
elements in direct lexicographic order, forming a vector of length I = []; I;. However, notice
that other orderings are possible (as for the vectorisation of matrices), since the ordering of
the elements is not important as long as it is consistent across the calculations. The mode-n
matricization can also be used to vectorize a tensor X, by exploiting this relationship:

vec (X) = vec (X(l)) , (2.2)

where vec (X(1)> stacks vertically into a vector the columns of the matrix X(;). Many prod-

uct operations have been defined for tensors (e.g., see Lee and Cichocki (2016)), but here we
constrain ourselves to the operators used in this work. Concerning the basic product op-
erations, the scalar product between two tensors X', ) of equal order and same dimensions,
I, ..., Iy, is defined as:

I In
(XV)=Y .0 )Y X Vi =Y, XiinVinin- (2.3)
h=1  iy=l 1N

For the ease of notation, we will use the multiple-index summation for indicating the sum
over all the corresponding indices.

The mode-M contracted product of two tensors X € R1>**Im and Y € R/I1*-*IN with
I = Ju, denoted X xM Y, yields a tensor Z € RIO%xIM-1x 1% XIN-1 of order M + N — 2,
with entries:

Im
_ Myy., . . — Sy F )
Zil/"-/iMfl/]‘l/--v]‘Nfl - (X X y)11,...,ZM,1,]1,...,]N,1 - Z ‘X'll,...,lMyjl,...,lM,...,]N' (24)

lM:1

Therefore, it is a generalization of the matrix product. The notation x ! is used to denote
a sequence of mode-m contracted products, withm =1,..., M.

The mode-n product between a tensor X € RN and a matrix A € R/*!,1 <n <N,
is denoted by X X, A and yields a tensor ) € RV > In-iJIni1-XIN of the same order of X,
with the n-th mode’s length changed. Each mode-n fiber of the tensor is multiplied by the
matrix A, which yields element-wise:

In
Vitrevsin viiniain = (X XnB)j o it iy = Y X in A, - (2.5)

ip=1

Analogously, the mode-n product between a tensor and a vector, i.e. between X and v € R,
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yields a lower order tensor, since the n-th mode is suppressed as a consequence of the prod-
uct. It is given, element-wise, by:

I
yilr---rin—lrin+1r~--ril\] = (X ><1’l v)ilru-/inflrinqtlr"viN = Z ‘X’il,...,in,...,iNvin 7 (26)

ip=1

with Y € RIhuidnii-XIN_ Tt is clear that, as for the matrix dot product, the order of the
elements in the multiplication matters and both products are not commutative.
The Hadamard product © is defined in the same usual way as for matrices, i.e. the element-

wise multiplication. Formally, for X € RI<-xIn ) ¢ RI<-xIn apnd 2 € RE %IV it holds:

Ziin = (X OV)iy v = XiyinVinin - (2.7)
Finally, let X € RI>**IM and ) € RIV*IN, The outer product o of two tensors is the tensor
Z € RIv¢-xImxJix.. XN whose entries are:

Zis ity = (X0t iviivsrin = Kt oorig Vit - (2.8)

For example, the outer product of two vectors is a matrix, while the outer product of two
matrices is a fourth order tensor.

Tensor decompositions represent the core of current statistical models dealing with mul-
tidimensional variables since many of them allow to represent a tensor as a function of
lower dimensional variables, such as matrices of vectors, linked by suitable multidimen-
sional operations. We now define two tensor decompositions, the Tucker and the parallel
factor (PARAFAC), which are useful in our applications because the elements of the decom-
position are generally low dimensional and easier to handle than the original tensor. Let R
be the rank of the tensor X/, that is minimum number of rank-1 tensors whose linear combi-
nation yields X. A N-order tensor is of rank 1 when it is the outer product of N vectors.

The Tucker decomposition is a higher-order generalization of the Principal Component
Analysis (PCA): a tensor B € R"*~*IN is decomposed into the product (along the corre-

spondmg modes) of a “core” tensor G € R8 %8N and N factor matrices A" € RI»*Jn,
m=1,...,N:

S1 &
B=Gx1 A0 5y A@ x5y AN = Y7} Z Givioina 0 0. .02, (29)

Z2
11 112 1 ZN 1

where al(lm) € R8" is the m-th column of the matrix A("™). As a result, each entry of the tensor
is obtained as:

81 &2
N .
Bi i = ZZ ng,, AL AN =1, Ly, m=1,...,N. (210)
11 112 ZN 1

A special case of the Tucker decomposition, called PARAFAC(R)?, is obtained when the core
tensor is the identity tensor and the factor matrices have all the same number of columns,
R. A graphical representation of this decomposition for a third-order tensor is shown in
Fig. (2.1). More precisely, the PARAFAC(R) is a low rank decomposition which represents a
tensor B € R11**IN ag a finite sum of R rank-1 tensors obtained as the outer products of N

2Gee Harshman (1970). Some authors (e.g. Carroll and Chang (1970) and Kiers (2000)) use the term CODECOMP or CP
instead of PARAFAC.
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FIGURE 2.1: PARAFAC decomposition of X' € Ri*E2xls with a, € R, b, € R2 and
¢ €RB,r=1,...,R Figure from Kolda and Bader (2009).

vectors, also called PARAFAC marginals® ﬁ](.r) cRY,j=1,...,N:

R R

B=Y B, =Y p"o...0p. (2.11)

Remark 2.2.1

There exists a one-to-one relation between the mode-n product between a tensor and a vector and
the vectorisation and matricization operators. Consider a N-order tensor B € RIV*IN for which
is specified a PARAFAC(R) decomposition, a (N — 1)-order tensor Y € R"**IN-1 gand a vector
x € RIN. Then:

Y =Bxnx <= vec()) = B{x < vec (V) =x'By) (2.12)

and, denoting ,B](.r) Jforj=1,...,Nandr =1,...,R, the marginals of the PARAFAC(R) decompo-
sition of B we have:

R . v
Bny =) By vec (135 Vo .0 ﬁ&)_l) : (2.13)
r=1

These relations allows to establish a link between operators defined on tensors and oper-
ators defined on matrices, for which plenty of properties are known from linear algebra.

Remark 2.2.2
For two vectors u € R" and v € R™ the following relations hold between the outer product, the
Kronecker product @ and the vectorisation operator:

u®v =uov=uv (2.14)

u®v=vec(vou). (2.15)

2.2.2 A General Dynamic Model

The new model we propose, in its most general formulation is:

P
Vi=Ap+ 2 .A]' X N+1Vvec (yt,]'> + B xny1vec(X) +C Xny12t +D xy We 4+ &, (2.16)
=1

j
iid
E~ Ny, 1y(0,Z1,...,ZN),

3 An alternative representation may be used, if all the vectors ,3; are normalized to have unitary length. In this case the

weight of each component 7 is captured by the r-th component of the vector A € RX:

R
B=Y A <ﬁ§’>o...oﬁ§5>)
r=1
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where the tensor response and noise )y, & are N-order tensors of sizes I; x ... X Iy, while
the covariates include a M-order tensor X; of sizes J1 X ... X [y, a matrix W; with dimen-
sions I, X K and a vector z; of length Q.

The coefficients are all tensors of suitable order and sizes: .A; have dimensions [ X ... X
In x I*, with I* = TT; I;, B has dimensions I1 X ... x Iy x J*, with J* = I1;J; C has di-
mensions I1 X ... x Iy x Qand D hassizes I} X ... X I;,_1 x K X I;41... X Iy. The symbol
X stands for the mode-n product between a tensor and a vector defined in eq. (A.4). The
reason for the use of tensors coefficients, as opposed to scalars and vectors, is twofold: first,
this permits each entry of each covariate to exert a different effect on each entry of the re-
sponse variable; second, the adoption of tensors allows to exploit the various decomposi-
tions, which are fundamental for providing a parsimonious and flexible parametrization of
the statistical model.

The noise is assumed to follow a tensor normal distribution (see Ohlson et al. (2013), Manceur
and Dutilleul (2013), Arashi (2017)), a generalization of the multivariate normal distribu-

tion. Let X and M be two N-order tensors of dimensions I3, ..., Iy. Define I* = H]-Zil I,

I*; = Tz Ij and let x 1N be a sequence of mode-j contracted products, j = 1,...,N,

between the (K + N)-order tensor X and the (N + M)-order tensor ) of conformable di-
mensions, defined as follows:

L In
(X x 1N y) - Z Z Xj1,-../]'1<,i1,--~,i1\1yiN,--~,i1,h1,-~-rhM' (2.17)
=1

jl/-“/jK/hlr---rhM iNzl
Finally, let U; € RY5*5i, j € {1,..., N} be positive definite matrices. The probability density
function of a N-order tensor normal distribution with mean array M and positive definite
covariance matrices Uy, ..., Uy, is given by:

Fe(X) = (21)° % lﬁ ’uj‘_zj exp {—%(X — M) x1-N (ojfiluj—l) 1N (x — M)} .

]
(2.18)

The tensor normal distribution can be rewritten as a multivariate normal distribution with
separable covariance matrix for the vectorized tensor, more precisely it holds (see Ohlson
etal. (2013)) X ~ Ny, 1,(M,Uy,...,Uy) <= vec(X) ~ Nj..py(vec (M), Uy ®...®
U;). The restriction imposed by the separability assumption allows to reduce the number
of parameters to estimate with respect to the unrestricted vectorized from, while allowing
both within and between mode dependence.

The unrestricted model in eq. (2.16) cannot be estimated, as the number of parameters
greatly outmatches the available data. We address this issue by assuming a PARAFAC(R)
decomposition for the tensor coefficients, which makes the estimation feasible by reducing
the dimension of the parameter space. For example, let B be a N-order tensor of sizes I X
... X Iy and rank R, then the number of parameters to estimate in the unrestricted case is

given by Hfil I; while in the PARAFAC(R) restricted model is R Zfil I;.

Example 2.2.1
For the sake of exposition, consider the model in eq. (2.16) where the response is a third-order tensor

Vi € REKK aud the covariates include only a constant term, that is a coefficient tensor Ay of the
same size. Define by kg the number of parameters of the noise distribution. As a result, the total
number of parameters to estimate in the unrestricted case is given by:

3
[T +ke =0, (2.19)
i=1
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FIGURE 2.2: Number of parameters (vertical axis) as function of the response dimension
(horizontal axis) for unconstrained (solid) and PARAFAC(R) with R = 10 (dashed) and
R = 5 (dotted).

while assuming a PARAFAC(R) decomposition on Ay it reduces to:

R 3
Y N Li+ke=0(k). (2.20)
1

r=1i=
The magnitude of this reduction is illustrated in Fig. (2.2), for two different values of the rank.

A well-known issue is that a low rank decomposition is not unique. In a statistical model
this translates into an identification problem for the PARAFAC marginals ﬁ]@

three sources:

arising from

(i) scale identification, because replacing ,B](r) with )\jr,B](.r) for H]-Zi 1Ay = 1 does not alter
the outer product;

(ii) permutation identification, since for any permutation of the indices {1,..., R} the outer
product of the original vectors is equal to that of the permuted ones;

(iii) orthogonal transformation identification, due to the fact that multiplying two marginals
by an orthonormal matrix Q leaves unchanged the outcome ,B](.r) Qo ﬁl((r)Q = '3](7) o ﬁlgr).

In our framework these issues do not hamper the inference as our interest is only in the
coefficient tensor, which is exactly identified. In fact, we use the PARAFAC decomposition
as a practical modelling tool without attaching any interpretation to its marginals.

2.2.3 Important special cases

The model in eq. (2.16) is a generalization of several well-known econometric models, as
shown in the following remarks.

Remark 2.2.3 (Univariate)
Ifweset Ij =1forj=1,...,N, then the model in eq. (2.16) reduces to a univariate regression:

yr = A+ B vec(X¢) +C'zt +ey, €t Zjg/\/'(O, a?), (2.21)

where the coefficients reduce to A =& € R, B= € R and C = v € RJ. See Appendix B.1 for
further details.
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Remark 2.2.4 (SUR)
Ifweset I; =1 forj=2,...,N and define the unit vector 1 € R%, then the model in eq. (2.16) re-

duces to a multivariate regression which is interpretable as a Seemingly Unrelated Regression (SUR)
model (Zellner (1962)):

yi = A+ B xpzi +C xpvec (X¢) + D xqvec (W) + € et%/\/m 0,%), (2.22)

where the tensors of coefficients can be expressed as: A = « € R, B =B € R™*J,C = C € R"*Q
and D = d € R™. See Appendix B.1 for further details.

Remark 2.2.5 (VARX and Panel VAR)

Consider the setup of the previous Remark 2.2.4. If we choose z; = y;_1 we end up with an (un-
restriced) VARX(1) model. Notice that another vector of regressors wy = vec (W;) € RY7 may
enter the regression (2.22) pre-multiplied (along mode-3) by a tensor D € R"*"*49. Since we are
not putting any kind of restrictions on the covariance matrix X in (2.22), the general model (2.16)
encompasses as a particular case also the panel VAR models of Canova and Ciccarelli (2004), Canova
et al. (2007), Canova and Ciccarelli (2009) and Canova et al. (2012).

Remark 2.2.6 (VECM)

It is possible to interpret the model in eq. (2.16) as a generalisation of the Vector Error Correction
Model (VECM) widely used in multivariate time series analysis (see Engle and Granger (1987), Schot-
man and Van Dijk (1991)). A standard K-dimensional VAR(1) model reads:

yi =TIy, 1 +e e~ Nu(0,X). (2.23)

Defining Ay; = yi — y;_1 and I1 = a8, where « and B are K x R matrices of rank R < K, we
obtain the VECM used for studying the cointegration relations between the components of y;:

Ayr = af'yi 1 +er. (2.24)

Since Il = af = YN, B, = YN BY) o Bg), we can interpret the VECM model in the
previous equation as a particular case of the model in eq. (2.16) where the coefficient I3 is the matrix

IT = apf’. Furthermore by writing I1 = YR | BY) o Bg) we can interpret this relation as a rank-R
PARAFAC decomposition of I1. Thus we can interpret the rank of the PARAFAC decomposition for
the matrix of coefficients as the cointegration rank and, in presence of cointegrating relations, the
vectors BY) are the mean-reverting coefficients and Bg) = (,Bg?, . ng are the cointegrating
vectors. In fact, the PARAFAC(R) decomposition for matrices corresponds to a low rank (R) matrix
approximation (see Eckart and Young (1936)). We make reference to Appendix B.1 for further details.

Remark 2.2.7 (Tensor AR)
By removing all the covariates from eq. (2.16) except the lags of the dependent variable, we obtain a
tensor autoregressive model:

p )
d
Ve=Ao+ Y AixpVj+&  ENNp,.iy(0,Z1,..., IN). (2.25)
=

2.3 Bayesian Inference

In this section, without loss of generality, we present the inference procedure for a special
case of the model in eq. (2.16), given by:

Y = B xzvec (X;) + B, E "N 1L(0,51,L0), (2.26)
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which can also be rewritten in vectorized form as:
jid
vec (Y;) = B'(3) vec (X;) +vec (Et), vec(Er) ¥ NpL(0,Z, ® Lq). (2.27)

Here Y; € RI*2 is a matrix response, X; € RI*L ig a covariate matrix of the same size
of Y; and B € RIixkxhl jg 5 coefficient tensor. The noise term E; € R1*2 ig distributed
according to a matrix variate normal distribution, with zero mean and covariance matrices
L1 € Ri*hand X, € R2*%2 accounting for the covariance between the columns and the
rows, respectively. This distribution is a particular case of the tensor Gaussian introduced in
eg. (2.18) whose probability density function is given by:

Fx(X) = 20) " Z Uy F U] F exp {—%Uz—l(x —M)'U; (X — M)} (2.28)

where X € Ri*2, M € RI*2 g the mean matrix and the covariance matrices are U; €

R, j = 1,2, where index 1 represents the rows and index 2 stands for the columns of the
variable X.

The choice the Bayesian approach for inference is motivated by the fact that the large
number of parameters may lead to an over-fitting problem, especially when the samples size
is rather small. This issue can be addressed by the indirect inclusion of parameter restric-
tions through a suitable specification of the corresponding prior distribution. Considering
the unrestricted model in eq. (2.26), it would be necessary to define a prior distribution on
the three-dimensional array B. The literature on this topic is scarce: though Ohlson et al.
(2013) and Manceur and Dutilleul (2013) presented the family of elliptical array-valued dis-
tributions, which include the tensor normal and tensor ¢, the latter are rather inflexible as
imposing some structure on a subset of the entries of the array is very complicated.

We assume a PARAFAC(R) decomposition on the coefficient tensor for achieving two
goals: first, by reducing the parameter space this assumption makes estimation feasible;
second, the decomposition transforms a multidimensional array into the outer product of
vectors, we are left we the choice of a prior distribution on vectors, for which many con-
structions are available. In particular, we can incorporate sparsity beliefs by specifying a
suitable shrinkage prior directly on the marginals of the PARAFAC. Indirectly, this intro-
duces a priori sparsity on the coefficient tensor.

2.3.1 Prior Specification

The choice of the prior distribution on the PARAFAC marginals is crucial for recovering
the sparsity pattern of the coefficient tensor and for the efficiency of the inference. In the
Bayesian literature the global-local class of prior distributions represent a popular and suc-
cessful structure for providing shrinkage and regularization in a wide range of models and
applications. These priors are based on scale mixtures of normal distributions, where the
different components of the covariance matrix produce desirable shrinkage properties of
the parameter. By construction, global-local priors are not suited for recovering an exact
zero (differently from spike-and-slab priors, see Mitchell and Beauchamp (1988a), George
and McCulloch (1997), Ishwaran and Rao (2005)), instead they can be recovered via post-
estimation thresholding (see Park and Casella (2008)). However, spike-and-slab priors be-
come intractable as the dimensionality of the parameter grows. By contrast, the global-
local shrinkage priors have greater scalability and thus represent a desirable choice in high-
dimensional models, such as our framework. Motivated by these arguments, we adopt the
hierarchical specification forwarded by Guhaniyogi et al. (2017) in order to define adequate

global-local shrinkage priors for the marginals*.

4This class of shrinkage priors has been firstly proposed by Bhattacharya et al. (2015) and Zhou et al. (2015).
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The global-local shrinkage prior for each PARAFAC marginal ﬁ](r) of the coefficient tensor

B is defined as a scale mixture of normals centred in zero, with three components for the
covariance. The global component T is drawn from a gamma distribution®. The vector
of component-level (shared by all marginals in the r-th component of the decomposition)
variances ¢ is sampled from a R-dimensional Dirichlet distribution with parameter &« = atg,

where (g is the vector of ones of length R. Finally, the local component of the variance

is a diagonal matrix W;, = diag(w;,) whose entries are exponentially distributed with

hyper-parameter A;,. The latter is a key parameter for driving the shrinkage to zero of

the marginals and 1s drawn from a gamma distribution. Summarlzmg, forp =1,...,1

j=1,...,3and r = 1,...,R we have the following hierarchical prior structure for each
vector of the PARAFAC(R) decompos1t10n in eq. (A.14):

ni(¢) ~ Dir(aig) (2.29a)

7(7) ~ Galaz, by) (2.29b)

ﬂf( jr) ~ Ga(ay, b)) (2.29¢)

(Wi plAjr) ~ Exp(AZ,/2) (2.29d)

7T (ﬁ](r) jrr ¥ > ~ N]] (0, T(prw]',r) . (2296)

Several shrinking prior distributions have been proposed in the literature for dealing with
large dimensional models (e.g., SUR and VAR models), among the most frequently used
in econometrics we mention the stochastic search variable selection (SSVS) introduced by
George and McCulloch (1993). It relies on a spike and slab prior distribution (see Mitchell
and Beauchamp (1988b), George and McCulloch (1997)) and has been extended in various
ways. See Dellaportas et al. (2002) for a review and George et al. (2008), Jochmann et al.
(2010) and Wang (2010) for applications in econometrics and time series analysis. Other
classes of priors are the Bayesian lasso of Park and Casella (2008) and the Bayesian elastic-
net (e.g., see Gefang (2014), Korobilis (2013a), Korobilis (2013b)).

By definition, hierarchical priors based on spike and slab mixtures are able to recover
exact zeros of the parameters thanks to the Dirac mass at zero (the “spike” of the mixture),
whereas global-local priors based on scale mixtures of Normals are only capable of shrinking
the parameter towards zero. They cannot recover exact zeros, unless a particular choice of
the scale distributions assigning positive mass at zero is made. However, when a global-
local prior is chosen, exact zero values for the estimated coefficients can be obtained by
post-estimation thresholding, following Park and Casella (2008).

The main reason motivating our choice in favour of a global-local shrinkage prior is the
computational gain it allows as compared to the other hierarchical priors: the former avoids
the need to introduce latent allocation variables for each coefficient, thus resulting in a lower
dimensional parameter space and higher mixing of the chain as compared to spike and slab
shrinkage priors. Recently Rockova and George (2014) proposed a feasible implementation
of the SSVS in high dimensions based on the expectation maximization (EM) algorithm.

Concerning the covariance matrices for the noise term in eq. (2.16), the Kronecker struc-
ture does not allow to separately identify the scale of the covariance matrices U}, thus requir-
ing the specification of further restrictions. Wang and West (2009) and Dobra (2015) adopt
independent hyper-inverse Wishart prior distributions (Dawid and Lauritzen (1993)) for
each U}, then impose the identification restriction U, 17 = 1 forn = 2,..., N. Instead, Hoff
(2011) suggests to introduce dependence between the Inverse Wishart prior distribution

5We use the shape-rate formulation for the gamma distribution:

a
x ~ Ga(a,b) = f(x|a,b) = b—x“’le’bx a>0,b>0

I'(a)
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FIGURE 2.3: Hierarchical shrinkage prior for the PARAFAC marginals. White circles
with continuous border represent the parameters, white circles with dashed border rep-
resent fixed hyper-parameters.

IW(vn,v¥y) of each Uy, n = 1,...,N, via a hyper-parameter v ~ Ga(a,b) affecting the
scale of each location matrix parameter. Finally, the hard constraint £, = I;, (where I is
the identity matrix of size k), for all but one n, implicitly imposes that the dependence struc-
ture within different modes is the same, but there is no dependence between modes. To
account for marginal dependence, it is possible to add a level of hierarchy by introducing a
hyper-parameter in the spirit of Hoff (2011). Following Hoff (2011), we assume condition-
ally independent inverse Wishart prior distributions for the covariance matrices of the error
term E; and add a level of hierarchy via the hyper-parameter v which governs the scale of
the covariance matrices:

() ~ Ga(ay, b,y) (2.30a)
mT(X1|y) ~ IWy, (v1,7¥1) (2.30b)
ﬂ(Zz”)’) ~ IW]z (1/2, ’)/‘Ifz) . (2.3OC)

Defining the vector of all parameters as 0 = {&, ¢, T, A, W, 3,L1, L}, with A = {Aj/r L=
1,...,3,r=1,...,Rltand W = {W]r :j=1,...,3, r=1,...,R}, thejoint prior distribution
is given by:

7(60) = 7t(B|W, ¢, T) t(W|A)7t(¢) 7t(T) 7t (A) 72(Ea|7) 70 (Za|7) 72 (7)- (2.31)

The directed acyclic graphs (DAG) of the hierarchical shrinkage prior on the PARAFAC
()

marginals jr and the overall prior structure are given in Figs. 2.3-2.4, respectively.

2.3.2 Posterior Computation
The likelihood function of the model in eq. (2.26) is given by:

r Ll b kb 1 ~
L(Yy,...,Yr|0) =[]2m) % |Za| "2 %y 2exp{—i):zl(Yt—B><3xt)’le(Yt—B><3xt)},

t=1
(2.32)
where x; = vec (X). Since the posterior distribution is not tractable in closed form, we adopt
an MCMC procedure based on Gibbs sampling. The computations and technical details of
the derivation of the posterior distributions are given in Appendix B.3. As a consequence of
the hierarchical structure of the prior, we can articulate the sampler in three main blocks:
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FIGURE 2.4: Overall prior structure. Gray circles represent observable variables, white
circles with continuous border represent the parameters, white circles with dashed bor-
der represent fixed hyper-parameters.

I) sample the hyper-parameters of the global and component-level variance for the marginals,
according to:

p(¢,T|B,W) = p(¢,T|B,W) (2.33)
(i) sample independently the auxiliary variable ¢,, forr =1,..., R, from:
p(yr|B,W) « GiG (lX — %,%T,zc,) (2.34)
then, forr=1,...,R:
Py
Or = . (2.35)
"
(ii) finally, sample T from:
. Rl e
p(t|B,W, ¢) x GiG | ar — T,2bT,2 B (2.36)
r=1 717

II) defineY = {Yt}thl, then sample from the posterior of the hyper-parameters of the local
component of the variance of the marginals and the marginals themselves, as follows:

p (ﬁ,(-r)fij Ajr

¢, 7, Y,21,22> =p (Aj,r\ﬂ]('r)ﬂl’rr T) p <wj,r,r)|/\j/“ Pr T, 'BJ@>

P (ﬁ]@ \13(_?, By ¢r T, Y,Z‘q,zz) (2.37)

(i) forj=1,2,3and r =1,..., R sample independently:

()
p (/\]-,,| /3](.”,@, T) «Ga | ay+1;,by + % . (2.38)
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(ii) forpz1,...,Ij,j=1,2,3andr=1,...,Rsample:

(r)?
|1 Bi
p <w]',r,71 M]',r/ ¢r, T, ﬂ](”)) x GiG 5 /\Jz-,r, TJ#@ (2.39)

(iii) define ‘B(_r]) = {ﬁz.(r) 11 ]} and B_, = {B;:i # r}, where B, = ,BY) 0...0 ,B%)
Forr =1,..., R sample the PARAFAC marginals from:

p (ﬁ§”|ﬁ(ﬂ,l§—r, Pr, T, Y,Zl,Zz) « Ny, (g, Zp,) (2.40)

1" B Y, 2,5, ) o« Ny (g, £ 241
p ﬂz ‘ﬁ72/ *7’/4)}’/1-/ g ], =D & Iz(”ﬁzz ﬂz) ( . )
p <:B§r)|13(—r;/ B—T/ (Pr/ T, Y/Zl/ z‘2) O<N13(ﬁﬂ3’ 2[33) . (242)

III) sample the covariance matrices from their posterior:
p(Z1, Lo, v[B,Y) = p(%1|B, Y, Lo, 7) p(E2|B, Y, Z1, 1) p (7] Z1, E2) (2.43)
(i) sample the row covariance matrix:
p(Z1|B,Y, X2, 7) <« IWp, (v1 + L1, v¥1 + 51) (244)
(ii) sample the column covariance matrix:
p(X2|B,Y, 1, 7) x IWpL (12 + I, v¥2 + S2) . (2.45)

(iii) sample the scale hyper-parameter:
p(v|X1,Z2) x Ga (1/111 + 1D, tr <‘I’1);‘,1—1 + ‘I’222_1>) ) (2.46)

For improving the mixing of the algorithm, it is possible to substitute the draw from the full
conditional distribution of the global variance parameter T or of the PARAFAC marginals
with a Hamiltonian Monte Carlo (HMC) step (see Neal (2011)).

2.4 Simulation Results

We report the results of a simulation study where we have tested the performance of the
proposed sampler on synthetic datasets of matrix-valued sequences { Y, X;}L_,, where Y, X;
have different size across simulations. The methods described in this paper can be rather
computationally intensive, nevertheless thanks to the tensor decomposition we used allows
the estimation to be carried out on a laptop. All the simulations were run on an Apple
MacBookPro with a 3.1GHz Intel Core i7 processor, RAM 16GB, using MATLAB r2017b
with the aid of the Tensor Toolbox v.2.6°, taking about 30h for a short run of the highest-
dimensional case (i.e. [; = I, = 50).

For different sizes (I; = I») of the response and covariate matrices, we generated a
matrix-variate time series {Y;, Xt};*rzl by simulating each entry of X; from:
Xijp — 1= i (Xij 1 — 1) + it Mije ~ N(0,1) (247)

6 Available at: http:/ /www.sandia.gov/ tgkolda/TensorToolbox/index-2.6.html
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and a matrix-variate time series { Y }+ according to:
Y; = B x3vec (Xt) + E;, E; NN11,12(0,21,112). (2.48)

where ]E[Wij,tﬂkl,v] =0, ]E[Y]l']‘,tEv] =0,V (Z,]) 75 (k, l), Vit 75 v, and Kjj ~ Z/l(—l, 1). We
randomly draw B by using the PARAFAC representation in eq. (A.14), with rank R = 5 and
marginals sampled from the prior distribution in eq. (2.2%).

The response and covariate matrices in the simulated datasets have the following sizes:

) [ =L =1=10,for T = 60;
(I) [ =1, =1=20, for T = 60;
() [ =, =1=230, for T = 60;
(IV) 1 =, =1=40,for T = 60;
(V) =1, =1=050,for T = 60.

We initialized the Gibbs sampler by setting the PARAFAC marginals ,Bgr), ﬁg), ,Bér), ro=
1,...,R (with R = 5), with the output of a simulated annealing algorithm (see Appendix B.2)
and run the algorithm for N = 10000 iterations. We present the results for the case L, = Ij,.
Since they are similar, we omit the results for unconstrained X, estimated with the Gibbs in
Section 2.3.

Also, we provide a deeper study of the properties of the proposed sampler by presenting
in Appendix B.7 the details of the convergence properties of the algorithm in the cases (I)-
(II)-(I1I).
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S

FIGURE 2.5: Logarithm of the absolute value of the coefficient tensors: true B (left)
and estimated B (right).
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FIGURE 2.6: MCMC output (left), autocorrelation function for the entire sample
(middle plot) and after burn-in (right plot) of the Frobenious norm of the difference
between the true and the estimated covariance matrix X;.

The results are reported in Figs. 2.5-2.6, for the different simulated datasets. Fig. 2.5
shows the good accuracy of the sampler in estimating the coefficient tensor, whose number
of entries ranges from 10* in the first to 50* in the last simulation setting. The estimation er-
ror is mainly due to the over-shrinking to zero of large signals. This well-known drawback
of global-local hierarchical prior distributions (e.g., see Carvalho et al. (2010)) is related to
its sensitivity to the hyper-parameters setting. Fig. 2.6 plots the MCMC output of the Frobe-
nious norm (i.e. the L, norm) of the covariance matrix of the error term. After a graphical
inspection of the trace plots (first column) we chose a burn-in period of 2000 iterations. Due
to autocorrelation in the sample (second column plots) we applied thinning and selected
every 10th iteration. In most of the cases, after removing burn-in iterations and performing
thinning, the autocorrelation wipes out.
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We refer the reader to Appendix B.5 for additional details on the simulation experiments,
such as trace plots and autocorrelation functions for tensor entries and individual hyper-
parameters.

2.5 Application

As put forward by Schweitzer et al. (2009), the analysis of economic networks is one of
the most recent and complex challenges that the econometric community is facing nowa-
days. We contribute to the econometric literature about complex networks by applying the
methodology proposed in Section 2.3 to the study of the temporal evolution of the inter-
national trade network (ITN). This economic network has been previously studied by sev-
eral authors (e.g., see Hidalgo and Hausmann (2009), Fagiolo et al. (2009), Kharrazi et al.
(2017), Meytroidt et al. (2010), Zhu et al. (2014), Squartini et al. (2011)), who have analysed
its topological properties and identified its main communities. However, to the best of our
knowledge, this is the first attempt to model the temporal evolution of the network as a
whole.

The raw trade data come from the United Nations COMTRADE database, a publicly
available resource’. The particular dataset we use is a subset of the whole COMTRADE
database and consists of yearly observations from 1998 to 2016 of total imports and exports
between I} = I = I = 10 countries. In order to remove possible sources of non-linearities
in the data, we use a logarithmic transform of the variables of interest. We thus consider
the international trade network at each time stamp as one observation from a real-valued
matrix-variate stochastic process. Fig. 2.7 shows the whole network sequence in our dataset.

We estimate the model in eq. (2.26) setting X; = Y;_1, thus obtaining a matrix-variate
autoregressive model. Each matrix Y; is the I x I real-valued weighted adjacency matrix of
the corresponding international trade network in year ¢, whose entry (i, j) contains the total
exports of country i vis-a-vis country j, in year t. The series {Y;}:, t = 1,..., T, has been
standardized (over the temporal dimension). We run the Gibbs sampler for N = 10, 000
iterations. The output is reported below.

The mod-3 matricization of the estimated coefficient tensor is shown in the left panel of
Fig. 2.8, each column corresponds to the effects of a lag one edge (horizontal axis) on all the
contemporaneous edges (vertical axis). Positive effects in red and negative effects in blue.
Fig. 2.9 shows the estimated covariance matrices of the noise term, that is $.,5,. As regards
the estimated coefficient tensor, we find that a significant degree of heterogeneity in the esti-
mated coefficients which points against parameter pooling assumptions. Furthermore, there
are patterns showing that groups of edges (i.e. bilateral trade flows) with mainly positive
(red) or negative (blue) effect on all the other edges: this may suggest that there are some
countries playing a key role (either as exporters of as importers) for them.

The distribution of the entries of the estimated coefficient tensor (middle panel) confirms
the evidence of heterogeneity. The distribution is right-skewed and leptokurtic with mode
at zero, which is a consequence of the shrinkage of the estimated coefficient.

Moreover, in order to assess the stationarity of the model, we computed the eigenvalues
of the mode-3 matricization of the estimated coefficient tensor and the right panel of Fig. 2.8
plots the logarithm of their modulus. All the estimated eigenvalues are strictly lower than
one in modulus, thus indicating that the process describing the evolution of the trade net-
work is stationary.

Concerning the estimated covariance matrices of the noise term (Fig. 2.9), we find that
in both cases (i.e. £1,%) the highest estimated values correspond to individual variances,
while the estimated covariances are lower in magnitude and heterogeneous. In addition,
there is evidence of heterogeneity in the dependence structure, since £;, which captures
the covariance between exporting countries (i.e., rows of the matrix Y;), differs from 3,

https:/ /comtrade.un.org
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FIGURE 2.7: Commercial trade network evolving over time from 1998 (top left) to

2016 (bottom right). Nodes represent countries, red and blue colored edges stand

for exports and imports between two countries, respectively. Edge thickness rep-
resents the magnitude of the flow.

which describes the covariance between importing countries (i.e., columns of Y;) and the
dependence between exporting countries is higher, on average, than that between importing
countries.

For assessing the convergence of the MCMC chain, Fig. 2.9 shows the trace plot and au-
tocorrelation functions (without thinning) of the Frobenious norm of each estimated matrix.
Both sets of plots show a good mixing of the chain.
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FIGURE 2.8: Left: Transpose of the mode-3 matricized estimated coefficient tensor,

B’(3). Middle: distribution of the estimated entries of B(3). Right: logarithm of the
modulus of the eigenvalues of 3(3), in decreasing order.
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FIGURE 2.9: Estimated covariance matrix of the noise term (first), posterior distri-

butions (second), MCMC output (third) and autocorrelation functions (fourth) of the

Frobenious norm of the covariance matrix of the noise term. First row: Xy, second
row: Xjp.

2.5.1 Impulse response analysis

For understanding the role exerted by the various links of the network, Fig. 2.10 shows
the sum of the entries of the corresponding positive and negative entries of the estimated
coefficient tensor in red and blue, respectively.

We find that edges’ impact tend to cluster, that is, those with high positive cumulated
effects have very low negative cumulated effects and vice-versa. Thus, the bottom panel of
Fig. 2.10 shows the sum of the absolute values of all corresponding entries of the estimated
coefficient tensor, which can be interpreted as a measure of the importance of the edge in
the network. Based on this statistic, we plot the position of the 10 most and least relevant
edges in the network (in red and blue, respectively) in Fig 2.11. The picture has a hetero-
geneous structure: first, no single country seems to exert a key role, neither as exporter nor
as importer; second, the most and least relevant edges are evenly distributed between the
exporting and the importing side.

We study the effects of the propagation of a shock on a single and a group of edges in the
network by means of the impulse response function obtained as follows. Define the reverse
of the vectorization operator vec (-) by vecr (+) and let E be a binary matrix of shocks such
that each non zero entry (i, j) of E corresponds to a unitary shock on the edge (i, j). Then the
matrix-valued impulse response function is obtained from the recursion:

Y; = B x3vec (E) = vecr <B’(3) - vec (E)) (2.49)
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))) = vecr (B’(3) : 323) - vec (E)) (2.50)

= vecr ([B’(3)]2 - vec (E)) , (2.51)

M

Y, = B x3vec (Vecr (B’(3) -vec (

which, for the horizon i > 0, generalizes to:

Y}, = vecr ([B'(g)]h - vec (E)) : (2.52)

This equation shows that it is possible to study the joint effect that a contemporaneous shock
on a subset of the edges of the network has on the whole network over time.

We define the most relevant edges in the network as those which exert impact on the oth-
ers and Fig 2.11 shows the locations of the 10 most relevant edges in the network according
to different criteria: highest total positive effects, highest total negative effects and highest
total net effects.

Fig. 2.12 and 2.13, respectively, plot the impulse response function of a unitary shock on
the 10 most relevant and the 10 least relevant edges (determined by ranking according to the
sum of the absolute values of the entries of the estimated coefficient tensor), fork = 1,...,14
periods. Figs. 2.14-2.15 show the effects of a unitary shock to the most and least influential
edges, respectively.

We find that the effects are remarkably different: both the magnitude and the persistence
of the impact of a shock to the most relevant edges is significantly greater than that obtained
by hitting the least relevant edges.

Moreover, a shock to the most relevant edge is more persistent than a shock on the least
relevant and the magnitude of the effects is significantly higher. However, compared to
the effects of a shock on 10 edges, both persistence and magnitude are remarkably lower.
Furthermore, a shock to a single edge affects almost all the others because of the high degree
of interconnection of the network, which is responsible for the propagation both in the space
(i.e., cross-section) and over time.

The joint analysis of the impulse response functions and the distribution of the most
and least influential links in Fig. 2.11 points out the key role of the network structure in the
propagation of shocks.

We refer to Appendix B.6 for additional plots of the estimation.

FIGURE 2.10: Sum of positive entries (red,top), negative entries (blue,top) and of
absolute values of all entries (dark green,bottom) of the estimated coefficient tensor
(y-axis), per each edge (x-axis).
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FIGURE 2.11: Position in the network of the 10 most relevant (red) and least rel-
evant (blue) edges, according to the sum of the absolute values. Countries’ labels
on both axes.
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FIGURE 2.12: Impulse response for h = 1, ..., 14 periods. Unitary shock on the 10
most relevant edges (sum of absolute values of all coefficients). Countries’ labels
on both axes.
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FIGURE 2.13: Impulse response for h = 1,...,14 periods. Unitary shock on the 10
least relevant edges (sum of absolute values of all coefficients). Countries’ labels
on both axes.
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FIGURE 2.14: Impulse response for i = 1,...,14 periods. Unitary shock on the
most relevant edge (sum of absolute values of all coefficients). Countries” labels
on both axes.
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FIGURE 2.15: Impulse response for h = 1,...,14 periods. Unitary shock on the
least relevant edge (sum of absolute values of all coefficients). Countries’ labels on
both axes.

2.6 Conclusions

We defined a new statistical framework for dynamic tensor regression. It is a generalisation
of many models frequently used in time series analysis, such as VAR, panel VAR, SUR and
matrix regression models. The PARAFAC decomposition of the tensor of regression coef-
ticients allows to reduce the dimension of the parameter space but also permits to choose
flexible multivariate prior distributions, instead of multidimensional ones. Overall, this al-
lows to encompass sparsity beliefs and to design efficient algorithm for posterior inference.

We tested the Gibbs sampler algorithm on synthetic matrix-variate datasets with matrices
of different sizes, obtaining good results in terms of both the estimation of the true value of
the parameter and the efficiency.

The proposed methodology has been applied to the analysis of temporal evolution of a
subset of the international trade networks. We found evidence of (i) wide heterogeneity in
the sign and magnitude of the estimated coefficients; (ii) stationarity of the network process.
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Chapter 3

Bayesian Markov Switching Tensor
Regression for Time-varying Networks

In mathematics the art of proposing a question must
be held of higher value than solving it.

GEORG CANTOR

It is far better to foresee even without certainty than
not to foresee at all.

HENRI POINCARE

3.1 Introduction

The analysis of large sets of binary data is a central issue in many applied fields such
as biostatistics (e.g. Schildcrout and Heagerty (2005), Wilbur et al. (2002)), image process-
ing (e.g. Yue et al. (2012)), machine learning (e.g. Banerjee et al. (2008), Koh et al. (2007)),
medicine (e.g. Christakis and Fowler (2008)), text analysis (e.g. Taddy (2013), Turney (2002))
and theoretical and applied statistics (e.g. Ravikumar et al. (2010), Sherman et al. (2006), Visaya
et al. (2015)). Without loss of generality, in this paper we focus on binary series representing
time-evolving networks.

From the outbreak of the financial crisis of 2007 there has been an increasing interest in
tinancial network analysis. The fundamental questions on the role of agents” connections,
the dynamic process of link formation and destruction, the diffusion process within the
economic and/or financial system of external and internal shocks have attracted an increas-
ing interest from the scientific community (e.g., Billio et al. (2012) and Diebold and Yilmaz
(2014)).

Despite the wide economic and financial literature exploiting networks in theoretical
models (e.g. Acemoglu et al. (2012), Di Giovanni et al. (2014), Chaney (2014), Mele (2017), Gra-
ham (2017)), the econometric analysis of networks and of their dynamical properties is at its
infancy and many research questions are still striving for an answer. This paper contributes
at filling this gap addressing some important questions in building statistical models for
network data.

The first issue concerns measuring the impact of a given set of covariates on the dynamic
process of link formation. We propose a parsimonious model that can be successfully used
to this aim, building on a novel research domain on tensor calculus in statistics. This new lit-
erature (see, e.g. Kolda and Bader (2009), Cichocki et al. (2015) and Cichocki et al. (2016) for
a review) proposes a generalisation of matrix calculus to higher dimensional arrays, called
tensors. The main advantage in using tensors is the possibility of dealing with the complex-
ity of novel data structures which are becoming increasingly available, such as networks,
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multi-layer networks, three-way tables, spatial panels with multiple series observed for each
unit (e.g., municipalities, regions, countries). The use of tensors prevents the reshaping and
manipulation of the data, thus allowing to preserve the intrinsic structure. Another ad-
vantage of tensors stems from their numerous decompositions and approximations, which
provide a representation of the model in a lower-dimensional space (see (Hackbusch, 2012,
ch.7-8)). In this paper we exploit the PARAFAC decomposition for reducing the number of
parameters to estimate, thus making inference on network models feasible.

Another issue regards the time stability of the dependence structure between variables.
For example, Billio et al. (2012), Billio et al. (2015a), Ahelegbey et al. (2016a), Ahelegbey
et al. (2016b) and Bianchi et al. (2018) showed empirically that the network structure of the
financial system has experienced a rather long period of stability in the early 2000s and a
significantly increasing connectivity before the outbreak of the financial crisis. Starting from
these stylized facts, we provide a new Markov switching model for structural changes of
the network topology. After the seminal paper of Hamilton (1989), the existing Markov
switching models at the core of the Bayesian econometrics literature consider VAR models
(e.g., Sims and Zha (2006), Sims et al. (2008)), factor models (e.g., Kaufmann (2000), Kim
and Nelson (1998)) or dynamic panels (e.g., Kaufmann (2015), Kaufmann (2010)) and have
been extended allowing for stochastic volatility (Smith (2002), Chib et al. (2002)), ARCH and
GARCH effects (e.g., see Hamilton and Susmel (1994), Haas et al. (2004), Klaassen (2002)
and Dueker (1997), among the others) and stochastic correlation (Casarin et al. (2018)). We
contribute to this literature by applying Markov switching dynamics to tensor-valued data.

Motivated by the observation that financial networks are generally sparse, with sudden
abrupt changes in the level of sparsity across time, we define a framework which allows us to
tackle the issue of time-varying sparsity. To accomplish this task, we compose the proposed
Markov switching dynamics with a zero-inflated logit model. In this sense, we contribute to
the network literature on modelling edges’ probabilities (e.g., Durante and Dunson (2014a)
and Wang et al. (2017)), by considering a time series of networks with multiple layers and
varying sparsity patterns.

Finally, another relevant question concerns the study of the joint evolution of a network
and a set of economic variables of interest. To the best of our knowledge, there is no pre-
vious work providing a satisfactory econometric framework to solve this problem. Within
the literature on joint modelling discrete and continuous variables Dueker (2005) used the
latent variable interpretation of the binary regression and built a VAR model for unobserved
continuous-valued variables and quantitative observables. Instead, Taddy (2010) assumes
the continuous variable follows a dynamic linear model and the discrete outcome follows
a Poisson process with intensity driven by the continuous one. Our contribution to this
literature consists in a new joint model for binary tensors and real-valued vectors.

The model we propose is presented in Section 3.2. We go through the details of the
Bayesian inferential procedure in Sections 3.3-3.4 while in Section 3.5 we study the perfor-
mance of the MCMC procedure on synthetic datasets. Finally, we apply the methodology to
a real dataset and discuss the results in Section 3.6 and draw the conclusions in Section 3.7.

3.2 A Markov switching model for networks

A relevant object in our modelling framework is a a D-order tensor, that is a D-dimensional
array, element of the tensor product of D vector spaces, each one endowed with a coordinate
system. See (Hackbusch, 2012, ch.3) for an introduction to algebraic tensor spaces. A tensor
can be thought of as the multidimensional extension of a matrix (which is a 2-order tensor),
where each dimension is called mode. Other objects of interest are the slice of a tensor, that
is a matrix obtained by fixing all but two of the indices of the multidimensional array, and
the tube, or fiber, that is a vector resulting from keeping fixed all indices but one. Matrix
operations and results from linear algebra can be generalized to tensors (see Hackbusch
(2012) or Kroonenberg (2008)). Here we define only the mode-n product between a tensor
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and a vector and refer the reader to Appendix A.1 for further details. For a D-order tensor
X € R%>>dp and a vector v € R, the mode-n product between them is a (D — 1)-order
tensor ) € R%1 > Xdn-1xdni1%..xdD whose entries are defined by:

dy
Virrooin tsinstmin) = (X Xn V) o iy = 3 Xy inip Vi - 3.1)

in=1

Let {X;}; and {X;}L | be two sequences of binary and real 3-order tensors of size
I x ] x K, respectively. In our multilayer network application, X} is an adjacency tensor and
each of its frontal slices, X} ;, represents the adjacency matrix of k-th layer. See Boccaletti et al.
(2014) and Kivela et al. (2014) for an introduction to multilayer networks. Let {y;}], be a
sequence of real-valued vectors y; = (y¢1,...,Y:,m) representing a set of relevant economic
or financial indicators. Our model consists of two systems of equations whose parameters
switch over time according to a hidden Markov chain process.

The first set of equations pertains the model for the temporal network. One of the most
recurrent features of observed networks is edge sparsity, which in random graph theory is
defined to be the case in which the number of edges of a graph grows about linearly with the
number of nodes (see (Diestel, 2012, ch.7)). For a finite graph size, we consider a network
to be sparse when the fraction of edges over the square of nodes, or total degree density, is
below 10%. Moreover, the sparsity pattern of many real networks is not time homogeneous.
To describe its dynamics we assume that the probability of observing an edge in each layer
of the network is a mixture of a Dirac mass at 0 and a Bernoulli distribution, where both
the mixing probability and the probability of success are time-varying. Consequently, each
entry x;jx; of the tensor A} (that is, each edge of the corresponding network) is distributed
as a zero-inflated logit:

exp{z; 8ijk(t)}
Xijiot |0 (8), 8iji (£) ~ p(£)00) (xije) + (1 — p(£)) Bern | xijir |1 n eXP{]Zﬁjk,tgijk(f)} (3.2)
Notice that this model admits an alternative representation as:
Xiji |0 (£), 8ijie(t) ~ ()0 ¢0y (xijict) + (1= 0(£)) (a3 (Xijit) (3.3)
dijip = IR, (Xijp 1) (3.4)
Xir = Zi,Bik(t) +eie  Eijp lﬂ Logistic(0,1) . (3.5)

where z;j; € RQ is a vector of edge-specific covariates and gijk(t) € R9isa time-varying
edge-specific vector of parameters. This specification allows to classify the zeros (i.e. ab-
sence of edge) into “structural” and “random”, conditionally on arising from the atomic
mass, or due to the randomness described in egs. (3.4)-(3.5), respectively. The parameter p(t)
is thus the time-varying probability of observing a structural zero. In the following, without
loss of generality, we focus on the case of common set of covariates, that is z;; = z;, for
t=1,...,T.
The second set of equations regards the vector of economic variables and is given by:

Ymt = Umt + Ot @ p ~ N(O/ O}Zn,t) ’ (3.6)

form =1,...,Mand t = 1,...,T. In vector form, we denote the mean vector and the
covariance matrix by p(t) and X(t), respectively.

The specification of the model is completed with the assumption that the time variation
of the parameters p(t), L(t), o(t), gjx(t) are driven by a hidden homogeneous Markov chain
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FIGURE 3.1: Directed acyclic graph (DAG) of the model in eq. (3.8a)-(3.8¢c). Gray
circles represent observable variables and white circles latent variables. Directed
arrows indicate the direction of causality.

{s¢}{_, with discrete, finite state space {1,...,L}, thatis u(t) = p,, E(t) = Zs, p(t) = ps,
and gi]-k(t) = 8ijks,- Lhe transition matrix of the chain {st}+ is assumed to be time-invariant

and denoted by & = (&y,...,¢;)’, whereeach §; = (&;1,...,¢; 1)’ is a probability vector and
the transition probability from state i to state jis P({s; = j}[{s;—1 = i}) = &;;,i,j=1,..., L.

The causal structure of the model is given in Fig. 3.1, whereas the description of the
systems follows.

In order to give a compact representation of the general model, define X4 = {X ¢
R1%%ia} the set of real-valued d-order tensors of size (i1 X ... X i;) and Xg,l = {XER* XM
X;,, i, € {0,1}} C X the set of adjacency tensors of size (i1 X ... X iy). Define a linear op-
erator between these two sets by ¥ : X4 — Xg,l such that X* +— ¥(X*) € {0,1}>Xxia,
Denote the indicator function for the set A by 14(x), which takes value 1if x € A and 0 oth-
erwise, and let Ry be the positive real half-line. For a matrix Xj , € & L] it is possible to write
the first equation of the model in matrix form by ¥ (X} ,) = (Ir, (x;‘kjk, +))ij, for each slice k of
X/". Eq. (3.5) postulates that each edge x;j, admits an individual set of coefficients gz-]-k(t). By
collecting all these vectors along the indices i, j, k, we can rewrite eq. (3.5) in compact form
by means of a fourth-order tensor G(t) € RI*/*KXQ thus obtaining:

Xt* = Q(t) Xa2Zi+ &, (3.7)

where & € R*XJ*K is a third-order tensor with entries €ijk+ ~ Logistic(0,1) and X, stands
for the mode-n product between a tensor and a vector previously introduced.

The statistical framework we propose for a time series { X}, y:}]_; is given by the follow-
ing system of equations:

Xy = B(t) O F(X)) bije(t) % Bern(1 — p(t)) (3.8)
Xt* = g(t) Xq2t + & (3.8b)
yvi = u(t) + @ @1 % Nwi(0,Z(1)) (3.8¢)

where B(t) is a tensor of the same size of X; whose entries are independent and identi-
cally distributed (iid) Bernoulli random variables with probability of success 1 — p(t) and ®
stands for the element-by-element Hadamard product (see (Magnus and Neudecker, 1999,
ch.3)).

This model can be represented as a SUR (see Zellner (1962)) and also admits an interpre-
tation as a factor model. To this aim, let ® denote the Kronecker product (see (Magnus and

Neudecker, 1999, ch.3)) and define z; = (1,%;)’, where z; denotes the covariates and x1/2 g
a matrix satisfying £!/2£!/2 = £. In addition, let {i;}; be a martingale difference process
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and ¢, = (Lg1y(st), -+, Lyry(st))'. Then we obtain:

(X, = B(1) o ¥(xy) i () % Bern(1 - p(t))

J¥ =0xs@on) +8=0xE8on) +& e logistic(01) 4y
yi = & ou) + o rV)o; @ % Nyt(0p, )

|§1p1 =BG+ Efa[a; ] =0

3.3 Bayesian Inference

To derive the likelihood function of the model in egs. (3.8a) to (3.8¢c) and develop an efficient
inferential process, it is useful to start from eq. (3.2), which describes the statistical model
for the likelihood of each edge as a zero-inflated logit model. Starting from the seminal
work of Lambert (1992), who proposed a modelling framework for count data with a great
proportion of zeros, zero-inflated models have been applied to settings where the response
variable is not integer-valued. Binary responses have been considered by Harris and Zhao
(2007), who dealt with an ordered probit model. This is the closest approach to ours, though
the specification in eq. (3.2) substantially differs in two aspects. First, we use of a logistic link
function, which is known to have slightly fatter tails than the cumulative normal distribution
used in probit models. Second, differently from the majority of the literature which assumes
a constant mixing probability, the parameter p(t) is evolving according to a latent process.
From eq. (3.2) we derive the probability of observing or not an edge, respectively, as:

Pl = Up(0) 8i0) = (1 p(0) oo b 6100
Pt = Olp(t), k(1)) = (1) + (1 - p(1) (1 - +p{p{gg(]?(i)}> G

This allows us to exploit different types of tensor representations (see Kolda and Bader
(2009) for a review), in particular for the sake of parsimony, we assume a PARAFAC decom-
position with rank R (assumed fixed and known) for the tensor G (f):

G(t) =Y. 1) o () ol () oy (1), (3.11)

where for each value of the state s; the vectors 'y,(qr) (t) = 'yy)t, he{1,23,4},r=1,...,R, are

the marginals of the PARAFAC decomposition and have length I, |, K and Q, respectively.
By the same argument, we denote G(t) = Gs, and g;x(t) = gijks,- This specification permits
us to achieve two distinct but fundamental goals: (i) parsimony of the model, since for
each value of the state s; the dimension of the parametric space is reduced from IJKQ to
R(I+ ]+ K+ Q) parameters; (ii) sparsity of the tensor coefficient, through a suitable choice
of the prior distribution for the marginals.

We are given a sample {Xt,yt}tT:l and adopt the notation: X = {Xt}thl, y = {yt}thl,
s = {st} o, D ={Di}[ and Q = {4} . Define T, = {t : s; = I} and T; = #T], for
each regime | = 1,2. Then, in order to write down the analytic form of the complete data
likelihood, we introduce the latent variables {st};rzl, taking values s; = 1,1 € {1,2} and
evolving according to a discrete Markov chain with transition matrix £ € R*L. Finally,
denote the whole set of parameters by 6.

The inference is carried out following the Bayesian paradigm and exploiting a data aug-
mentation strategy (Tanner and Wong (1987)). The Pélya-Gamma scheme for models with
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binomial likelihood proposed by Polson et al. (2013) has been proven to outperform exist-
ing schemes for Bayesian inference in logistic regression models in terms of computational
speed and higher effective sample size. Furthermore, given a normal prior of the vector of
parameters, a Pélya-Gamma prior on latent variables leads to a conjugate posteriors: the
full conditional for the parameter vector is normal while that of the latent variable follows
a Polya-Gamma. This allows to use a Gibbs sampler instead of a Metropolis-Hastings al-
gorithm, thus avoiding the need to choose and adequately tune the proposal distribution.
Among recent uses of this data augmentation scheme, Wang et al. (2017) used it in a similar
framework for network-response regression model, while Holsclaw et al. (2017) exploited it
in a time-inhomogeneous hidden Markov model.
The likelihood function is:

X,y|6) = Z HP X, yilst, 0)p(stlsi—1), (3.12)
-ST t=

where the index | € {1,..., L} represents the regime. Through the introduction of a latent
variables s = {s;}]_,, we obtain the data augmented likelihood:

T L L
L(X,y,510) = [TT 11T [p(Xe yilse = LO)p(si = l]si1 = b, &))" 313)
t=11=1h=1

The conditional distribution of the observation given the latent variable and marginal dis-
tribution of s; are given by, respectively:

p(X yilse =1,0) = fi( X, y:|6)) (3.14)
p(st =1|s;—1 =h,E) = py,. (3.15)

Considering the observation model in eq. (3.2) and defining 7; = {t : s; = [} for each
I =1,...,L, we can rewrite eq. (C.2) as:

L L
[T p(Xilse = 1,8)p(yelse = 1,6)] "D T [p(se = lse—y = h, &))" D=

T

I1

=111 h=1

L I ] K exp{zgin,} | ™
(1—p) -

T oo, 220

1+ exp{zigijx, }

L(X,y,s|0) =

T—xjjit

1
1+ exp{zigijk, }

pr+(1—p;)

L 1(s;=1)1 =h
HHH ph(st— )L(si—1=h) ) (3.16)

Since the function cannot be expressed as a series of products due to the sum in the rightmost
term, we choose to further augment the data via the through the introduction of latent allo-
cation variables D = {Dl}lel,with D, = (dijk,l) fori=1,...,I,j=1,...,Jandk=1,...,K.
Finally, we perform another augmentation as in Polson et al. (2013), for dealing with the
logistic part of the model. When the hidden chain is assumed to be first order Markov, with
two possible states, that is L = 2, the complete data likelihood is given by:

L(X,y,D,Q,s|6) = p(X,D,Qls,0)p(y[s, 0)p(s|6)

T
= [ [ p(X:, Di, Qlst, 0) p(ylsi, 8) p(s¢|6) (3.17a)
t=1
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L I ] K
= [H TTITIT pice dijicss wijicelse = L pi, le (3.17b)

I=1te7; i=1 j=i k=1 ~

L

[TTTp(yilse =Lu )| - |p(s|E) (3.17¢)
I=1feT; p d

where we have exploited the conditional independence of X and y given the hidden chain
s. We augment the model by introducing the latent allocation d;j, € {0,1} for/ =1,..., L.
Secondly, we use a further data augmentation step via the 1ntroduct1on of the latent Varlables
wjjk + following Polson et al. (2013), for dealing with the logistic part of the mixture.

The complete data likelihood for X is given by:

K 1—-d
d;; 3 1—p ijkit Wijk t
T 1o ™ - 610y Crijies) i - ( > 2 ) - exp {——3 (Zigijk1)* + Kijk,t(zigijk,l)}

teT;
I ] K L L
HHHP C‘Jz]kif HH p(solE), (3.18)
=1

where d;j; is a latent allocation variable and wjj; is a Polya-Gamma latent variable. See
Appendix C.2 for the details of the data augmentation strategy and the derivation of the
complete data likelihood.

A well-known identification issue for mixture models is the label switching problem (see,
for example, Celeux (1998)), which stems from the fact that the likelihood function is invari-
ant to relabeling of the mixture components. This may represent a problem for Bayesian
inference, especially when the unobserved components are not well separated, since the as-
sociated labels may wrongly change across iterations. Several proposals have been made for
solving this identification issue (see Frithwirth-Schnatter (2006) for a review). The permuta-
tion sampler proposed by Friihwirth-Schnatter (2001) can be applied under the assumption
of exchangeability of the posterior distribution, which is satisfied when the prior distribu-
tion for the transition probabilities of the hidden Markov chain is symmetric. Alternatively,
there are situations when the particular application provides meaningful restrictions on the
value of some parameters. These restrictions generally stem from theoretical results, or
interpretation of the different regimes, which is the reason why they are widely used in
macroeconomics and finance.

Following this second approach, we can use as identification constraint for the regimes
the mixing probability of the zero-inflated logit in eq. (3.3). This can be interpreted as the
likelihood of a “structural” absent edge, therefore by sorting the regimes in decreasing order,
from “sparse” to “dense”, we impose: p; > p2 > ... > pr.

As regards the prior distributions for the parameters of interest, we choose the following
specifications. Denote ¢, the n-dimensional vector of ones. We assume an independent prior

on 'y}(lrl) for each regime | = 1,..., L, thus representing the a priori ignorance of the different

value of these parameters for varying I. In particular, foreachr =1,...,R,eachh =1,...,4
and each I =1,..., L we specify the global-local shrinkage prior:

TV Tt T e 1) ~ Nowy (T Thre0p 110, (3.19)
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(r)

where n = (I, ],Q)’ is a vector containing the length of each vector 7, ; and the prior mean

is set to ghl =0foreachh =1,...,41=1,...,L,r=1,...,R. The parameter T repre-
sents the global component of the variance, common to all margmals ¢r is level component
(specific for each r = 1,..., R) and wy, , is the local component. The choice of a global-local
shrinkage prior, as opposed to a spike-and-slab distribution, is motivated by the reduced
computational complexity and the capacity to handle high-dimensional settings.

In addition, for allowing greater flexibility, we assume the following hyper-priors for the
variance components':

n(t) ~ Ga(a®,b") (3.20)

nt(¢) ~ Dir(w ) @ = AR (3.21)
7t(wy,1|Ar) ~ Exp(A? /2) Yh,r,l (3.22)
mt(Ay) ~ Ga(a} ,bl ) Vi. (3.23)

The further level of hierarchy for the local components wy, ,; is added with the aim of
favouring information sharing across local components of the variance (indices /, r) within
a given regime [. This hierarchical prior induces the following marginal prior on the vector

W = (wl,l,l/ sy w4,R,l)/:

R 4
mT(wy) = A+Hnn(wh,r,l’Al)ﬂ(Al)dAl

)% @) +8R—1 —A R )\12
= — A ex —bl )\l — hrl d/\l . (324)
R, 2r(@)) " b L L

The marginal prior for a generic entry wy,,; is a compound gamma distribution?, that is

p(wy,.;) ~ CoGa(l,a}, 1,512\), with @ > —1. In the univariate case (ie H = 1, R = 1 and
L = 1), we obtain a generalized Pareto distribution® 7t(w) = ¢P(0,a,,b,/a,).
The specification of an exponential distribution for the local component of the variance of

1We use the shape-rate formulation for the gamma distribution, that is fora > 0, > 0:

x~@Ga(a,B) < f(x)= %x“ilfﬁx x € (0,400).

2 Alternatively, following (Johnson et al., 1995, p.248), this is called generalized beta prime distribution or generalized
beta distribution of the second kind Be;(«, B, p,q), whose probability density function (with B(«, ) being the usual beta
function) is given by:

1 X et
p(x|a, B, p,q) = WP <q>

In our case, the probability density function is defined by a mixture of two gamma distributions (see also Dubey (1970)):

q‘BxlX—l(q + x)”""/g'
B(a,B)
In our case, the parametrisation is (1,a,,1,b,). This special case is also called a Lomax(a, b) distribution with parameters

(ax,br).
3The probability density function of the generalized Pareto distribution is:

—(a+p)
x

P
1+ (q) ] x€Ry, a,B,p,9 € Ry . (3.25)

pxla,p,1,9) = | Gatxla, p)Ga(plp.q) dp = x€Ry, 0,69 € Ry (3.26)

—(¢+1)
1 _
plxln g o) = = (H%f‘)) x€Ry, i €R 0 ERy. (327)
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FIGURE 3.2: DAG of the model in eq. (3.8a)-(3.8c) and prior structure in eq. (3.19)-

(3.31). Gray circles denote observable variables, white circles with continuous bor-

der indicate parameters, white circles with dashed border indicate fixed hyper-
parameters.

the 'yglrl) yields a Laplace distribution for each component of the vectors once the wy, ,; is in-

tegrated out, that is 'Ygl),ile T,¢r ~ Laplace(0,A;/+/T¢,) foralli = 1,...,n,. The marginal
distribution of each entry, integrating all remaining random components, is instead a gener-
alized Pareto distribution.

In probit and logit models it is not possible to identify the coefficients of the latent re-
gression equation as well as the variance of the noise (e.g., see Wooldridge (2010)). As a
consequence, we make the usual identifying restriction by imposing unitary variance for
each €;jy ¢

The mixing probability of the observation model is assumed beta distributed:

(o) ~ Be@, )  Vi=1,...,L. (3.28)
Concerning the parameters of the second equation (vector y; € R™), we assume the priors:
w(w) ~Nu(,Y,) Vi=1,...,L (3.29)
(L) ~IWn(v, %) VIi=1,...,L. (3.30)

Finally, each row of the transition matrix of the Markov chain process s; is assumed to be a
priori distributed according to a Dirichlet distribution:

n(¢;.) ~ Dir(¢.) VI=1,...,L. (3.31)

The overall structure of the hierarchical prior distribution is represented graphically by
means of the directed acyclic graph (DAG) in Fig. 3.2.

3.4 Posterior Approximation

For explanatory purposes, in this section we focus on single layer graphs (i.e. k = 1), which
is a special case of the model in egs. (3.8a)-(3.8c). In Appendix C.3 we present the computa-
tional details for the general case with multi-layer network observations (i.e. K > 1).

For reducing the burden of the notation, we define G = {G/}- , p = {w} |, Z =
{Z;}F, and p = {p;}},. Moreover, denote by W € R3*R*L the matrix whose elements
(wp,y, )1 are the components of the marginal-specific variance. Combining the complete
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data likelihood with the prior distributions yields a posterior sampling scheme consisting
of four blocks (see Appendix C.3 for the derivation of the posterior full conditional distribu-
tions).

In the first block (I) the sampler draws the latent variables from the full conditional dis-
tribution:

p(s,D,Q|X,y,G,u,LE,p)=p(s|X,y,GuLEp) (3.32)
T p(wijelxije se, Gs,) p(dijelxijir St G, 0sy) - (3.33)
ijt

Samples of s are obtained via the multi-move Forward-Filtering-Backward-Sampler (see Frithwirth-
Schnatter (2006)). The latent variables w;;; are sampled independently foreachi =1,...,1,
j=1,...,Jand t=1,...,T from:

p(wijelxijr st,Gs,) &« PG(1, 218k s, ) (3.34)

The latent variables wj;; are sampled in block for each ¢. This is done by sampling u; =

vec () from the vectorised version of the PG random number generator, then reshaping
Q; = vecr(u;). The latent variables d;j; are sampled independently for eachi = 1,...,1,
j=1,...,Jand t=1,...,T from:

p(dijr = 1[xijt, St, Gsis Ps;) % Ps6401 (Xij ) (3.35a)

B eXp{( gl]k st)xI] t}
p(dij i = Olxij 1,51, Gsyr 0s,) o (1= ps,) 1+exp{zigijks,}

Block (II) regards the hyper-parameters which control the variance of the PARAFAC
marginals, and have full conditional distribution:

(3.35b)

(0, WH is) = P@HY) Yt WP i W, @)D (WH ) Y10 8, T)

(3.36)
The auxiliary variables 1, are sampled independently forr =1,..., R from:
) & T
(e {7 b1 wr) o GIG [ 287, Y Y (3.37)
h=1I1= 1
then, foreachr = 1,..., R define:
b= = — (639)

Yoot o

The parameters ¢ are sampled in a separate block since they all enter the full conditionals

()

of wy,,; and 7, ;. The global variance parameter 7 is drawn from:

P Yns W, @) « GiG (Zb Yy T T n)R) . (3.39)

The local variance parameters wy,,; are independently drawn for each h = 1,2,3, r =
1,...,Rand ! =1,...,L from:

Nl M m
Pt ¢, T, A1) < GIG | A7, O 1—?’1 : (3.40)
r
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Finally, denoting w; the collection of all wy, ,; for a given I, the parameters A; are indepen-
dently drawn foreach/ =1,..., L from:

Y 6R*1 _/\ /\2 R 3
p(Aj|w;) o A?’Jr - exp {—/\lbl } . {—71 Z Z Wyyl o - (3.41)

r=1h=1

The third block (III) concerns the marginals of the PARAFAC decomposition for the ten-

sors G; for every | = 1,...,L. The vectors 'y,(fl) are sampled independently forallh = 1,2,3

and everyr =1,..., R from:

p('Y;:]) ’X/ w/ ¢/ T,s, D/ Q) X Ny, (Z;l,l’ A2’1> . (342)

Finally, in block (IV) are drawn the mixing probability, the transition matrix and the main
parameters of the second equation. The mixing probability is sampled forevery/ =1,...,L
from:

p(01|D,s) o Be(d, by) . (3.43)
Each row of the transition matrix is independently drawn for every I =1, ..., L from:
p(¢;.) o Dir(e). (3.44)

The mean and covariance matrix of the second equation are sampled independently for
everyl =1,...,L, respectively from:

p(mly s, 1) < Nu(, Y)) (3.45)

and: i
p(Zily s, ) <« IWm(i1,¥)). (3.46)

Blocks (I) and (II) are Rao-Blackwellized Gibbs steps: in block (I) we have marginalised
over both (D, 2) in the full joint conditional distribution of the state s and D (together with
p) in the full conditional of (3, while in (II) we have integrated out T from the full conditional
of ¢ (see sec. C.3.2). Blocks (III) and (IV) are standard Gibbs steps, concerned with sampling
from the full conditional (eventually exploiting conditional independence relations).

3.5 Simulation Results

We consider three simulation settings for the model in egs. (3.8a)-(3.8c) corresponding to
different sizes I and |, with I = ], of the adjacency matrix X;. The other parameters indicated
below are kept fixed across settings. The three synthetic datasets used to check the efficiency
of the proposed Gibbs sampler share the same hyper-parameters’ values, but differ in the
size of the adjacency matrices. We consider:

(I) I =] =100, with Q = 3 common covariates and M = 2 exogenous variables;
(II) I =] = 150, with Q = 3 common covariates and M = 2 exogenous variables;
() I =] =200, with Q = 3 common covariates and M = 2 exogenous variables.

We generated a sample of size T = 60 and at each time step we simulate a square matrix
Xt, a vector y; of length m = 2 and a set of Q = 3 covariates z;. The covariates have been
generated from a stationary Gaussian VAR(1) process with entries of the coefficient matrix
ii.d. from a truncated standard normal distribution. We considered two regimes (i.e. L = 2)
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and generated the trajectory of the Markov chain {s;}]_; setting:

== 103 07] Pt =03 &2y

For each regime [ = 1,2, we generated the marginals of the PARAFAC decomposition (rank
R = 5) of the tensor G;, the mixing probability in the first equation and the mean and covari-
ance in the second equation of the model according to:

p1 =038 p2 =02

,Y}(j:{ Z,Z\J Nnh(onh’ I”h) Vh’r 'Yl(zi,’% 1,1\5’1 ”h(tnh/ Inh) thr

m =122 = [=2,-2) (3.48)
2 05 4 1

= [0.5 2] 22 = [1 4]

We initialised the marginals of the PARAFAC decomposition of the tensor of coefficients g,

at the output of the Simulated Annealing algorithm (see (Robert and Casella, 2004, pp. 163-
173)) and we kept the same value foreach! = 1, ..., L. The other parameters (p, W, ¢, 7, E, 4, L)
have been initialised by sampling from their prior. Finally, we have chosen the following
values for the hyper-parameters:

A=4 ggllzonh Yhir
=2 by=5
Im Y2 — Im (3-49)

Ulzm VQZWI ?121771 ?zzlm

b —
b =

For each simulation setting, we evaluate the mean square error of the estimated coeffi-
cient tensor:

1
MSE = = (MSE; + MSE;) = G; - 91

21JK ]K (’ QZH ) (3:50)

where ||-||, is the Frobenious norm for tensors, i.e.:

Joi -6

I J K
ZZZ gl}ké gz]kf . (3.51)

i=1j=1

All simulations have been performed using MATLAB r2016b with the aid of the Tensor
Toolbox v.2.6*.

Figs. 3.3(a)-3.3(c)-3.3(e) report the trace plots of the error, for each of the three simulations,
respectively, while Figs. 3.3(b)-3.3(d)-3.3(f) plot the corresponding autocorrelation functions.
All these graphs show that the estimated total error series rapidly stabilises around a small
value, meaning that the sampler is able to recover the true value of the tensor parameter.
Furthermore, from the analysis of Figs. 3.3(b)-3.3(d)-3.3(f) we can say that the autocorrela-
tion of the posterior draws of the total error vanishes after three lags, thus representing a
tirst indicator of the efficiency of the sampler. We remind to Appendix C.5 for further details
and plots about the performance of the sampler in each simulated example.

4 Available at: http: //wuw.sandia.gov/~tgkolda/TensorToolbox/index-2.6.html



3.5. Simulation Results 51

198

1975

1.97

ACF

r‘i

ﬁ AT VAR ii bl
‘%Eni "' '!" 02

195 08

1945 L L L L L L L L L
0 50 100 150 200 250 300 350 400 450 500 Lag

(a) Simulation (I): trace plot. (b) Simulation (I): ACFE.

185

184 08

183 "

ACF

L L L L L L L L L
0 50 100 150 200 250 300 350 400 450 500 Lag

(c) Simulation (II): trace plot. (d) Simulation (II): ACF.

ACE

L L L L L L L L L
L L L L L L L L L 0 2 4 6 8 10 12 14 16 18 20
0 50 100 150 200 250 300 350 400 450 500 Lag

(e) Simulation (III): trace plot. (f) Simulation (III): ACFE.

FIGURE 3.3: Left: Trace plots (blue line) with superimposed progressive mean (or-

ange line) of the total error in estimating the tensor of regression coefficients, for

each simulation. Right: corresponding autocorrelation function, for each simula-
tion.

Table (3.1) reports the effective sample size (ESS) in the formulation provided by Gelman

et al. (2014):
N

ESS 1425701 (3.52)
where (; is the sample autocorrelation function at lag / and N is the sample size (i.e., the
length of the simulation). For computational reasons, the infinite sum is truncated at L =
min{/ : §; < 10~*}. The ESS is interpreted as an efficiency index: it represents the number
of simulated draws that can be interpreted as iid draws from the posterior distribution (in
fact, in presence of exact iid sampling schemes we have ESS = N). The results in Tab. (3.1)
show that in all three simulation settings the effective sample size is about half of the length
of the simulation.
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Simulation | ESS | ACF(1) | ACF() |

I
11 245 |
I

TABLE 3.1: Convergence diagnostic statistics for the total error, for each simulated
case. ESS is rounded to the smallest integer.

3.6 Applications

3.6.1 Data description

We apply the proposed methodology to the well-known dataset of financial networks of Bil-
lio et al. (2012), Ahelegbey et al. (2016b), Ahelegbey et al. (2016b), Bianchi et al. (2018). The
dataset consists of T = 110 monthly binary, directed networks estimated via the Granger
causality approach, where the nodes are European financial institutions. Other methods
for extracting the network structure from data can be used, as this is not relevant for our
econometric framework, which applies to any sequence of binary tensors.

The original dataset is composed by the daily closing price series at a daily frequency
from 29th December 1995 to 16th January 2013 of all the European financial institutions
active and dead in order to cope with survivorship bias. It covers a total of 770 European
tinancial firms which are traded in 10 European financial markets (core and peripheral).
The pairwise Granger causalities are estimated on daily returns using a rolling window
approach with a length for each window of 252 observations (approximately 1 year). We
obtain a total of 4197 adjacency matrices during the period from 8th January 1997 to 16th
January 2013.

Then, we define a binary adjacency matrix for each month by setting an entry to 1 only if
the corresponding Granger-causality link existed for the whole month (i.e. for each trading
day of the corresponding month), and setting the entry to 0 otherwise. Since the panel is
unbalanced due to entry and exit of financial institutions from the sample over time, we
consider a subsample of length T = 110 months (from December 2003 to January 2013)
made of 61 financial institutions.

We can visualize a sequence of adjacency matrices representing a time series of networks
in several ways. Fig. 3.4(a) shows a stacked representation of a subsample composed by
six adjacency matrices, while Fig. 3.4(b) plots a 3-dimensional array representation of the
same data. In the first case, all matrices are stacked horizontally. Instead, the 3-dimensional
representation plots each matrix in front of the other, as frontal slices of an array. It is possible
to interpret the two plots as equivalent representations of a third-order tensor: in this case,
Fig. 3.4(a) shows the matricised form (along mode 1) of the tensor, while Fig. 3.4(b) plots its
frontal slices. Finally, Fig. 3.5 plots the graph associated to two of these adjacency matrices.
Though this representation allows for visualising the topology of a network, it is impractical
for giving a compact representation of the whole time series of networks. Thus, we provide
in Fig. 3.6 the stacked representation of the whole network sequence. Each row plots twelve
time-consecutive adjacency matrices, starting from the top-left corner.

The most striking features emerging from Fig. 3.6 are the time-varying degree distribu-
tion and the temporal clustering of sparse and dense networks.
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(a) Stacked representation.

(b) 3D representation.

FIGURE 3.4: Stacked (a) and 3-dimensional (b) representations of a subsample of

adjacency matrices (months ¢ = 65, 69,73,77,81,85). Blue dots are existing edges,

white dots are absent edges. A red line is used to separate each matrix (or tensor
slice).

FIGURE 3.5: Graphical representation of networks at time ¢t = 69 (dense case) and
t = 77 (sparse case), respectively. The size of the each node is proportional to its
total degree. Edges are clockwise directed.
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FIGURE 3.6: Full network dataset, with I = | = 61 nodes and sample size of
T = 110 months. In each red box there is an adjacency matrix, starting from top-
left at time t = 1, the first row contains matrices from time t = 1 to t = 11, the
second row from t = 12 to f = 22 and so on. Blue dots are existing edges, white
dots are absent edges. Red lines are used to delimit the matrices. Labels on the
horizontal and vertical axes stand for the corresponding node of the network.

The set of covariates z; used to explain each edge’s probability includes a constant term

and:

the network total degree (dtd), defined as the total number of edges in the network at
timet=1,...,T;

the monthly change of the VSTOXX index (DVX), which is the volatility index for the
STOXX50 (and may considered the counterpart of the VIX for Europe);

the monthly log-returns on the STOXX50 index (STX), taken as a European equivalent
to the US S&P500 index;

the credit spread (crs), defined as the difference between BAA and AAA indices pro-
vided by Moody’s;

the term spread (trs), defined as the difference between the 10-year returns of reference
Government bonds and the 6-months EURIBOR;

the momentum factor (mom), obtained from Kenneth French’s website’, provides a
measure of th tendency for rising asset prices to rise further and falling prices to keep
falling.

All covariates have been standardised and included with one lag of delay, except DVX which
is contemporaneous to the response, following the standard practice in volatility modelling

(e.g.,

see, Corsi et al. (2013), Delpini and Bormetti (2015) Majewski et al. (2015)).

Shttp:/ /mba.tuck.dartmouth.edu/pages/faculty /ken.french/index.html
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3.6.2 Results

We estimated a stripped-down version of the general model presented in Section (3.2) con-
sisting only of eq. (3.8a). We run the Gibbs sampler for N = 10000 iterations, after having
initialised the latent state variables {s;}; according to suitable network statistics and the
marginals of the tensor decomposition in both regimes (see Supplementary material for fur-
ther details). We estimate the model with tensor rank R = 5 and discuss the main empirical
findings (the analysis has been performed also for R = 8, obtaining similar results).
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FIGURE 3.7: Total degree of the observed network time series (blue) against the
estimated hidden Markov chain (red).
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FIGURE 3.8: Posterior mean of tensor of coefficients, in matricised form, in the first

(top) and second (bottom) state of the Markov switching process. For all the slices

of each tensor we used the same color scale. Red, blue and white colors indicates
positive, negative and zero values of the coefficients, respectively.
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FIGURE 3.9: Posterior dlstrlbutlon (left plot) and MCMC output (rlght plots) of
the quadratic norm of the tensor of coefficients, in regime 1 (blue) and regime 2
(orange).
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FIGURE 3.10: Scatter plots of total node degree averaged over networks within

regime (x-axis) versus the sum of positive (y-axis, red) and the sum of negative (y-
axis, blue) entries of each slice of the coefficient tensor, in regime 1 (fop) and regime
2 (bottom). Coefficients corresponding to incoming edges’ probability.
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FIGURE 3.11: Scatter plots of total node degree averaged over networks within

regime (x-axis) versus the sum of positive (y-axis, magenta) and the sum of negative

(y-axis, black) entries of each slice of the coefficient tensor, in regime 1 (top) and
regime 2 (bottom). Coefficients corresponding to outgoing edges’ probability.
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FIGURE 3.12: Distribution of the entries of each slice (different plots) of the esti-
mated coefficient tensor, in regime 1 (blue) and regime 2 (orange).
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FIGURE 3.13: Posterior distribution (left plot), MCMC output (middle plots) and

autocorrelation functions (right plots) of the mixing coefficient p; in the two

regimes. Regime 1 in blue and in top panels, regime 2 in orange and in bottom
panels.

The estimated hidden Markov chain is plotted in Fig. 3.7 together with the total degree
of the observed network time series, using label 1 for the sparse regime and label 2 for the
dense regime. The algorithm associates to the dense state in periods when the total degree
of the network is remarkably above the average.

There is substantial heterogeneity in the effect of covariates across edges, within the same
regime, as reported in Fig. 3.8. Here, the estimated tensor is plotted in matricized form
along mode 1 (using two different color scales in the two figures): on the vertical axis we
have 61 nodes, while on the horizontal there are 61 - 7 nodes (the number of covariates
including the constant), corresponding to 7 matrices, one for each covariate, horizontally
stacked. The entry (7,]) of matrix in position k reports the coefficient of the k-th covariate
on the probability of observing the edge (i, ). Thus, within the same regime we observe a
significant variation of both the sign and the magnitude of the effect of a covariate on the
probability of observing an edge. In words, there is not a single covariate able to explain
(and predict) an edge’s probability by itself, but several indicators are required. Moreover,
a model with pooled time series fails to capture such heterogeneity. The posterior mean is
1.56 in regime 1 and 4.63 in regime 2, but in both cases it is not significantly different from
zero, that is, it lies inside a 95% credible interval around zero (see Fig. C.31 in Appendix C.6).
This is in contrast with our model, where the fraction of tensor entries statistically different
from zero is 12% and 36% in regime 1 and 2, respectively. Thus, we conclude that a pooled
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model is not suited for describing the heterogeneous effects of the various covariates on the
different edges, whereas our model is able to capture them.

We find substantial evidence in favour of major changes of the effects that the covariates
exert on the edges’ probability in the two regimes. By comparing the two matricized tensors
in Fig. 3.8 we note that both the sign and the magnitude of the coefficients differ in the two
states. The interpretation is that, according to the regime, the probability of observing a link
between two nodes is driven by a different set of variables but also the qualitative influence
(i.e. the sign of the coefficient) of the same regressor varies. For example, on average, the
credit spread seems to exert a positive effect on the probability of observing an edge in the
sparse regime, while its effect in the dense regime has higher magnitude and acts in the
opposite direction.

Fig. 3.10 reports, for each regime and covariate, the scatter plot of the total degree of
each node (horizontal axis), averaged within regime, against the sum of all negative and
positive coefficients” values for the probability of observing an incoming edge. Similarly,
Fig. 3.11 shows the same plot considering the effects on the probability of observing an out-
going edge. Together, these plots allow to detect the existence of a relation between the
overall positive and negative magnitude of the effects of the covariates on the probability
of observing an edge, conditionally on the total degree of the node to which the link is at-
tached. The results show that for several covariates such an association exists: on average,
more central nodes (i.e. those with higher total degree) tend to have higher probability of
establishing an edge, either incoming or outgoing. This is due to the upward sloping shape
of the scatter plot. It is remarkable to notice that for different covariates, such as the mo-
mentum factor, there is a different relation for negative and positive effects: for increasingly
central nodes, both sums tend to more extreme values. Moreover, by comparing the results
in Figs. 3.10-3.11 we see that the results are similar if we look either at incoming or outgoing
edges. Finally, between regimes there seems to be no change except for the strength of the
relation, which appears stronger in the second one (corresponding to the dense state of the
network).

In Fig. 3.12 we plot the distribution of the entries of each slice (over the edges), for every
regime, for a more qualitative analysis of the change of the coefficients” values between
regimes. There is a different dispersion in the cross-sectional distribution of the coefficients’
estimates. In particular, all distributions appear more concentrated around zero in the sparse
state, while in the dense regime the mean value is different (and varies according to the
covariate) and all distributions show fatter tails than in sparse state.

As a summary statistic, Fig. 3.9 reports the distribution and the trace plots of the quadratic
norm of the tensor coefficients in each regime. The two distributions are well separated, with
the norm in the first regimes concentrated around smaller values than in the second regime.
This implies that, on average, in the sparse state there is a higher probability that the ze-
ros (i.e. absence of edges) are due to the structural component (that is, the Dirac mass in
eg. (3.3)), moreover the probability of success of the Bernoulli distribution is smaller than in
the dense regime.

Finally, Fig. 3.13 shows the posterior distributions of the regime-dependent probabilities
of observing a structural zero, in the two regimes. The distributions are well separated, with
posterior means around 0.85 and 0.71 in the sparse and dense state, respectively.

Additional plots regarding the hyper-parameters of the model are shown in Appendix C.6.

3.7 Conclusions

We presented an econometric framework for modelling of a time series of binary tensors,
which we interpret as representing multi-layer networks. We proposed a parsimonious
parametrization based on the PARAFAC decomposition of the parameter tensor. Moreover,
the parameters of the model can switch between multiple regimes, thus allowing to cap-
ture the time-varying topology of financial networks and economic indicators. We specified
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a zero-inflated logit model for the probability of each entry of the observed tensor, which
permits to capture the varying sparsity patterns of the observed time series. The proposed
framework is also able to jointly model a temporal sequence of binary arrays and a vector
of economic variables.

We followed the Bayesian paradigm in the inferential process and developed a Gibbs
sampler via multiple data augmentation steps for estimating the parameters of interest. The
performance of the algorithm has been tested on simulated datasets with networks of dif-
ferent sizes, ranging from medium (i.e. 100 nodes) to big (i.e. 200 nodes). The results of the
estimation procedure are encouraging in all simulations.

Finally, we estimated a stripped-down version the model on a real dataset of networks
between European financial institutions. The results suggest the existence of two different
regimes associated to the degree density of the network. Moreover, in each regime the most
degree central nodes tend to be more sensitive to the effect of covariates (either positive or
negative) on their probability to link to other nodes. Overall, the probability of forming an
edge is not depending on a single covariate, but a combination of several financial indicators
is needed to explain and predict it. Finally, nature of the absent edges is estimated to be
different, with the sparse regime having a high probability of structural zeros, as compared
to the dense regime.
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Chapter 4

Nonparametric forecasting of multivariate
probability density functions

The infinite! No other question has ever moved so
profoundly the spirit of man.

DAVID HILBERT

Divide each difficulty into as many parts as is
feasible and necessary to resolve it.

RENE DESCARTES

4.1 Introduction

One of the most relevant research fields in theoretical and applied statistics is devoted to
the study of the dependence between random variables. In finance, the analysis of the
dependence patterns is a challenging problem and its understanding serves several pur-
poses: control of risk clustering, credit, market and systemic risk measurement, pricing and
hedging of credit sensitive instruments (such as collateralized debt obligations or CDOs)
and credit portfolio management. The analysis of the relationships between economic and
financial variables is crucial for the identification of causality relations (e.g., see Granger
(1988), White and Lu (2010)). From a statistical perspective, the main purpose is the de-
velopment of models able to describe and forecast the joint dynamic behaviour of financial
variables. Moreover, these models may provide an effective support for the financial regu-
lator (for example, in predicting and counteracting an increase of the systemic risk).

Firstly developed by Sklar (1959), copula functions have attracted significant attention
over the last decade, particularly within the financial and econometric communities, as a
flexible instrument for modelling the joint distribution of random variables (see Joe (1997), Nelsen
(2013) and Durante and Sempi (2015) for an introduction and a compelling review). Let
(X1,...,X4) be a random vector with continuous marginal cumulative distribution func-
tions (cdf) F;(-) and probability density function (pdf) f;(-). The random vector (U, ..., Uy) =
(F1(X3),...,F4(Xy)), obtained by application of the probability integral transform, has uni-
form marginals. The copula of (X3, ..., X;) is defined as the joint cumulative distribution
function C : [O,l]d — [0,1] of (U, ...,Uy), thatis C(uy,...,uy) =P(Uy < uy,..., Uz < uy).
Moreover, denoting F(-) the joint cumulative distribution of (X,...,X;) and by f(-) its
probability density function, Sklar’s theorem (Sklar (1959)) states that there exists a unique
copula C(-) with probability density function ¢ : [0,1]? — Ry such that F(xq,...,x;) =
C(Fy(x1),..., Fa(xq)) and f(x1,...,x4) = c(Fi(x1), ..., Fa(xq)) Ty fi(xi).

The use of a copulas permits to separately deal with the marginal distributions and the
dependence structure among a set of random variables, thus providing a high degree of
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‘ Copula family ‘ Upper Ay ‘ Lower A, ‘
Gaussian(p) lifp=1 lifp=1
t-student(v,p) | A >0ifp>1| A >0ifp>1
Gumbel(9) 2 —21/6 0
Clayton(0) 0 2~ 1/6
Frank(0) 0 0
Fréchet(p, q) q q

TABLE 4.1: Upper and lower tail dependence for some copula families. In brackets
the parameters of the copula family.

flexibility in modelling the corresponding joint distribution. The literature on quantitative
finance and financial econometrics has widely recognized the importance of this instrument,
as documented by the review of Patton (2012) and the textbooks by Cherubini et al. (2004)
and Cherubini et al. (2011).

A standard practice in financial econometrics, motivated by the fact that multivariate
data (e.g., returns of a portfolio of assets) have non-Gaussian marginal distributon, consists
in assuming a heavy-tailed distribution for the marginals (or to estimate them nonpara-
metrically) and to join them with a parametric copula function, which fully describes the
dependence structure (Deheuvels (1978), Deheuvels (1979)) through its parameters. This
approach allows a parsimonious description of the dependence between two variables by
means of the few parameters of a copula function.

This method has some undesirable shortcomings. First, each parametric copula family is
designed to describe only a specific dependence pattern (for example, see Table 4.1), which
makes the selection of the family a crucial aspect of every modelling strategy. To this aim,
we recall the definition of upper (lower) tail dependence from Cherubini et al. (2004). This
concept is used to describe situations where high (low) values of a variables are likely to be
observed together with high (low) values of the other. In terms of the copula pdf, this means
that the probability is concentrated to the top-right (bottom-left) corner. Formally, given two
random variables X ~ Gx and Y ~ Gy with bivariate copula C(-), the upper and lower tail
dependence coefficients (upper TDC and lower TDC, respectively) are given by:

1—2u+C(u,u)

Ay = lim P(Gx(X) > u|Gy(Y) > u) = lim , 4.1)
u—1- u—1- 1—u

AL = lim P(Gx(X) < u|Gy(Y) < u) = lim W) (4.2)
u—0+ u—0t u

which are asymptotically equivalent to:

Ay=2— lim log(C(u,u)) , AL =2 lim log(1 —2u +C(u,u)) 43)
u—1-  log(u) u—0t log(1 —u)
The copula C(-) is said to have upper (lower) tail dependence when Ay # 0 (AL # 0).
Table 4.1 reports the tail dependence coefficients for some commonly used copula families
(see Cherubini et al. (2004)). Only some of them (e.g., Gaussian, t-student and Fréchet, for
some values of their parameters) have simultaneously upper and lower tail dependence:
this happens only for some values of the parameter of the copula and, in any case, the tail
dependence coefficients are equal, thus implying that the tail dependence is symmetric.
Second, when the copula parameter is assumed to be fixed, these constructions are able
to identify only the overall, static relations and fail to account for any kind of spatial or
temporal change. This constraint is particularly restrictive in time series analysis of finan-
cial data, as pointed out by Fermanian and Scaillet (2004). In fact, very often the relations
between financial variables are non linear and change over time.
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To address this shortcoming, Patton (2006a) and Patton (2006b) introduced dynamic cop-
ula models by assuming that the parameters of the copula function are driven by an au-
toregressive process. Instead, Fermanian and Wegkamp (2012) allowed the parameters to
depend on past realizations of the observables. These seminal works, have opened a new
avenue to research (see Manner and Reznikova (2012) for a review) and has brought out-
standing improvements to the econometrician’s toolbox. For example, So and Yeung (2014)
and Jondeau and Rockinger (2006) incorporate dynamics into a copula-GARCH model im-
proving its forecasting performance, Dias and Embrechts (2004) and Van Den Goorbergh
et al. (2005) exploited dynamic copulas in modelling high-frequency data and option pric-
ing, respectively, whereas Oh and Patton (2017) has recently applied this methodology to
the study of systemic risk. Other relevant empirical contributions exploiting this construc-
tion include Almeida et al. (2016), Bartram et al. (2007), Weifs and Supper (2013), Hu (2010),
Hafner and Reznikova (2010), Hafner and Manner (2012), Guidolin and Timmermann (2006).

Despite the greater flexibility, dynamic copulas may fail to account for the characteris-
tics of the dependence structure among financial data. Since each copula family is con-
structed for describing a specific dependence pattern, the change of its parameters may not
be enough to capture other types of dependence.

The recent paper by Guégan and Zhang (2010) found empirical evidence supporting this
theory. They developed a strategy for testing the null of a static copula against a dynamic
copula, then upon rejection they tested for the change of the copula family over different
temporal windows. The main results is that the dependence structure between the S&P500
and NASDAQ indices experienced a great variability over time, thus stressing the need for
a dynamic model; nonetheless the null hypothesis of equal copula function family was re-
jected for several windows. This suggests that, in this dataset, the evolution of the dynamic
copula parameter is insufficient to account for the variation of the dependence structure and
different copula families should be used for different temporal windows.

To overcome these limitations, we propose a methodology that has the whole function
as the object of interest, instead of a finite-dimensional parameter vector. We do this by
exploiting some results developed in the literature on functional data analysis, which we
briefly introduce in the following.

Starting from the seminal work of Bosq (2000), functional data analysis (see Ramsay
and Silverman (2005) and Ferraty and Vieu (2006) for a thorough treatment) has found ap-
plications also in finance and financial econometrics (see Hormann and Kokoszka (2012),
Kokoszka (2012) and Kidzinski (2015) for an introduction to the topic). Different models
have been proposed for time series of functional data: for example, Sen and Kliippelberg
(2015) assumed stationarity and estimated a VARMA functional process for electricity spot
prices, conversely Liebl (2010) used the same data but proposed a method for dealing with
non-stationary data and applied it in Liebl (2013) for forecasting. Within the same stream of
research, Horvath et al. (2010) and Horvath et al. (2014) designed a testing procedure for de-
tecting non-stationarity. Aue et al. (2015) and Kargin and Onatski (2008), instead, used time
series functional for improving on the forecasting performance of multivariate on forecast-
ing. More recently, Kidzinski et al. (2016) and Klepsch et al. (2017) extended the theory of
univariate ARMA models to the functional framework, by introducing also seasonal effects.
Finally, Petris (2013) and Canale and Ruggiero (2016) developed an inferential procedure
following the Bayesian paradigm, following a parametric and non-parametric approach, re-
spectively.

The literature on functional time series modelling can be partitioned into two main classes,
according to the methodology developed. The parametric framework, firstly introduced
by Bosq (2000), hinges on the linear functional autoregressive model (FAR) which can be
considered an infinite-dimensional analogue of vector autoregressive (VAR) processes, widely
used in times series analysis. By contrast, the non-parametric approach (see Ferraty and
Vieu (2006) and Ramsay and Silverman (2005) for an overview) relies on functional princi-
pal component analysis (fPCA). See Appendix D.1 for a short introduction.
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Unfortunately, none of the previously mentioned approaches is suited for dealing with
constrained functions, such as probability density functions (pdfs), which must be positive
(on their support) and have unit integral. A statistical model for the analysis of a time series
of pdfs should include a mechanism for dealing with these constraints. In the literature,
three main approaches have been proposed to address this issue. One possibility consists
in ignoring the constraints and treating the pdfs as an unrestricted functions, then after the
estimation and forecasting steps, the output is re-normalized in order to get a probability
density function. Sen and Ma (2015) adopted this approach for studying a time series of
pdfs of financial data from the S&P500 and the Bombay Stock Exchange.

More appealing alternatives do not need to post-process the output and allow to perform
the analysis taking into account the constraints. The seminal works by Egozcue et al. (2006),
van der Boogaart et al. (2010), van der Boogaart et al. (2014) and Egozcue and Pawlowsky-
Glahn (2015) introduced the notion of Bayes space, that is a Hilbert space of probability den-
sity functions. They borrowed from compositional data analysis and Aitchison’s geometry
(see Aitchison (1986)) and interpreted probability density functions as infinite-dimensional
compositional vectors. They replaced the pointwise sum and multiplication by the opera-
tions of perturbation and powering which, for f(-),g(-) € D(I), I C R", and « € R, are
defined by:

f(X)g(X)
x)g(x) u(dx)’

f(x)*

« 4.4

© S0 = T i (4.4
Instead, the analogue of subtraction is given by f(-) © ¢(:) = f(-) ® [-1® g(+)]. They
showed that the tuple (ID(I), &, ®) is a space and that the subset ID*(I) C ID(I) of proba-
bility density functions whose logarithm is square integrable is a Hilbert space. These re-
markable results permit to conduct the analysis directly in ID*(I), provided that it is possible
to re-define the necessary statistical models by means of the new operations @, ®. van der
Boogaart et al. (2014) proved that ID*(I) is isomorphic to the space £3(I) of functions on I
with square integrable logarithm (written ID*(I) =, £3(I)) via the centred log-ratio isom-
etry defined as follows (see Section 4.2.1 for the notation).

fx)@gx) = I

Definition 4.1.1 (Centred log-ratio)

Let v be a measureon R" and f : I — Ry be a probability density function supported on a set I C R"
of finite v-measure, that is v(I) < oo and v(I) # 0. The centred log-ratio (clr) transformation is an
invertible map is defined as:

clr(£) (x) = g(x) = log()(9) ~ 5755 [ 10g()(y) v(dy). @5
with inverse given by:

810 = 0 = P
i Q)x) = ) = g EE 46)

Consequently, by definition 4.1.1 it follows that the clr transform of a pdf supported on I
has to satisfy the following constraint (which we will call zero integral constraint in the rest
of this paper):

[ eix(F) () () = [ tog( /Iﬁ[ [108(F)(y) uly) | ne) =0. @2

The spaces ID(I),ID*(I), £1(I), £2(I), £5(I) are defined with respect to a reference measure
v and contain equivalence classes of functions which are proportional each other, that is
we implicitly defined ID(I) = D, (I), D*(I) = D}(I), £1,(I) = L1,(I), L2(I) = Lo(I),
L3(I) = L3 ,(I). In this paper we consider to be the Lebesgue reference measure, i.e. v = p.
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In order to single out a specific element it is necessary to normalize the reference measure.
This can be easily done if the set I is v-finite, whereas if v(I) = oo, normalization can be done
using the centring procedure (see van der Boogaart et al. (2014)). Moreover, the following
relations hold: D*(I) C ID(I) C £1(I) and D*(I) =, L£3(I) C Lo(I) C L1(I).

It is possible to use the clr transform to project a pdf into the Hilbert space £}(I) (pro-
vided that its logarithm is square integrable), which is a space embedded with the opera-
tions of pointwise addition and multiplication. We can perform the statistical analysis in

this space and then project the output back into ID*(I) by the inverse map clr *(-). This
strategy via the centred log-ratio map has been proposed by Hron et al. (2016) for perform-
ing fPCA on univariate pdfs with compact support. Canale and Vantini (2016) developed a
different isometric, bijective function which maps constrained functions into a pre-Hilbert
space, then estimated a FAR model on this space and transformed back the result into the
original space. Though general, this framework is not explicitly designed for dealing with
pdfs, but only bounded and monotonic functions, thus preventing from its use in the current
setting. The same idea of transforming pdfs into £,(I) via an invertible map has been fol-
lowed by Petersen and Miiller (2016), who defined two different transformations satisfying
this property: the log hazard and the log quantile density transformations, respectively. De-
spite their strong theoretical properties, both maps have the shortcoming of not having an
equivalent transformation applicable in the multivariate case, which makes them unsuited
for the analysis of multivariate probability density functions.

The empirical finding by Guégan and Zhang (2010) represents the key stylized fact moti-
vating our work. Given that a dynamic copula model may not be sufficiently flexible to de-
scribe the time varying dependence between financial variables, we contribute to this active
field of research by proposing a different statistical framework for forecasting multivariate
probability density functions. To address the issues related with modelling pdfs, we extend
the procedure of Hron et al. (2016) who build on the previous work by van der Boogaart
et al. (2010, 2014). The idea is to map the space of probability density functions to the space
of integrable functions through an isometry, perform the analysis in this space (which has
nicer properties), then use the inverse mapping to get the solution in the original space. Our
contribution is also related to the studies of Liebl (2013) and Hays et al. (2012), who devel-
oped dynamic models for forecasting functional time series of electricity prices on the basis
of fPCA. However, our focus is on the modelling of probability density functions, which
call for the adoption of more complex tools than that of unrestricted functions. Finally, we
contribute to the literature on dynamic dependence modelling in finance by providing a tool
able to forecast the temporal evolution of the dependence pattern between the S&P500 and
NASDAQ indices.

We propose a nonparametric framework for forecasting multivariate probability density
functions by extending existing models for the analysis of cross sectional, univariate proba-
bility density functions with compact support. We focus on bivariate copula pdfs because of
their great importance in finance, however the proposed methodology is flexible and gen-
eral, thus permitting to deal with the prediction of general pdfs with bounded or, under
some conditions, unbounded support. Thanks to the fact that a copula pdf encompasses
all information on the dependence structure, we can interpret our approach as a general
framework for modelling the (temporally evolving) dependence patterns between random
variables.

The reminder of the chapter is as follows. In Section 4.2 we introduce the notation as well
as the fundamental concepts that will be used throughout the paper. Section 4.3 presents
the details of the proposed baseline methodology, whereas Section 4.4 provides insights on
potential issues and extensions. Section 4.5 provides an overview of the financial dataset
used and presents the results of the empirical analysis. Finally, Section 4.6 concludes and
describes some extensions of the current work and lines of future research.
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4.2 Preliminaries

In this section we describe the proposed methodology after having introduced the main
notation that will be used throughout the rest of the paper.

4.2.1 Notation

Throughout the paper, if not differently specified, greek letters denote unknown quantities
to be estimated, whereas latin letters any other variable. We denote scalars with lower-
case letters, vectors with boldface lower-case letters and matrices with boldface upper-case
letters. We use the shorthand f(-) for denoting a function, regardless of the number of argu-
ments it takes, moreover we denote the composition of functions by (go f)(:) = g(f()) =
2(f)(+). The inner product between two functions f(-),g(+) supported on I C R" is de-

fined in the standard way by (f( = [, f(x)g(x) dx. The integer part of the scalar x is
denoted |x|.
We use the notation A = [Ay,...,A7] to denote a collection of T matrices A; of equal

size N x M. The symbol I} is used for the identity matrix of size k x k, whereas 0 for the
k x 1 column vector of zeros. Moreover, empty spaces in the matrices stand for zero entries.
Let Ly be the matrix representation of the first difference operator L, thatis the N x (N + 1)
matrix which post-multiplied by a (N + 1)-dimensional vector a yields a vector of size N,
La, whose entries are the first differences of the elements of a. The Moore-Penrose pseudo-
inverse of the N x M matrix A is denoted by A'. If A is positive definite, we define by A/2
its (unique) principal square root.

In Section 4.3 we will refer to the spaces of functions described as follows. We define
F1(I) to be the space of non-negative, integrable functions on I C R", whose general el-
ement is the function f : I — R4, and we let IFy(I) be the space of functions on I with
zero integral. ID(I) denotes the set of probability density functions with support I and we
define ID*(I) to be the space of probability density functions with support I whose loga-
rithm is square integrable. We denote by u(-) the Lebesgue measure on R", for n > 1.
In the case n = 1 we also use the shorthand notation dx = p(dx), whereas for n > 1
we define dx = p(dx). Consequently, if I = [a,b] then u(I) = b —a. All integrability
definitions are made using the Lebesgue measure as reference measure, if not differently
specified. Let £,(I) be the space of p-integrable functions supported on I and let £ (I)
be the space of functions on I whose logarithm is p-integrable. The n-dimensional unit
simplex is defined as S = {x € R" : x; > 0,7 = 1,...,n, and Y} ; x; = 1}, whereas
Sp = {x € R": ¥ ; x; = 0} is the subspace of n-dimensional vectors whose elements have
zero sum. We define {ey, ..., ex} be the canonical basis of the space of N x N matrices. For
two spaces X,Y we use the notation X = Y to indicate that they are isomorphic through
the isometric isomorphism f : X — Y.

Let x = (x1,...,x,) be a vector of observations. In Section 4.3.1 we denote the empirical
(marginal) cumulative distribution function of x by F"(x) = (F"(x1),...,F"(xn))". More-
over, define the rank transformation of x to be the function that maps each element x; of x
to:

R; _21 xi < x;). (4.8)

Denote withu = (uq,...,u,) withu; € [0, 1],i =1,...,n, the vector of pseudo-observations
associated to the observations x, used for the estimation of the empirical copula in Sec-
tion 4.3.1. Each pseudo-observation is defined as:

u; = ERZ . (49)
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In Section 4.3.2 and Appendix D.1, we will use the following notation in performing
functional principal component analysis (fPCA). We define a sample of observed functions
by £f(:) = (f1(-),..., fr(+))’, with f; : I — R, for some domain I C RR". Moreover, we
let f() = (fi(*),..., fr(:))" denote the approximation of the observed functions obtained
as an outcome of the fPCA. The principal component functions are denoted by &(-) =
(€1(-),-..,&(+))" and the scores associated to the function f;(-) are B, = (Bt1,..-,Bt;),

A~

moreover let B = (B;,...,B7). The corresponding estimated quantities are denoted by ¢&(-),
B, and B.

In Section 4.3.2 we also use spline functions, for which we adopt the following notation.
We denote by J,, a n-dimensional index set whose elements are the n-tuple (iy, ..., i,) with
entries ij € [1, Ij], where Ij is a positive integer for each j = 1,...,n. We denote with A the
vector with entries g < ... < Ay representing the points of the knot sequence used for
the spline functions. For a m-order spline, define the extended knot sequence as the vector
A of length 2m + ¢ + 2 whose entries satisfy the relations:

3\_;71:...:)\,1:)\0<...<)\g+1:)\g+1+1:...:/\ngerl .

~~
m

gIZ "

An extended knot sequence for a bivariate spline is defined by A = A" @ AY, where 17, 1’
are the extended knot sequences along each axis and the generic entry is the couple Kf}y =
(AL, }\]y) BF(x) denotes the univariate (basis) B-spline function of degree m — 1, with knot

sequence indexed by i and D.[f](x), £ < m — 1, is the partial derivative operator of order ¢,
applied to the function f with respect to the variable x. For univariate splines of degree m,
letb = (b_y,...,bg) be the (g 4+ m + 1) coefficient vector, whereas for bivariate splines of

the same degree we define the (m + ¢+ 1) x (m + g + 1) coefficient matrix by B. Moreover,
let C"1(x") be the n x (g + m + 1) collocation matrix of B-spline functions evaluated at the
observation points X" = (x1,...,x,)":

B™H(x1) ... BET(x1)
cmHl(xth) = : : (4.10)
B (xn) ... BET(xn)

Following (De Boor, 2001, ch.10), a univariate spline function of degree k and the corre-
sponding partial derivative of order ¢ are given by:

sm(x) = i b;B" 1 (x), (4.11)
¢ _ Oy v {pm
Dilsm](x) =sm’ (x) = Y biB"(x), (4.12)

Given an extended knot sequence A and evaluation points x" = (x1,..., x,)', are given by:

8
se(x™) = Y BB (x") = CFT(x")b, (4.13)
i=—k

Difsw](x") = sy (x") = C" 17 (x")b(¥) = €1~ (x")S,b, (4.14)

where C"1(x) is a matrix of B-splines evaluated at the points x, b is the coefficient vector
and S, is a matrix transforming the coefficient vectors of splines of degrees m to those of
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their derivatives of degree ¢. The direct link between the coefficients of a spline and its
derivative are due to the property that the derivative of a spline is another spline of lower
degree (see De Boor (2001)), that is:

Sme1(x) = /sm(x) dx. (4.15)

Similarly, we define the d-dimensional tensor product spline function by the tensor product
between univariate splines (see Schumaker (2007)):

sm(x1,..., %4 Z Zbll LigBl (x1) Z biy,..i,Bll(x1) - - Bl (xq), (4.16)

with b;, ;. € R for (i,...,iy) € J;5. Notice that the coefficients b;, _; , with (iy,...,i;) €
J4, can be represented as a vector of length H}i:l I; or, equivalently, as a d-order array (or

tensor) with dimensions I; x ... x I;. The partial derivatives of the multivariate spline in
eq. (4.16) are given by Schumaker (2007) (and can be easily computed via Algorithm 5.11
in Schumaker (2007)):

DDl (e ta) = Lo BB ) B ). @7

ld

Finally, in Section 4.3.3 we use the notation B = (ﬁ; IRPRE ,gT +r)/, where ﬁT 4, is the
forecast for the vector ET at horizon h = 1,...,H. The corresponding forecast for the

fPCA approximate functions are denoted by fTJr g() = (frea(), .-, frou(-)) whereas
crapg(-) = (€r41(+), ..., cr+y(+)) denotes the forecast of the copula probability density
functions.

4.2.2 Related literature

Given an observed bivariate time series of relevant economic or financial variables (x,y) =
{xti,y1i) }4i, withi = 1,...,N for each t = 1,...,T, with unknown time varying copula
probability density function c(-), the purpose of this methodology is to obtain a h-step
ahead forecast the copula pdf ¢7;(-), h = 1,...,H. In order to achieve this result, we
will borrow some concepts from various streams of literature. The core of the methodol-
ogy is grounded on functional data analysis (FDA), in particular the technique of functional
principal component analysis (fPCA), and on the centred log-ratio isometry between ID*(I)
and £;(I). Furthermore, we exploit several concepts from the literature on nonparametric
estimation of copula functions and, finally, we use standard techniques for multivariate time
series analysis.

The use of functional autoregressive processes (FAR) proposed by Bosq (2000) is pre-
vented by the constraints holding on pdfs and the fact that ID(I) is not closed under point-
wise addition and multiplication. In situations like this, post-processing techniques are nec-
essary for mapping the output of a given procedure into the desired space. However, this
procedure is suboptimal as there are guarantees that all the information is preserved by
this mapping. By contrast, an efficient forecasting model for probability density functions
should yield a consistent output, that is the predicted function must be pdfs.

In second instance, as functions are infinite-dimensional objects, the original forecast-
ing problem would require to work with infinite-dimensional spaces. Though natural, this
brings in a significant degree of complexities that a similar problem in finite-dimensional
spaces (i.e., Euclidean spaces). Clearly, a direct matching between an infinite-dimensional
problem and a finite-dimensional one, does not exist. Moreover, naive techniques for mov-
ing from an infinite-dimensional problem into one a finite one via discretization of the
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functions could be too rough and lose too much information. Nonetheless, under suitable
assumptions it is possible to approximate the infinite-dimensional functional forecasting
problem by a simpler one in which the parameters of interest are finite-dimensional vectors.
Moreover, under certain conditions this approximation is optimal (according to a weighted
least squares criterion).

In order to avoid post-processing and rough approximations, in Section 4.3.2 we exploit
the centred log-ratio isometry between the spaces ID*(I), £3(I) and define a factor model

for approximating the clr-transformed densities (that is, clr(c;) () =~ fi(-)):
. J
fi(0) = Bi&() =Y BeiGi(-), (4.18)
j=1

where ¢ ]() are the principal component functions (or factors) and the coefficients §;; € R
are the principal component scores, both estimated by means of the functional principal
component analysis. The factor model defines an approximation of the functions clr(c¢)(-)
by means of a finite linear combination of common, time-invariant factors with compo-
nent specific time-varying scores. The optimality criterion given by the quadratic distance

l[clr(ct)(-) — f(+)]|2 is minimized by the choice of the principal component functions that
maximize the explained variability of the series clr(¢;)(-), t = 1,...,T (see Ramsay and
Silverman (2005)).

Functional data analysis is a growing field of research and the existing results dealing
with probability density functions are scarce. A possible interpretation of fPCA, in analogy
with multivariate PCA, identifies the principal component functions with the eigenfunctions
of their covariance operator of the observed functions. Following this interpretation, Hor-
mann et al. (2015) provided a remarkable extension of fPCA to time series functional data.
They worked on the frequency domain using the techniques of Brillinger (2001) for esti-
mating the dynamic principal component functions, which account for the temporal depen-
dence among functional observations. Unfortunately, their results are not straightforwardly
extendible to pdfs.

In fact, when dealing with pdfs, the estimation of the principal component functions
¢(-) poses some issues which call for the development of specific procedures. Egozcue
et al. (2006) has proved the analogy between probability density functions and composi-
tional vectors, which are vectors belonging to the n-dimensional unit simplex S" represent-
ing fractions or proportions and constitute the cornerstone of compositional data analysis
(see Aitchison (1986)). Egozcue et al. (2006) interpreted pdfs as infinite-dimensional com-
positional vectors and translated into the functional domain the main results of composi-
tional data analysis: this includes the definition of the operations of perturbation and pow-
ering (analogue of addition and scalar multiplication), &, ®, that make (ID(I), &, ®) a space.
van der Boogaart et al. (2010) and van der Boogaart et al. (2014) proved that (D(I), ®, ®)
is indeed a Hilbert space and showed that the centred log-ratio widely used in compo-
sitional data analysis is an isometry (i.e. an isometric isomorphism) between the spaces
D*(I), L3(I).

These results opened new possibilities to the functional analysis of pdfs. While it is pos-
sible to exploit the operations @, ® for performing statistical analyses directly on ID(I), the
need for re-definition of standard techniques by @, © has lead the researchers to prefer the
use of isometries. For the sake of working out fPCA of (transformed) univariate pdfs in
L;(I), Petersen and Miiller (2016) proposed two isometries (the log-hazard and the log-
quantile transforms) between ID(K) and ID(K), for K a compact subset of R, whereas Hron
et al. (2016) exploited the clr map. Other contributions in this area include Salazar et al.
(2015), who proposed a forecasting model for univariate pdfs, and Menafoglio et al. (2014),
who studied the problem of interpolation via the kriging method for probability density
functions. The common strategy consists in three steps: the transformation of the pdfs into
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a suitable Hilbert subspace of £,(I), where the statistical model is defined and the analysis
is undertaken. Finally, the use of the inverse of the isometry for mapping the result back
into ID(I). Finally, the contribution of Machalova et al. (2016) (see also Machalova (2002a),
Machalova (2002b)) is based on the interpretation of fPCA as an eigenproblem, which the
authors solved proposing a solution within the class of spline functions (see Appendix D.1
for more details on fPCA and related solution methods). This allowed for the inclusion of
the zero integral constraint as a constraint on the coefficients of the basis spline functions.

In this paper we follow van der Boogaart et al. (2014) and use the centred log-ratio trans-
form to map pdfs into the Hilbert space £3(I). Then, we extend to the multivariate frame-
work the strategy developed by Machalova et al. (2016) for dealing with the integral con-
straint for univariate pdfs with compact support, thus obtaining a way to account for the
constraint eq. (4.7) in the estimation of the principal component factors and scores.

The most appealing feature of the factor model in eq. (4.18) we specify is that all the
information about the temporal dependence between the functions is carried by the scores,
which form a vector-valued time series. Therefore, a forecast for the approximated function

fr4n(-) athorizon h > 1, can be obtained by plugging-in a forecast for the scores, computed
by well-known methods (e.g., VAR models). Then we get a forecast for the pdf, cr.;(+), by
simply applying the inverse centred log-ratio map in eq. (4.6).

Our strategy shares some similarities with Liebl (2013) and Hron et al. (2016), but the
methodologies differ in some key aspects. First and most important, we are interested in
forecasting pdfs, which complicates the analysis with respect to the unrestricted case of
Liebl (2013). Moreover, we extend the analysis of Hron et al. (2016) to the bivariate case
(though the methodology generalizes easily to multidimensionality). Finally, we provide
some remarks about how to deal with the case of densities with unbounded support.

4.3 Methodology

We propose a strategy for estimating the factor model in eq. (4.18), then forecasting the

clr-transformed functions fr,,(-) and the corresponding pdfs ¢r.,(-), h = 1,...,H. The
methodology focuses on the forecast of bivariate copula probability density functions, how-
ever, the method is general and can be applied without structural changes to general multi-
variate pdfs with bounded support as well as to pdfs with unbounded support that satisfy
an additional constraint (see Section 4.4). The modelling framework can be summarized as
follows:

e in Section 4.3.1 we partition the raw dataset in sub-samples corresponding to different
periods t, then for each of them we estimate the copula probability density function
(or, in the generally case, the multivariate pdf).

When dealing with copula pdfs, we use the nonparametric density estimator proposed
by Chen (1999) for avoiding the boundary bias (for general multivariate pdfs we sug-
gest standard product kernel estimators).

e next, in Section 4.3.2 we estimate the factor model in eq. (4.18) by a modified version
of the functional principal component analysis. In this section we combine the centred
log-ratio transform and spline functions for estimating the principal component func-
tions and the scores (&(-) and B, respectively) such that the resulting functions f;(-)
(approximating clr(c¢)(-)) satisfy the restrictions of probability density functions.

We generalize the strategy proposed by Machalova et al. (2016) and its application in
Hron et al. (2016) to the multivariate (and potentially unbounded) case.

e finally, in Section 4.3.3 we estimate a VAR(p) process for the time series of scores pre-
viously estimated and forecast the scores h steps ahead, h = 1,...,H. Then, we get

the forecast of the approximated function fr,(-) and by applying the inverse centred
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log-ratio transform we obtain a predicted copula probability density function (or the
multivariate pdf) crp(-).

The forecasting strategy extends Liebl (2013) from univariate unconstrained functions
to multivariate pdfs.

Algorithm 1 synthetically represents the proposed strategy. Each block is described in
detail in the following subsections.

Algorithm 1 Methodology

1: function COPULAESTIM(X, y)

2 a) split data {xy, yy }[N, into T sub-samples {x;;, v}~ , > data for 2-steps
3 fort=1,...,Tdo

4 b) compute pseudo-obs {1, vt,i}f\i , from {x;;, yt,l-}fi i

5: c) estimate copula ¢;(u, v) > Beta kernel
6 d) compute clr transform of copula values clr(¢;) (144, 04 ;) > clr
7 end for

8 return (U, V,C) = {u;;, vy, clr(Cr) (i, 011) }e,i

9: end function

10: function MOD_FPCA(U,V, C, /_\u’v)

11: fort=1,...,Tdo

12: a) (d;, ¢) < solve constrained optimal smoothing problem (U, V, C, )_tx’y)
13: end for

14: D) (,B) « solve eigenproblem (D, ¢)

15: return B = (El,...,BT)

16: end function

17: function PREDICTION(B)
18: a) estimate VAR(p) for {B, }+

19:  b) forecast scores B = (B, 4, ..., BVT+H)

20: ) forecast transformed pdfs fryy(-) = (fry1(-), ..., frou())

21: d) forecast pdfs ¢r+ 1 (-) = (¢r41(+), ..., cr+u(+))’ > inverse clr
22: return ET+H(')

23: end function

4.3.1 Step1- Copula estimation

After the introduction of the empirical copula (Deheuvels (1978), Deheuvels (1979)), which
is a nonparametric estimator for the copula cumulative distribution function, several non-
paramteric techniques for the estimation of a copula pdf and cdf have been proposed. We
follow Chen (1999) and Charpentier et al. (2007) and estimate the copula pdfs from raw
data via a product Beta kernel estimator. Among the main advantages of this approach
we remark the greater flexibility with respect to parametric methods, the smoothness of the
estimated function (as opposed to the empirical copula) and the absence of boundary bias.

Consider a sample of observations {x,,yy}y of size T' (for instance, with daily fre-
quency). First of all, we fix the reference period t (i.e., year, quarter) and split the raw sample
accordingly into T sub-samples of size N (to be interpreted, for instance, as T years of N
daily observations), {x;;,v:;}i; of size N, for t = 1,...,T. The reference period coincides
with the frequency of the functional time series we want to analyse, whereas the intra-period
observations are interpreted as noisy measurements of the discretized continuous function
of interest ¢;(-). Consequently, we are going to use the N data points in each period ¢ to
estimate the function c(-), then we use the resulting functional time series for performing
forecasts of the probability density through a modified fPCA algorithm.
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We exploit the intra-period information (i.e. N observations, for fixed period t) for es-
timating a copula pdf for each period, ¢;(-). Recall that a copula probability density has
uniformly distributed marginals representing the marginal cumulative distributions. As the
latter are unknown, it is necessary to estimate them as first step. In practice, we compute the
pseudo-observations (see Nelsen (2013), Cherubini et al. (2004)) defined as follows:

(114, 011) = (FiV (xt,), )Y (yt,i)> : (4.19)

The pseudo-observations can be obtained in two ways. One methods consists in estimat-
ing the marginals F (x;;), FyN (y¢;) via the empirical cumulative distribution function, then
evaluating them at (x; ;, y; ;). Alternatively, the pseudo-observations can be obtained directly
through the rank transformed data.

We choose the second method, as it is computationally faster and provides distributions
closer to the uniform. The rank transformation generates pseudo-observations according to
(similarly for y):

1

N
R =) 1(xyj<xpi), ;= NR,’fﬂ-- (4.20)
=1

Given the pseudo observations, we estimate the copula probability density function by us-
ing a nonparametric kernel density estimator obtained as the product of univariate Beta ker-
nels. Given a sample {x;}]_,, the Beta kernel density estimator (Chen (1999), Charpentier
et al. (2007)) is defined as:

— 1 & X 1—x
t=1

where Kg(;a,b) is the pdf of a Beta distribution with parameters (a,b) and m is the band-
width. Alternative nonparametric methods for the estimation of a probability density func-
tion, such as the kernel estimator of Fermanian and Scaillet (2003), do not fit well the current
framework because of the inadequateness of the methods to deal with the compact support.
This causes a boundary bias problem if an unbounded kernel (such as the Gaussian) is used
or a lack of smoothness, if the derivatives of the empirical copula distribution are chosen.
Both shortcomings are instead solved by the product Beta kernel estimator. The price to
pay is the lack of adequate rules of thumb for the specification of the bandwidth, which
must be tuned case-by-case. The estimated smooth functions (¢i(-),...,cr(-)) are used to
compute the values of the copula function at specific couples of pseudo-observations, that
is Ct (144 4, vt,]-), fori,j=1,...,N,t =1,...,T. Finally, we apply the clr transform in eq. (4.5)
to obtain C; = (clr(a)(ut,i,vt,j))ij, fori,j =1,...,Nand t = 1,...,T. In compact nota-
tion, denote the matrices of pseudo-observations U = (uy,...,ur), V = (vy,...,vr) and
the associated collection of matrices of clr-transformed copula pdf values C = [Cy,...,Cy].
The series of matrices C is required for estimating the constrained spline functions in Sec-
tion 4.3.2.

In the general case, when the interest lies on multivariate pdfs with unbounded support,
we propose to estimate the density via product kernel estimators, with standard choices of
the univariate kernels such as Gaussian or Epanechnikov.

Concerning the interpretation of the method, we make the following remarks:

e functions are infinite-dimensional objects, thus from a computational perspective it is
impossible to deal with them directly, but a discretization step is in order. Functional
data in a strict sense do no exist, instead available data can be defined as noisy observa-
tions of discretized functions. Each discretized functional data point, broadly speaking,
consists of a pair of location and value of the function at location (where location has
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no particular meaning). For instance, for univariate functions the location is the point
on the x-axis, whereas the value at the location is the corresponding value of the func-
tion (on the y-axis). Therefore, in the current framework, we may think of the N rank
transformed observations {u;;,v;;};, for a given t, as a set of location points whereas
Ct(utj, vt ;) represents the value of the copula function at those locations (i.e., a dis-
cretized version of the underlying smooth function). We remark that this is a standard
interpretation in functional data analysis (e.g., see Ramsay and Silverman (2005)) and
is unrelated to the procedure developed here.

e From a financial point of view, the copula pdfs are a flexible instrument providing all

the information about the dependence between the marginal series x; = {x;;}; and
yt = {y:i}i at time ¢. They are remarkably richer than a single scalar parameter: in ad-
dition to the extreme cases of independence (corresponding to a product copula) and
perfect dependence (diagonal copula), they permit to study several particular forms of
dependence, such as tail dependence (i.e. the probability of comovements of the vari-
ables in the upper/lower tail of the distribution, see Joe (1997), Nelsen (2013)).
From this perspective, the availability of a (estimated) time series of copula pdfs per-
mits to have information on different forms of dependence across several periods. In-
stead of limiting to a descriptive analysis on the variation of (finite-dimensional) syn-
thetic statistics built from each function c¢(-), we aim at characterizing how the whole
dependence pattern evolves over time.

4.3.2 Step 2 - Modified fPCA

Starting from C, the time series of clr-transformed pdfs values estimated in Section 4.3.1,
our goal in this section is to estimate the factor model in eq. (4.18) using the tools from func-

tional principal component analysis (fPCA). In words, we estimate the function f;(-) that
approximates the centred log-ratio transform of the pdf c;(-), fort = 1,..., T. In this section
we are considering bivariate copula pdf, whose support is compact [0,1]¢, with d = 2. See
Section 4.4 for a discussion about the general frameworks when the pdfs have unbounded
support or are multivariate with d > 2. The strategy does not impose any assumption ex-
cept that the decay of the pdf at infinity must be such that its logarithm is square integrable.
Moreover, given that probability density functions represent a special case of constrained
functions, the proposed methodology can be applied as well for forecasting multivariate
square integrable functions.

~

The outcome of this step is a vector of (time invariant) estimated factors ¢(-) and a vector-

valued time series of scores B = ( ﬁl, ceey ET) which will be used in Section 4.3.3 for building
a forecast of the pdf ¢, (-), withh = 1,..., H. Appendix D.1 provides a summary of the
results from functional data analysis used in this paper, we refer to Ramsay and Silverman
(2005), Ferraty and Vieu (2006) for a more detailed presentation.

We present the outline of the strategy and the results, referring to Appendix D.2 for de-
tailed computations. Ordinary fCPA is designed for the analysis of unconstrained functions,
however in our framework the object of interest are pdfs, that is functions constrained to be
positive on their support and to have unit integral. This calls for a modification of standard
fPCA in order to account for the constraints without the need to post-process the output. We
propose a strategy for addressing this issue consisting in the exploitation of the centred log-
ratio transform and spline functions. The clr transform allows the analysis to be carried out
in the space £;(I), which is preferred over ID*(I) due to its nicer properties that make easier
ordinary calculus. Then, we are left with the estimation of the factor model in eq. (4.18),
which we interpret as an eigenproblem. A first approach consists in the discretization of
the functions involved and the solution of the resulting multivariate problem: despite being
intuitive, this approach easily breaks down as the dimension increases because of the num-
ber of points necessary for providing a good discrete grid. Instead, we choose to express
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both the target function to be approximated by the factors and the factors themselves by a
finite linear combination of pre-specified basis functions. This implicitly reduces the infinite-
dimensional problem to an eigenproblem for the vector coefficients of the basis expansion.
Following Machalova et al. (2016), we choose a B-spline basis as it allows to analytically
solve the resulting eigenproblem taking into account the integral constraint in eq. (4.7).

More formally, we propose to estimate the factor model in eq. (4.18) by interpreting the
functions &(-) as the eigenfunctions of the covariance operator of the functions f(-), denoted
G. For each periodt =1,...,Tand k = 1,2,.. ., this yields the eigenproblem:

[ Gl y)anx) dx = Bueci(y) (4.222)
/ H(x)&E(x)dx =1 (4.22b)

subject to the additional constraints (lx,&;) = 0, fork # jand [ &;ju(dx) =0forj=1,2,....
Then, we look for a solution within the class of tensor product, bivariate spline functions
(see (Ramsay and Silverman, 2005, ch.8) for a review of alternative solution methods), which
allows to include the zero integral constraint as a linear constraint on the coefficients of the
basis spline functions, thanks to the relation between splines with their derivatives.

Since a spline function can be expressed as a linear combination of known basis B-splines
(see Section 4.2.1 for the notation), we need to solve a finite dimensional optimization prob-
lem for the coefficient vector of the spline. The constrained optimal smoothing problem, for
each periodt=1,...,T,is:

(

[0 b ) 2 Ny . 2
n;un/ / [sm " (u, 0)} dodu 4+« Z Z w)j (clr(ct)(ut,i, vt,]-) — sm (g, vt,j)>
mJay Ja i=1j=1

by by
s.t. / / Sm(u,v)dvdu =0
L ap Jap
(4.23)

where s, (-, -) is a spline of degree m, (1, {; are the degree of the partial derivatives with
respect to u, v, respectively, {ut,i,vt,j}ij withi,j = 1,...,N , are the evaluation points and
{clr(Ct) (ugi, 04 ) }ij is the corresponding value of the clr-transformed pdf. Notice that N
is number of observations allocated to each period t = 1,...,T. {w;;}; is a sequence of
point-specific weights, whereas « is the global weight of the least squares component in the
smoothing problem. Finally, the interval (aq, b1) X (a3, by) is support of the original function
and of the spline. In the following we assume: a; = ay = 0, by = bp =1, {1 = l, =
2, meaning that we look for a solution in the class of cubic splines on the interval [0,1]?.
Moreover, we consider an extended knot sequence given by the regular grid A" = 1 ® 17,
with:

Zu = (/\Liml )\lim-H/- sy ;—i—m—l—l)/ ’ (424a)
ZU = (/\Zim/ Azierl/ ey ngerl)/ (424b)

with:
A= =A< o <Agg = = Mg (4.25a)
/\Zimz...:)\8<...<)\§+1: L= §+m+1. (4.25b)

This is a square grid with the same knots along both directions (that is, the x-axis and the
y-axis, respectively), however we may choose a different number of interpolation knots for
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each dimension. We have decided to use the same number of knots and the same location
because we are interpolating a copula probability density function with support [0, 1]2.

Lemma 4.3.0.1
Define ¢m+1( ), k =1,...,K the B-spline basis functions of order m. The optimal spline function
solving the problem in eq. (4.23) is given by:

sm(u,0) = C" (u,v)d = Zd Pt (u,0). (4.26)
k=1

See Appendix D.2.1 for the detailed computations.

The spline functions in eq. (4.26) represent an interpolated multivariate probability den-
sity function, with evaluation points (u;;,v;;); and values clr(¢;) (uyj,v4;), fori =1,...,N.
By repeating this procedure for each sub-sample (u;, v¢);, witht =1,..., T, we end up with
a series of T multivariate spline functions satisfying the zero integral constraint. With a

slight abuse of notation, define f;(-) = s,,(+) the spline in eq. (4.26) estimated using the sub-
sample (uy, v¢)¢, for each period t =1, ..., T. Therefore, we can write in compact notation:

}: depp () = dig(-), (4.27)

where d; = (dy1,...,dix) and () = (@), ..., 92T(+))". Tt is now possible to solve
the eigenproblem in eq. (4.22a) using the same B- sphne functions 4 (-) as a basis for the
principal component functions ¢;(+),j = 1,2,.. .:

Z () = ajp(), (4.28)

where a; = (a;1,...,a;k)’. From this basis expansion, the infinite-dimensional eigenprob-
lem in eq. (4.22a) reduces to a finite-dimensional optimization problem for the coefficient
vectors aj, for j = 1,..., ]. For selecting the number of principal components ], we sort the
estimated eigenvalues in decreasing order and compute the proportion of total variability
explained by v; = p;/ Yk px, for j = 1,2,.... Then, we retain the first ] factors accounting

for a given share d of the total variability, that is | = arg minj{zj v; > d}. The solution

of this multivariate eigenproblem is obtained by first finding the optimal u; satisfying (see
Appendix D.2.2 for detailed computations):

T'MY?D'DM'?u; = pju;, (4.29)

then transforming a; = =M 2u] for j = 1,2,.... The solution of eq. (4.29) yields an estimate
of the principal component functions by pluggmg aj in eq. (4.28):

() =awp(). (4.30)

Since the eigenvectors are not uniquely identified, we follow Liebl (2013) and transform
them by applying the VARIMAX orthonormal rotation (see Kaiser (1958), Abdi (2003)). The

eigenvalues provide an estimate for the scores ,Bt = (,Btll, . ,Bt 7)/, for each period t =
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1,...,T. This coincide with (see Ramsay and Silverman (2005)):
~ ~11r, v =~

(€1,61) - {C1.¢)) (ft.€1)
B: = : : : (4.31)
€61y -+ Sren) {fr. 1)
As final output of this step we obtain the estimated time series of scores B= (Bl, ceey BT)

Each estimated eigenfunction can be seen as a continuous function of the clr-transformed

functions, that is (_ZA]() = ¢(fi(),..., fr()). Hence, by the continuous mapping theorem,
the estimator of the eigenfunction is consistent provided that the estimators for the clr-

transformed functions are consistent too. Recall that each f; corresponds to the centred
log-ratio (continuous and smooth) transformation of a copula pdf, and it is estimated via a
spline. It is known (see Schumaker (2007)) that splines approximate arbitrarily well contin-
uous smooth functions on a bounded interval.

Consequently, from the consistency of splines in approximating a smooth function (as is

fi(:),t =1,...,Tin our case) it descends the consistency of the estimator for each eigenfunc-
tion ¢;(-) and, by another application of the continuous mapping theorem, the consistenc
j y PP ppmg y

of the estimator of the associated scores ,I/S\t.

4.3.3 Step 3 - Prediction

In this last step, we aim at obtaining a H steps ahead forecast ¢t () of the pdf c¢(-). The
task is accomplished in three steps: first, we estimate a VAR(p) process on the time series

of estimated principal component scores from Section 4.3.2, {Et}thl, then we use the fitted
values for obtaining a forecast of the scores B, ,, h = 1,...,H. Next, forh = 1,...,H we
derive a forecast for the approximated function fr.(-) by plugging-in eq. (4.18) and finally

we get the forecast of the pdf cr.;(+) by applying the inverse clr transform to fr(-).
The estimated scores from the Section 4.3.2 for a vector-valued time series, where each
vector has length J. We propose to model the time series through a VAR(p), as follows:

-~

p ..
= d
:Bt - ¢const + ¢trendt + Z q)l:Bt—l + €t, €t < N(Or 021]) . (4-32)
=1

Denoting the estimated coefficients by ((7) const’ @trend, @1, e, ép), we perform forecasts for
eachh =1,..., H steps ahead in the usual way:

~ ~ ~ P ~ o~
ﬂT—l—h = ¢const + ¢trend(T + h) + Z q)l:BT—l : (433)
I=1

Then, we obtain the predicted clr-transformed function fr ,(-) € L3(I) by substituting
Br_, and the estimated principal components &(-) into eq. (4.18), thus obtaining for 1 =

Jee oy

- o - I
fT+h(') = :BT—i—hg(’) = Z%,BTM,]’C]‘(')- (4.34)
]:
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Finally, in order to compute the predicted probability density function ¢, (-) € D*(I) we
apply the inverse centred log-ratio transformation, for h =1, ..., H:

~ o {Fron()
Srn() = e (Fran) () = wd AUl (4.35)

[ep (0]

The final outcome of the whole procedure is the set of forecasts of the multivariate pdf
cren() = (), - eren(4))”

The size of the VAR process in eq. (4.32) corresponds to the number of principal com-
ponents selected in the fPCA, | and is generally small. Therefore, the dimensionality of the
VAR does not hamper the estimation procedure even though the length T of the time se-
ries is not really long. This is a consequence of the dimensionality reduction brought by the
fPCA, interpreted as a factor model here.

Nonetheless, in higher-dimensional settings it may be still possible to estimate the coeftfi-
cient matrix in eq. (4.32) by adding a regularization term. The recent contributions, Nichol-
son et al. (2016) and Nicholson et al. (2017) designed and implemented' several types of
penalized regression for large VARX models (including the LASSO case) allowing up to
d = 130 marginal series.

As regards the numerical implementation of the procedure, the core of the proposed
methodology relies on standard linear algebra operations, for which computationally effi-
cient algorithms are available. Moreover, the dimensionality reduction brought by the fPCA
has the additional advantage of reducing the size of the coefficient matrix of the VAR pro-
cess do be estimated. Overall, the entire procedure represented in Algorithm 1 is quite fast
(see the details for the application in Section 4.5).

4.4 Extensions

Here we briefly discuss some possible extensions of the methodology discussed in Sec-
tion 4.3.

44.1 Unbounded support

The results in van der Boogaart et al. (2010), van der Boogaart et al. (2014) hold also for pdfs
with unbounded support, provided that they are absolutely continuous with respect to a
measure with finite total mass. This requirement is a direct consequence of the formula for
the centred log-ratio in eq. (4.5), which involves at the denominator the total mass of the
support. In fact, the problem when dealing with pdfs defined on an unbounded region is
that the Lebesgue measure of the whole domain is not finite, hence it would be necessary
to choose a different, finite the reference measure of the spaces ID(I),ID*(I), £»(I), £5(I). If
the new reference measure v is absolutely continuous with respect to the Lebesgue measure,
ie. dv = g(-)dp, then for h(-) € ID,(I) it holds f(-) = h(-)g(-) € D,(I). Therefore in
the particular case v < p performing the analysis of the original pdf series /;(-) under the
reference measure v is equivalent to perform the analysis of the modified series h(-)g(+)
under the Lebesgue measure.

Example 4.4.1 (Alternative reference measure)
Let I = R" and let ¢ = dIP nr/dpu to be the Radon-Nikodym derivative of the finite standard Gaus-
sian measure P »r with respect to the n-dimensional Lebesgue measure on R" (thus, g is the pdf of a

IEstimation can be carried out using the R (https://cran.r-project.org) package “BigVAR” (https://cran.r-
project.org/web/packages/BigVAR/index.html), see Nicholson et al. (2017).
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standard normal distribution), the change of measure yields:

f(x)
N ()le /}Rnh(x)d]PN.

Iflog(h)(x) is square integrable, then all the previous results can be applied, since P/ (R") = 1. If
instead I = R one may use the measure w induced by a Gamma distribution, since w(R4) = 1.

[ fdn= [ F00

Lemma 4.4.0.1 (seevan der Boogaart et al. (2014))

Let € D*(I) be a probability measure with unbounded support I and density f(-) = SL(-) with
respect to the reference measure v, with v(I) = oo. If 3 4 measure such that:
(i) p < vand v < p, with density g(-) = S (-);

(it) p(I) < oo
(iii) log(f/g)(+) is p-integrable;
then:
o fclr,(n);

o clr, (1) exists and is equal to
clry(7)(-) = log (dZ) ()~ ﬁ J10g (jz> (v) #(dy)

B dry dv 1 dy dv
= log(f/g)! / log(f/8)(y) n(dy) . (4.36)

Example 4.4.2 (Clr with unbounded support)

Let po = dIPyr/du be the density of the standard Gaussian measure with respect to the Lebesgue
measure on R. Let v be a measure and p, = dv/du be its density with respect to the Lebesgue
measure. Let ¢ = dv/dP s be the density of v with respect to the Gaussian measure. Since u(R) =
oo, the centred log-ratio for g is not defined. However, by changing measure from y to IP \r we obtain:

ar()() =108 (g ) O gy 108 () (0 aPa(w
~ log (jﬂ d}’;) () [ 1og (jy = ) (1) 2t d(a)

10g< ) / 10g< ) ) po(u) dp(u) . (4.37)

Notice that the integral on the last line is an expectation with respect to the probability measure IP,
also Monte Carlo methods for numerical integration can be applied if the density py can be easily
sampled from, as is, for example, when py is the pdf of a normal distribution.

Once a new reference measure has been chosen and the clr transform has been applied
accordingly, the unbounded support is no more of concern for the methodology. In fact,
the B-spline basis functions are defined also on unbounded regions and are computed for
a given, finite knot sequence. The location of the knots would depend on the fatness of the
tails of the densities, since fatter tails would require the knot sequence to be more scattered
for having the resulting spline interpolating well the pdf. For example, a standard normal
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random variable has unbounded support, but almost the 95% of the mass in the interval
[—2,2].

Consequently, the unboundedness of the support of the pdfs affect the spaces D (1), £3 , (1)
to which the functions belong, but does not require a modification of the other parts of the
procedure, since the basic constructions behind the result in eq. (4.26) are left unchanged.

4.4.2 Multivariate case: d > 2

The proposed methodology can be easily extended to deal with d-dimensional (d > 2) prob-
ability density functions. The change would be involve the size of the sparse block diagonal
matrices described in Appendix D.2.

The only concern that arises when d > 2 is the curse of dimensionality, as is typical in
nonparametric statistics. In the proposed model this occurs through the need for an increas-
ingly high number of observations {x1,..., X4, }n for each period t in order to provide
a good kernel estimation of the copula probability density function. In addition, if the high
dimension is associated to a high degree of complexity of the dependence structure, it may
be necessary also to increase the number of principal components to keep, J. This in turn
results in a higher dimensionality of the VAR model for the scores in Section 4.3.3. However,
we do not expect this to be a significant obstacle, as compared to the previous issue which
represents the true bottleneck to high-dimensional applications.

4.5 Application

The dataset is composed by daily observations of S&P500 and NASDAQ indices from 1st
January 1980 to 31st December 2017, for a total of 10,032 observations over 38 years. We
make the following assumptions. We start by taking first differences of the two series in
order to remove non-stationarity, then for each period t = 1,..., T we assume to observe
a sample {x;, ]/t,z‘}fi 1, with N = 247, of intra-period observations (x;;,v;;) € I = [0, 1%
We compute the copula pseudo-observations (u;;,v;;) = (FN (xt,i),FyN (y¢i)),i=1,...,N,
foreacht = 1,..., T via the rank of the observations. Then, the empirical copula probabil-
ity density function is estimated non-parametrically with the Beta kernel density estimator
(Charpentier et al. (2007), Chen (1999)), using a diagonal bandwidth. The choice of the band-
width for Beta kernel estimators is tricky since no rules of thumb are available for its optimal
choice. We choose m = 0.0251, which is the mean of the optimal bandwidths (one for each
period t = 1,...,T) obtained by minimizing the least squares cross validation criterion (see
Silverman (1986), Wand and Jones (1994)) in each period t =1, ..., T. See Appendix D.4 for
the results using different values of m.

The choice of this splitting of the sample into T = 38 years allows us to estimate the
function ¢(-), for each ¢, using up to N = 248 data points, while keeping a time series of
estimated functions of length T = 38, thus providing a good balance of the data between
the intra-period and the temporal dimensions. We used the augmented Dickey-Fuller test
for testing the null hypothesis of the presence of a unit root in each of the series, resulting in
the non rejection of the null both when the whole sample is considered, and with reference
to each period t. Therefore, we take first differences of the raw data (see Appendix D.3 for
additional plots), thus reducing the size of each sub-sample to N = 247.

In the following we assume the stationarity of the estimated copula pdfs. We are not
aware of statistical procedures for testing the stationarity of multivariate functional time
series. The closest approach by Horvath et al. (2014) proposes a test for univariate functional
time series. We leave as future work the testing of the assumption of stationarity for the time
series of multivariate functions, eventually by extending the results put forward by Horvath
et al. (2014).
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‘ Lags ‘ Model A ‘ Model B ‘ Model C ‘ Model D ‘

1 1823.5 1799.6 1821.5 1797.8
2 1831.7 1804.0 1827.0 1799.3
3 1834.2 1813.6 1826.3 1804.4
4 1820.7 1804.2 1801.2 1769.1

TABLE 4.2: BIC for different VAR specifications of the VAR(p) model in eq. (4.32).
Model A: no constant, no trend; model B: constant, no trend; model C: trend, no
constant; model D: constant and trend. The best model according to BIC is in bold.

We choose the following values of the parameters:

T=38 N=247 H=10 m=0.0251 d=10.92 (4.38)
g=4 m=3 (=2 x=08 W=Iyp '

After having estimated the copula pdfs ¢1(-),...,C3s(-), we de-meaned them using the per-
turbation and powering operations defined in Section 4.2, obtaining &) = &) o),
where ¢(-) = 1/T ® @/_; ¢i(-), which has been used as input for the step 2 of Algorithm 1.

The number of eigenfunctions to take has been estimated as described in Section 4.3.2, by
] = arg min]-{zj pj > d}, yielding | = 4. Values of « lower (greater) than unity imply higher
(lower) relative weight of the smoothing component with respect to the least squares in the
constrained optimal smoothing problem in eq. (4.23). We found that « = 0.8 provides a good
balance between the two. As robustness check, we performed the analysis with different
values of d (thus implying different number of eigenfunctions J) without significant changes.
We run Algorithm 1 on an Apple MacBookPro with a 3.1GHz Intel Core i7 processor, RAM
16GB, using MATLAB r2017b without exploiting parallel calculus. This required around ten
minutes of computation, with step 1 being the most computational intensive part.

The value of the BIC for several specifications of the VAR(p) model in eq. (4.32) for the
time series of scores are reported in Table 4.2 and suggest to choose a VAR(4) model includ-
ing a constant and a time trend. All the estimated VAR models are stationary.

For comparing the results, the estimated copula pdfs ¢;(-), t = 1,..., T (respectively,
the forecasted copula pdfs cT.,(-), h = 1,..., H) have been computed by applying the in-

verse clr map to the functions f;(-) (fr4;(+)) estimated (forecasted) from the factor model in
eq. (4.18), using | eigenfunctions. Fig. 4.1 shows the contour plot of the time series of the
estimated bivariate copula pdfs ¢;(-), t = 1,..., T, whereas Fig. 4.2 reports the contour and
3D density plots of the forecasted pdfs ¢r (), h =1,..., H. We found that:

e there is evidence of significant temporal changes of the estimated pdfs ¢;(-). Periods
(i.e. years) where the joint probability is concentrated around the bottom-left corner,
meaning stronger lower tail dependence, alternate with periods where also upper tail
dependence appears. There are two main implications of this stylized fact:

— it signals that none of the copula families considered in Table 4.1, which are the
most commonly used in econometrics, is able to account for the varying depen-
dence over the whole time span of the sample, not even by letting the copula pa-
rameter vary over time. The reason is that all of them have either only one type
of tail dependence (upper or lower), or both but in symmetric way. Moreover, the
same conclusion holds even if a dynamic copula model is specified by allowing
the copula parameter to change over time.

— it is consistent with the results of Guégan and Zhang (2010) discussed in Sec-
tion 4.1, who found that a dynamic copula model for the whole sample is not
satisfactory and that different parametric copula families should be used for mod-
elling different temporal windows.
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e Fig. D.2 in Appendix D.3 shows the time series of the fPCA scores along with their fore-
casts (with 95% confidence intervals). For all series we do not reject the null hypothesis
of stationarity (using the ADF test). Moreover, by comparing Fig. 4.1 with Fig. D.2 we
find that smooth evolutions of the fPCA scores of the clr-transformed pdfs are able to
generate significant changes of the pdf.

e the forecasts of the bivariate copula pdf in Fig. 4.2 are smoothly varying over the fore-
casting horizon. The forecasts seem to be able to generate heterogeneous tail depen-
dence patterns, as is the case for the observed data. Consequently, we find that the
proposed methodology is able to provide non-flat forecasts which can capture and de-
scribe the temporal evolution of the bivariate time series.

FIGURE 4.2: Contour plots (first and third row) and the corresponding 3D density plot (second

and fourth row) of the forecasted bivariate copula pdfs, approximated via fPCA, for each horizon

h =1,...,5 (first and second rows) and h = 6,...,10 (third and fourth rows), starting from the
top-left panel.

Several parametric and nonparametric estimators for the TDC Ay, A; defined in eq. (4.1)-
(4.3) have been proposed in the literature. Here we use the non-parametric estimator ob-
tained from eq. (4.3). Let u € [0, 1] be an arbitrarily small threshold and let Cn () be the em-
pirical copula cumulative probability function, then the estimator is defined by (see Frahm
et al. (2005)):

~ log(Cn(1 —u,1—u)) ~ log(1 —2u + Cn(u, u))
Ay=2-— ) AL =2—
log(1 —u) log(1 —u)

(4.39)

Fig. 4.3 shows the estimated tail dependence coefficients for the sample observations, for
each period t = 1,...,38, using a grid of 20 equally spaced threshold values between 0.01
and 0.20. Instead, Fig. 4.4 plots only the case for the median value of the threshold values,
ie. u = 0.10. We find significant variation of both the upper and lower tail dependence
coefficients over time, which are always different from zero. In addition, the values of the
upper TDC differ from those of the lower TDC, thus highlighting an asymmetric tail depen-
dence. The threshold parameter seems to exert a minor role, as almost all the trajectories
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FIGURE 4.1: Contour plot of time series of bivariate copula pdfs,

approximated via fPCA, for each yeart =1, ..
panel.

., T, starting from t = 1 in the top-left
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FIGURE 4.3: Upper (left) and lower (right) tail dependence coefficients of the bi-
variate time series (x¢,y;), for t = 1,...,38 (x-axis). Each curve corresponds to a
different threshold u = 0.01,0.02,...,0.20.
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FIGURE 4.4: Upper (left) and lower (right) tail dependence coefficients of the bi-
variate time series (x¢,y¢), for t = 1,...,38 (x-axis), threshold u = 0.10.

FIGURE 4.5: Upper (left) and lower (right) tail dependence coefficients of the fore-
casted bivariate copula pdf ¢t (-), for h =1, ...,10 (x-axis), threshold u = 0.10.

of both XU, XL remain quite close to each other, except for few values of u, thus indicating
robustness of the results (with respect to u). Moreover, the range of variation of the lower
TDC is slightly higher than that of the upper TDC, in line with the previous findings in the
financial econometrics literature (see Cherubini et al. (2004)).

Fig. 4.5 shows the estimated tail coefficients for the forecasted copula pdfs, for each hori-
zonh =1,...,10, using the threshold value u = 0.10. The results are in line with the findings
of the sample data: both estimated coefficients are different from zero (however, we did not
obtain the standard errors necessary for testing this hypothesis) and asymmetric between
the upper and lower case, furthermore they change over time. Considered together, the
findings in and out of sample estimated TDC points towards the rejection the use of copula
families has either only one type of tail dependence or symmetric tail dependence, as show
in Table 4.1.

Remark 4.5.1 (Interpretation)

The proposed methodology, as opposed to standard (semi)parametric dynamic copula models allows
to visualize and quantify the temporal evolution of both the upper and lower tail dependence between
bivariate time series, as well as to estimate the associated TDC. These findings suggest that the use of
this methodology can improve the state-of-the-art on risk modelling due to its flexibility in modelling
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the dynamics of the dependence between random variables, which is the cornerstone for definition of
adequate risk measures.

4.6 Conclusions

The time varying nature of the dependence pattern between financial variables is a chal-
lenging issue in statistics and econometrics. Common methods based on the specification of
a dynamic copula model are not enough flexible to describe the temporal change, because
each copula family has only a specific kind of tail dependence.

We contribute to this literature by proposing a nonparametric model for forecasting mul-
tivariate probability density functions with bounded or unbounded support. The method-
ology is used for studying the temporal evolution of the copula probability density function
encrypting the dependence structure between the S&P500 and the NASDAQ indices. We
found evidence of time varying tail dependence which cannot be captured by commonly
used econometric models based on dynamic copulas, whereas the model we propose is able
to account for these changes. The forecasts highlight smooth but significant variation of the
bivariate copula pdf.

The proposed methodology is quite general and can be applied also to other domains.
An appealing framework deserving further research concerns the definition of time vary-
ing graphical models through dynamic vine copulas (Bedford and Cooke (2002), Joe and
Kurowicka (2011)), which combine a tree-like graphical structure, for representing the con-
ditional independence relationships among a set of variables, with bivariate copulas, which
describe the pairwise conditional dependence. Here, the method can be used for (sepa-
rately) modelling the temporal evolution of each bivariate copula characterizing the edges
of the network. Our methodology can be parallelized over the edges, for coupling with the
issue of dimensionality.

Another stream of research worth further investigation regards the empirical analysis of
multivariate (with dimension d > 2) pdfs with unbounded support, such as multivariate
normal distributions, which are the building block of many well-known econometric mod-
els.
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Conclusions

We can only see a short distance ahead, but we can
see plenty there that needs to be done.

ALAN TURING

The mistakes and unresolved difficulties of the past
in mathematics have always been the opportunities of
its future.

ERrRiC TEMPLE BELL

The development of suitable models for studying high-dimensional, complex datasets is
one of the main challenges that statistics and econometrics are currently facing. The liter-
ature on these topics is still at its infancy and represents a promising field of study. This
thesis contributes to this growing stream of literature by proposing different statistical ap-
proaches for modelling the temporal dependence between complex data structures. Though
the empirical studied have focused on dynamic networks, the applicability of the methods
to extends to several other contexts.

In the following we summarise the main findings of the thesis and suggest some fields
where the proposed methodologies can be applied.

Chapter 2 presents a Bayesian econometric model for real-valued tensor-variate data. The
model allows to preserve and exploit the information about the complex structure of
the data, as opposed to mainstream vector-variate models. One of the main advantages
of the method is its ability to recover the significant heterogeneity of the coefficients.
This suggests that complex data structures are also characterised by an intricate, het-
erogeneous system of interconnections which needs to be accounted for in empirical
analyses. Therefore models based on pooling coefficients may have substantial limita-
tions in these cases.

When applied to the study of time series of network data, the methodology admits an
interpretation as a reduced-form network autoregressive model, for which tools used
in VAR models, such as impulse response functions, are available.

Finally, the computational efficiency of the procedure has been tested, finding good
performance even in estimation problems with high-dimensional parameter spaces
with several hundreds of parameters.

Chapter 3 describes a Markov switching model for time-varying binary arrays. With re-
spect to the previous model, this framework allows to capture an additional layer of
complexity, by allowing both cross-sectional and temporal heterogeneity of the coeffi-
cients driving the probability of an occurrence in the array. In particular, it is able to
recover the temporal clustering of the coefficients as well as to estimate the different
impact that a set of covariates has on each entry of the response.
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The main results in financial networks analysis pertain the ability of capturing the tem-
poral evolution of the topology of the network, both in terms of time varying sparsity
of the whole structure and in terms of the dynamics of each edge’s probability.

From a computational perspective, the model scales well and it permits to estimate
the heterogeneity in individual entry’s probability even with data arrays containing
thousands of entries.

Chapter 4 proposes a nonparametric model for forecasting multivariate probability density
functions. The method treats the constraints imposed by probability density functions
directly, without the need for post-processing the output. It is highly flexible and re-
quires minimal stationarity assumptions on the underlying time series.

The main advantage of the model is the ability to provide forecast of the whole function
of interest without any parametric assumption on the function itself. Moreover, the
forecasts made by this method are able to account for significant changes over time of
the functions.

The empirical analysis on bivariate copula probability density functions has highlighted
the limitations of parametric and semi-parametric models, and shown the advantages
of the nonparametric approach in providing accounting for remarkably different pat-
terns of tail dependence over time.

All the methodologies we have developed in this thesis are quite general may be ap-
plied also for studying phenomena outside the domain of temporal networks. In particular,
dynamic tensor regressions developed in Chapter 2 can be used as a model for general real-
values matrix- and tensor-variate time series, which are becoming popular in the literature
thanks to the spreading of complex data.

A complementary framework is provided in Chapter 3, where a time series of binary
arrays is of interest. This is an extension of multivariate binary regression models which can
account for complex cross-sectional structures as well as temporal dynamics. Alternative
applications may include the analysis of micro-level panel data on employment relations
between firms and individuals, the illness status of workers in different industries and the
existence of certain financial relations between banks and households or industries.

The techniques proposed in Chapter 4 are promising for studying time series or cross-
sectional data of multivariate probability density functions. This is a rather recent field of re-
search, whose potential is still largely unexplored. The availability of great amount of data at
high frequencies, especially in finance, suggests that point forecasts based on vector-valued
series may be improved by forecasting the entire function representing the behaviour of the
series in a suitable time interval. The generality of the methodology proposed in Chapter 4
makes it appealing for this kind of applications, including, for example, forecasting of the
volatility surface, or of high-frequency financial data.
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Appendix A

A.1 Background material on tensor calculus

In this section we introduce some operators for multilinear arrays (i.e. tensors): in particular,
we consider operations acting on tensors and between tensors and lower-dimensional ob-
jects (such as matrices and vectors) as well as some representation (decomposition/approximation)
results for tensors. A noteworthy introduction to tensors and corresponding operations is
in Lee and Cichocki (2016), while a remarkable reference for tensor decomposition methods
is Kolda and Bader (2009). We use the following notation: matrices are represented by bold-
face upper-case letters, vectors by boldface lower-case letters, scalars by lower-case letters
and, finally, calligraphic letters denote tensors, if not differently specified.

A N-order tensor is an element of the tensor product of N vector spaces. Since there
exists a isomorphism between two vector spaces of dimensions N and M < N, it is possible
to define a one-to-one map between their elements, that is, between a N-order tensor and a
M-order tensor. We call this tensor reshaping and give its formal definition below.

Definition A.1.1 (Tensor reshaping)

Let Vy,...,Vy and Uy, ..., Uy be vector subspaces Vy, Uy, C R and X € Rh¥XIN = v ®
... ® Vy be a N-order real tensor of dimensions I, ..., In. Let (vy,...,vN) be a canonical basis of
R1>XIN and let T1g be the projection defined as:

Il :V1®...®VN—>V51®...®Vsk
VI®...0 VN = V5, @ ... Vg,

withS = {sy,...,sx} € {1,...,N}. Let (Sy,...,Sm) beapartitionof {1,...,N}. The (Sq,...,Sm)
tensor reshaping of X is defined as:

Xsy,..sy) = (g, X) ®... @ (I, X)

Treeer
el QRQVi]o..ol QW

SES SESM

It can be proved that the mapping is an isomorphism between V1 ®@ ... Q@ Vyand U; ® ... ® Up.

The operation of converting a tensor into a matrix can be seen as a particular case of
tensor reshaping, where a N-order tensor is mapped to a 2-order tensor. In practice, it con-
sists in choosing the modes of the array to map with the rows and columns of the resulting
matrix, then permuting the tensor and reshaping it, accordingly. The formal follows.

Definition A.1.2
Let X be a N order tensor with dimensions I, ..., Iy. Let the ordered sets # = {ry,...,r.} and
¢ = {c1,...,cpm} be a partition of N = {1,...,N} and let Iy = {L1,...,In}. The matricized
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tensor is specified by:

X(%’XCK:IN) € R/*K J= H I, K= H I . (A.1)

nex nes

Indices of #,€¢ are mapped to the rows and the columns, respectively. More precisely:

(X(%x(g;IN)>] L=

7

(A.2)

il/i2/-~-riN

with:
L
j=1+)
=1

Many product operations have been defined for tensors, but here we constrain ourselves
to the operator used in this work and we point to Lee and Cichocki (2016) for a summary
of other operators. The mode—n product between a tensor X and a vector v € R% can be
interpreted as the standard Euclidean inner product between the vector and each mode-n
fiber of the tensor. Consequently, this operator suppresses one dimension of the tensor and
results in a lower order tensor. It is defined, element-wise, by:

-1 M
(ir,—1)1‘[1r;] k=1+)

I'=1 m=1

-1 11 I] (A3)

m'=1

dy
Vit st eip) = (X Xn V) i i iy = Y Xi ipVins (A4)

in

with Y € RA1%-dn-idnt1,-%dD Notice that this product is not commutative, since the order
of the elements in the multiplication is relevant.

Finally, let Y € R4 %Ay and X € R4 %N, The outer product o of two tensors! is the
tensor Z € RH ¥ xdyxdi x..xd\ Wwhose entries are:

Zisivtiiein = (YO X )i iviivrein = Vitroind Citoin” (A.5)

For example, the outer product of two vectors is a matrix, while the outer product of two
matrices is a tensor of order 4. As a special case, the outer product of two column vectors a,
b can be equivalently represented by means of the Kronecker product :

acb=b®a=a-b. (A.6)

In the following, we introduce two multilinear operators acting on tensors, see Kolda
(2006) for more details.

Definition A.1.3 (Tucker operator)
Let Y € RN and N = {1,...,N}. Let {A,}, be a collection of N matrices such that
A, € R"Jn for n € N. The Tucker operator is defined as:

[[y;Al,...,AN]]:yxlAl X2A2...><NAN, (A7)
and the resulting tensor has size I X ... X Iy.

Definition A.1.4 (Kruskal operator)

Let N = {1,...,N} and {A,}, be a collection of N matrices such that A, € R"*R for n € N. Let
1 be the identity tensor of size R X ... X R, i.e. a tensor having ones along the superdiagonal and
zeros elsewhere. The Kruskal operator is defined as:

X =[A1,...,AN] = [Z;Ar, ..., AN], (A.8)

I This operator still applies to vectors and matrices, as they are special cases of tensors of order 1 and 2, respectively.
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with X a tensor of size Iy X ... x In. An alternative representation is obtained by defining a,(f) the
r-th column of the matrix A, and using the outer product:

X =[A,...,AN] = Z a0 . 0al). (A9)

By exploiting the Khatri-Rao product ® (i.e. the column-wise Kronecker product for A € RI*K,
B € R/I*K defined as A©OB = [a,1 ®b.1,...,a.x @b.x]) in combination with the mode-n
matricization and the vectorization operators, we get the following additional representations of
X = [[Al,...,AN]].'

Xy =An(ANO...0OA11 A1 O...OA) (A.10)
vec (X) = (AN@...@Al)lR, (All)

where 1R is a vector of ones of length R.

We now define two tensor representations, or decompositions, which are useful in two
respects: (i) the algebraic objects that form the decomposition are generally low dimensional
and more easily tractable than the tensor; (ii) they can be used to provide a good approxima-
tion of the original array. Also, let us denote with R* be the rank of tensor X, the abstraction
of the notion of matrix rank.

The Tucker decomposition can be thought of as a higher-order generalization of Principal
Component Analysis (PCA): a tensor X' € R“1%*4D js decomposed into (more precisely, it
is approximated by) the product (along the corresponding mode) of a “core” tensor JV &€
RY1%-*¥p and D factor matrices Al) € R4*¥, 1 < < D. Following the notation in Kolda
and Bader (2009):

Y1 Y

)(:yxlA(l) ><2A(2)>< XDA Z Z Zyll,lz, Lipd 11 o gzz)o,,.an(DD).
i1=1ip= ip=1
(A.12)

Here a( ) € R8*! is the I-th column of the matrix A(). As a result, each entry of the tensor
is obtalned as:

Y1 Y2
22 (D) :
]1/ /]D Z Z Z yll/lzr /lD 11 ]1 12,]2 . aiD,jD 1 S ]l S dl’ 1 S l S D (A13)

11—112 1 ZD 1

A special case of the Tucker decomposition is obtained when the core tensor collapses
to a scalar and the factor matrices reduce to a single column vector each one is called

PARAFAC(R)?>. More precisely, the PARAFAC(R) decomposition allows to represent a D-
order tensor X € R%1%-*4D a5 the sum of R rank one tensors, that is, of outer products
(denoted by o) of vectors (also called marginals in this case)’:

=Y %=y x"o. oxll, (A.14)

2See Harshman (1970). Some authors (e.g., Carroll and Chang (1970) and Kiers (2000)) use the term CODECOMP or
CP instead of PARAFAC.

3 An alternative representation may be used, if all the vectors x;

weight of each component r is captured by the r — th component of the vector A € RX:

R
X = ZAV (xy)o...oxg))

r=1

are normalized to have unitary length. In this case the
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aj ag af

FIGURE A.1: PARAFAC decomposition of X € R¥1*%2%4% with a, € R%, b, € R%
and ¢, € R%3,1<r<R. Figure from Kolda and Bader (2009).

(r)

with x S R% Vj =1,...,D. For a tensor of arbitrary order, the determination of the rank

is a NP—hard problem (Kolda and Bader (2009)), as a consequence, in applied works, one
generally fixes R, uses a PARAFAC(R) approximation, and then run a sensitivity analysis
of the results with respect to R. The higher the value of R, the better is the approximation.
Alternatively, whenever it is possible to define a measure for the approximation accuracy

one may define a grid of values {RZ}IR: , at which evaluate the accuracy, then choose the
value of the grid which yields the best approximation.
The rest of the section contains some results relating the operators we have just defined.

Proposition A.1.0.1 (4.3 in Kolda (2006))
Let Y € RN and N = {1,...,N} and let A € R"*Jn foralln € N. f # = {ry,...,r.}
and € = {cy,...,cpm} partition N, then:

/

X = [[y, Aq, ... ,AN]] — X(%X%:]N) = (A(YL) ®...Q A(rl)) Y(%X%?:]N) (A(CM) ®...Q A(Cl))
(A.15)
where X = [V;Aq,...,AN] = Y X1 A1 X2 Ay... X, Ay denotes the Tucker product between
the tensor Y and the collection of matrices {A,})_,. The Kruskal operator is a special case of the
Tucker operator, obtained when the tensor Y = T is an identity tensor of dimensions R x ... x R
and the matrices { A, }1_, have dimension A, € R"*R. Therefore, we can represent the product

using the outer product representation, as follows. Consider the collection of vectors {a(™) N of
length a") € R, formed by the columns of the matrices A, Then:

X =[T;Aq,...,AN] = oN_ja" —
!/
X(axt ) = (a(m) ®... ®a(r1)> Lizxe:n) (a(CM) ®...Q a(cl)> ~ (A.16)

Remark A.1.1 (Contracted product — vectorization)
Let X € RN gnd Y € RIXINXINwixXINve - et (A,.%), with # = {1,...,N},
S ={N+1,...,N+ P}, be a partition of {1,...,N + P}. The following results hold:

a) ifP=0and I, = J, forn=1,...,N, then:
X xNy = (x,)) =vec(X) -vec()) €R. (A.17)

b) ifP>0and I, = J,forn=1,...,N, then:

X x1NY = vec(X) x! Vi) € R/ -] (A.18)
Y xlN x = Vi) «1yvec (X) e RIX-%jp (A.19)

c)ifP=Nandl, = J, = JNtn,n=1,...,N, then:

X Xl...N y Xl...N X = vec (X)/ . Y(QX%) . vec (X) cR. (AZO)
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Proof. Case a). By definition of contracted product and tensor scalar product:

I In
1..N
XxPNY =Y 0N X i Yiin
h=1 iy=1
= Y Xiin Yiiy = (X, V) =vec(X) - vec(Y) .
.

Case b). Define I* = [T\, I, and k = 1 + Z]‘I\Ll(i]‘ - 1) Hin_:ll I,y. By definition of con-
tracted product and tensor scalar product:

I IN
1..N _ . LY. . )
X y - Z e Z X;l/“-/ZN yll/---/lN/]N+1/---/]N+P

=1 iy=1
I*

- Z A - yk/jN+1/--~/jN+P .
k=1

Notice that the one-to-one correspondence established by the mapping between k and (i, . .., in)
corresponds to that of the vectorization of a tensor of size N and dimensions I, ..., Iy.
Moreover, it also corresponds to the mapping established by the tensor reshaping of a tensor

of order N + P with dimensions Iy, ..., In, [N+1, - - -, JN+p into another tensor of order 1 + P
and dimensions I*, Jy11,...,JNy+p- Define S = {1,...,N},such that (S, N+1,..., N+ P) is

a partition of {1,..., N + P}. Then:

X xN Y = yec (X) x 1 V(S,N+1,..,.N+P) -

Similarly, defining S = {P + 1, ..., N + P} yields the second part of the result.

Case c). We follow the same strategy adopted in case b). Define S; = {1,...,N} and
Sp = {N+1,...,N+ P}, such that (S — 1,5;) is a partition of {1,...,N + P}. Let k, k" be
defined as in case b). Then:

IN

I
x1oN Y 51N = Z Y)Y Zl?le i Vit eindy ety * Xty
=

in=1 11—1

J S
= Z )R Z X Vi, iv - Xin, it
=1

=1 11—1

= Z Z X Vi - X

=1k'=
= vec (X)' “V(s,,5,) " vec (X) .

]

In the following we define a relation between the matricization of a tensor resulting from
the outer product of matrices and the Kronecker product.

Remark A.1.2 (Kronecker - matricization)

Let X1, ..., XN be square matrices of size I, X I,,n =1,...,Nandlet X = Xj o...0 Xy denote
the N-order tensor with dimensions (J1,...Jon) = (I,...,In, L1,..., IN) obtained as the outer
product of the matrices {Uy, }. Let (A, %), with 1 = {1,...,N}and %/ = {N+1,...,N}, be
a partition of IN = {1,...,2N}. Then:

X, 7) = Xgxen) = Xn®@...0X). (A.21)
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Proof. Use the pair of indices (iy, i;,) for the entries of the matrix X, n =1, ..., N. By defini-
tion of outer product:

(XlO---OXN)il,iz,...,iN,i;,z'g,...,iN (Xl)zlz (Xz)zzz (XN)z’N,z';V-

From the definition of matricization, X o, 4) = X(zx«¢.1)- Moreover:

(X(y1/y2))h/k = Xil,...,iZN

with:
N p—1 N p—1
- Z (lsl,p - 1) H ]Sl,p k= Z (ZSZ,p B 1) H ]Sz,p .
p=1 q=1 p=1 q=1

By definition of the Kronecker product we have: that the entry (1, k') of (Xy ®...® Xj) is
given by:
(XN ® “ e ® Xl)h’,k/ — (XN)#\[/I;\] A (X]‘)illi{l

where:
N N pfl
W= Y (is,, — H]slp =L (s, =D s,
p=1 p=1 q=1

Since h = I’ and k = k’ and the associated elements of X(#,7) and (Xy @ ... ® X;) are the
same, the result follows. O

Remark A.1.3
Let X be a N-order tensor of dimensions Iy x ... x Iy and let I* = [N, I;. Then there exists a
vec-permutation (or commutation) matrix Ky_,, of size I'* x I* such that:

Ki_sn vec (X) = Ki_y, vec (x(l)) = vec (x(n)) . (A.22)
Moreover, it holds:
vec (X(n)) = vec (X(Ti’)> = vec <XT‘7> , (A.23)
where
X5 = (XT">(1) = X(n), (A24)

is the mode-1 matricization of the transposed tensor X1v according to the permutation o which
exchanges modes 1 and n, leaving the others unchanged. That is, for i; € {1,...,I;} and j =
1,...,N:

1 j=mn
O’(ij)z n jZl
l] j#l,n.

Remark A.1.4

Let X be a N-order random tensor with dimensions I, ..., Iy and let N = {1, ..., N} be partitioned
by the index sets # = {r1,...,rm} CDand ¢ = {c1,...,cp} CN,ie. N=RZUEC, ZNEC =D
and N = m + p. Then:

X ~ N]l,___,[N(M,Ul, e ,UN) <~ X(%x‘é’) ~ m,p(M(%x%)zZLZZ) , (A25)

with:
ZlZUrm®...®Url 222U0p®"‘®UC1’ (A.26)
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Proof. We demonstrate the statement for # = {n}, n € N, however the results follows
from the same steps also in the general case ## > 1. The strategy it to demonstrate that
the probability density functions of the two distributions coincide. To this aim consider

separately the exponent and the normalizing constant. Define I_; = Hfilln# Iiand Iy =
{L,...,In}, then for the normalizing constant we have:

I—[ll _7 _LJ _LiN
(2r)” |U1| '|Un| 2. |Uyn|" 2 = (A.27)
_ I —(n-1) (n+1) RSN L
— (2m) -+ Un |Uni1 - |Un[T 2 - [Un| 2
I 4 _n Ly
=2m1)” 7 |[UN®...0U, 10U, ®...0UN| 2-|U,|” 2 . (A.28)

Concerning the exponent, leti = (iy,...,iy) and, for ease of notation, define Y = X — M
and U = (UKll o...oUy 1). By the definition of contracted product it holds:

Y x-Ny 1Ny — (A.29)
-1 -1
R T L R ity Vitinedly
AN By
Define j = o(i), where ¢ is the permutation defined above exchanging i; with i,, n €

{2,...,N}. Then the previous equation can be rewritten as:
. . 1 .. _1 LRI
Z Z y]n —IN ]n ]n ujl,jg lN’lN y]n N
J1r-sJN jie-
_ L.N (y1- - 1L.N v
=)’ x <U1 o...oUN> X VY,

where )7 is the transpose tensor of ) (see Pan (2014)) obtained by permuting the first and

the n-th modes and similarly for the 6-order tensor (U; ' o...0 Uy')7. Let (.71, %), with
S =A{1,...,N}and % = {N+1,...,2N}, be a partition of {1,...,2N}. By vectorizing
eq. (A.29) and exploiting the results in A.1.1 and A.1.2, we have:

YV xENYy xtNy = vec(Y) - U z,,9) vec () (A.30)
vec () - (U ®..0U,'®...0U] ) -vec ())

= vec ()7)"- (UN ®... 20U @ U vee (1)
= vec (Y ) (Ug,1®...®U;1®U;1)~VeC (Y<n>>
= vec (Y ) - vec (Unl Yy - [U&l ®...© Ull])

tr (an) U Y [ e e UllD

=tr ([UN1®"'®U11} X _M(n)]/'Unl’ X —M<n)]) :
(A31)

Since the term in (A.27) and (A.30) are the normalizing constant and the exponent of the
tensor normal distribution, whereas (A.28) and (A.31) are the corresponding expressions for
the desired matrix normal distribution, the result is proved for the case ## = 1. In the
general case #%# = r > 1 the proof follows from the same reasoning, by substituting the
permutation ¢ with another permutation ¢’ which exchanges the modes of the tensor such
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that the first » modes of the transpose tensor )" correspond to the elements of Z. O
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Appendix B

B.1 Proofs of the results in Section 2.2

Proof of result in Remark 2.2.3. By assuming I =1, forj=1,...,N,in mode (2.16), then:

Vi, A B € RN R (B.1)
B c IR11><...><IN><] N R] (BZ)
C c RI]X...XINXQ N RQ (B3)

where the matrix W; has been removed as covariate. In order to keep it, it would be neces-
sary either to vectorize it (then D would follow the same change as B) or to assume an inner
product (here D would reduce to a matrix of the same dimension of W;). Notice that a N-
order tensor whose modes have all unitary length is essentially a scalar. As a consequence,
the error term distribution reduces to a univariate Gaussian, with 0 mean and variance o2.
Finally, also the mode-3 product reduces to the standard inner product between vectors.
The PARAFAC(R) decomposition still holds in this case. Consider only A and B, as the
other tensors behave in the same manner. For ease of notation we drop the index ¢, since it

does not affect the result:

R R
A= szy)o...oal(\r]) = Zagr)-...-tx%) = Zﬁcr:&elR. (B.4)
r=1 r=1 r=1

Here, &, = Hjli 1 (x](.r). Since each mode of A has unitary length, each of the marginals of the

PARAFAC(R) decomposition is a scalar, therefore the outer product reduces to the ordinary
product and the outcome is a scalar too (obtained by R sums of D products). Concerning
B, we apply the same way of reasoning, with the only exception that in this case one of
the modes (the last, in the formulation of eq. (2.16)) has length | > 1, implying that the
corresponding marginal is a vector of the same length. The result is a vector, as stated:

R R
B=Y plo.op ol =18 BN B (B.5)
r=1 r=1
- 580
=) BB =BERD, (B.6)
r=1
where B, = Hjlil ,B](-r). By an analogous proof, one gets:
C=y€cR|. (B.7)

which completes the proof. O
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Proof of result in Remark 2.2.5. Without loss of generality, let Ji=1, forj =2,...,Ninmodel (2.16),
then:

V. AE € RIOX-XIN _y RM (B.8)
B ¢ RIx-xInx] _y jmxJ (B.9)
C c R%-xInxQ _y gmxQ (B.10)
D € RI%-x-1xKxlypxly _y gmxK (B.11)

where it is necessary to assume that W; € R™*K. The two mode-N + 1 products be-
come mode-2 products and the distribution of the error term reduces to the multivariate
(n-dimensional) Gaussian, with a unique covariance matrix (m x m).

As the PARAFAC(R) approximation is concerned, the result for A follows from the sec-
ond part of the previous proof and yields A = a € R™. For the remaining tensors, it holds
(dropping the index for notational ease):

R R
B=Y B oo .opl) =y B o (B V) 0 BV (B.12)

r=1 r=1

o) ) A N a0 o) a

=Y B o BNy Br=Y B BNy B (B.13)
r=1 r=1
R

=Y B B =BeR"™ (B.14)
r=1

where 8, = H]-I\Lz ﬁ](r). The same result holds for the tensor C, which is equal to C € R™*<,
with the last mode’s length changed from | to Q. Finally, concerning D:

R R
D= ;55”o...o(s;(f_)l05£Zr)0(5;(210...051(\? - ;(5§r)-...-5,ir_)1) o) (80 o)
(B.15)
= 500 (50 ") Y (5 ) _ 3y~ 50) 5
=Y o (o ey ) (o) = L a6 =dern, (B.16)
r=1 r=1

with 6, = H]I-\;n 5]@. Notice that the resulting mode-n product reduces to an ordinary dot

product between the matrix W and the vector d.

It remains to prove that the structure imposed by standard VARX and Panel VAR models
holds also in the model of eq. (2.16). Notice that the latter does not impose any restriction
on the coefficients, other than the PARAFAC(R) decomposition. It must be stressed that it
is not possible to achieve the desired structure of the coefficients, in terms of the location of
the zeros, by means of an accurate choice of the marginals. In fact, the decomposition we
are assuming does not allow to create a particular structure on the resulting tensor.

Nonetheless, it is still possible to achieve the desired result by a slight modification of the
model in eq. (2.16). For example, consider the coefficient tensor B, then to create a tensor
whose entries are non-zero only in some pre-specified (hence a-priori known) cells, it suffices
to multiply B by a binary tensor (i.e. one where all entries are either 0 or 1) via the Hadamard
product. In formulas, let H € {0, 1}11 <. xINX] guch that it has 0 only in those cells which
are known to be null. Then:

B=HoB

will have the desired structure. The same way of reasoning holds for any coefficient tensor
as well as for the covariance matrices.
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To conclude, in Panel VAR models one generally has as regressors in each equation a
function of the endogenous variables (for example their average). Since this does not affect
the coefficients of the model, it is possible to re-create it in our framework by simply rear-
ranging the regressors in eq. (2.16) accordingly. In terms of the model, none of the issues
described invalidates the formulation of eq. (2.16), which is able to encompass all of them
by suitable rearrangements of the covariates and/or the coefficients, which are consistent
with the general model. O

Remark B.1.1 (follows from 2.2.6)
From the VECM in eq. (2.24) and denoting y;_1 = vec (Y;_1) we can obtain an explicit form for
the long run equilibrium (or cointegrating) relations, as follows:

R
wBlyi 1 = (Z B 0By o By ) X3 Y11 (B.17a)

1
( Vo py ) B i) (B.17b)

o

.33 Yi-1) (B.17¢)

with Bg) = BY) o Bgr) being a K x K matrix of loadings for each r = 1,..., R, while the inner

product (Bér),yt_1> defines the cointegrating relations. Notice that for a generic entry y;j,, the
previous long run relation is defined in terms of all the entries of the lagged matrix Y;_1, each one

(r)

having a long run coefficient (in the r-th relation) ,83 i, Where k can be obtained from (i, ]) via a
one-to-one mapping corresponding to the reshaping of the K x K matrix Y;_1 into the K* x 1 vector
yt-1.

Finally, as the cointegrating relations are not unique, that is B in eq. (2.24) is not identified, the
same is true for the tensor model, as noted in Section 2.2.

B.2 Initialisation details

It is well known that the Gibbs sampler algorithm is highly sensitive to the choice of the
initial value. From this point of view, the most difficult parameters initialise in the proposed

model are the margins of the tensor of coefficients, that is the set of vectors: { [31 , ﬁz , [33 R
Due to the high complexity of the parameter space, we have chosen to perform an initiali-
sation scheme which is based on the Simulated Annealing (SA) algorithm (see Robert and
Casella (2004) and Press et al. (2007) for a thorough discussion). This algorithm is similar
to the Metropolis-Hastings one, and the idea behind it is to perform a stochastic optimisa-
tion by proposing random moves from the current state which are always accepted when
improving the optimum and have positive probability of acceptance even when they are
not improving. This is used in order to allow the algorithm to escape from local optima.
Denoting the objective function to be minimised by f(6), the Simulated Annealing method

accepts a move from the current state 8(i) to the proposed one §"°“ with probability given
by the Bolzmann-like distribution:

p(Af,T) = exp {—A—Yf} . (B.18)

Here Af = f(6"%) — £(6%) and T is a parameter called temperature. The key of the SA
method is in the cooling scheme, which describes the deterministic, decreasing evolution
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of the temperature over the iterations of the algorithm: it has been proved that under suffi-
ciently slow decreasing schemes, the SA yields a global optimum.
We propose to use the SA algorithm for minimising the objective function:

f({ﬁgr)r ﬁ;r)r ﬁér)}le) = KNYN + K393, (B.19)

where xy is an overall penalty given by the Frobenius norm of the tensor constructed from
simulated margins, while x3 is the penalty of the sum (over r) of the norms of the marginals

ﬁ:(;). In formulas:

R

on =B, e = |87, (B.20)
r=1

The proposal distribution for each margin is a normal N I (0,01), independent from the cur-

rent state of the algorithm. Finally, we have chosen a logarithmic cooling scheme which
updates the temperature at each iteration of the SA:

k

Ti:w l:1,...,1, (B21)

where k > 0 is a tuning parameter, which can be interpreted as the initial value of the
temperature. In order to perform the initialisation of the margins, we run the SA algorithm
for I = 1000 iterations, then we took the vectors which gave the best fit in terms of minimum
value of the objective function.

In the tensor case, the initialization of the PARAFAC marginals { ﬁgr), ﬁgr), ﬁér), ﬁy) R,
follows the same line, with 3 in eq. (B.20) replaced by:

R
Py = ; Hﬁf[) (B.22)

-

B.3 Computational details - matrix case

In this section we will follow the convention of denoting the prior distributions with 7(+). In
addition, let W = {W, .}, . be the collection of all (local variance) matrices W; ,, for j = 1,2,3

andr = 1,...,R; I = 2]3:1 If the sum of the length of each mode of the tensor B and
Y = {Y, X;}+ the collection of observed variables.

B.3.1 Full conditional distribution of ¢
In order to derive this posterior distribution, we make use of Lemma 7.9 in Guhaniyogi
et al. (2017). Recall that: a; = aR, by = a(R)YN and Iy = ijil ;. The prior for ¢ is
ni(¢) ~ Dir(w).
+o0
p(@|BW) e (p)p(BIW, ¢) = 7T(¢)/0 p(BIW, ¢, 1)(7)dz. (B.23)

By plugging in the prior distributions for 7, ¢, ,B]m we obtain':

r=1j=1

R 400 | R N . -1/2 1 Ve 1 (r
plols W)« Lo~ [ TITeo 7 Wi, exp {‘F@ WiLE, )}]

1We have used the property of the determinant: det(kA) = k" det(A), for A square matrix of size n and k scalar.
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_Tﬂr—l

exp {—brT}dT

Y Bl _1y/2 T & ) w10
“E‘Pr /0 E(T(Pr) 7% exp _F@Zﬁj W]',r.B]'

j=1

_,L.aT—l

exp {—brT}dT. (B.24)

Define C, = % Z]-Zi 1 ,B](.r)lw;rl ](.r), then group together the powers of T and ¢, as follows:

x— 1—1—0 oo aT—l—% R 1
(p|B,W) H(f) / T 2 exp {—b.7} [Hexp 2T(Prcr dt

R I 400 R
a—l—zo/ a.—1—Rlp C,
= T 2 expl —brT— dr. (B.25)
’;[;]1:4)7 0 P T ’; 2T¢1’

Recall that the probability density function of a Generalized Inverse Gaussian in the parametriza-
tion with three parameters (a > 0, b > 0, p € R), with x € (0, +00), is given by:

z)g
(b—xp—l exp {_ % <,1x n g) } . (B26)

2K, (Vab)

with K, (-) a modified Bessel function of the second type. Our goal is to reconcile eq. (B.73)
to the kernel of this distribution. Since by definition Y-} ; ¢, = 1, itholds that Y}, (b;1¢,) =
(b:T) YR | ¢, = bT. This allows to rewrite the exponential as:

Iy S Rl R
¢|B W H‘Pa 1-2 /+ T(“T—T>—1 exp{ Z <2C(Pr _|_bTT(Pr>}

+o0 R {X_LO_ N _RIp\ R C
:/0 (g@ 2 1) T(R 2) lexp{ Z(z ¢r+bTT¢r>}dT, (B.27)

where we expressed a; = aR. According to the results in Appendix A and Lemma 7.9
of Guhaniyogi et al. (2017), the function in the previous equation is the kernel of a general-
ized inverse Gaussian for ¢, = T¢,, which yields the distribution of ¢, after normalization.
Hence, forr =1,..., R, we first sample :

x ~ GiG(a,b,p) = p(x|a,b,p)=

I
p(p,|B,W,T,a) ~ GiG (oc - 50,21%, 2cr> (B.28)
then, renormalizing, we obtain:
Yy
¢y = ) (B.29)
' AR

B.3.2 Full conditional distribution of T

The posterior distribution of the global variance parameter, T, is derived by simple applica-
tion of Bayes” Theorem:

p(t|B,W, ¢) e (1)p(BIW, ¢, 7)
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r=1 j=1

R
x T“T_%_l exp § —bT — Z &1 . (B.30)
r=1 ¢r T

This is the kernel of a generalized inverse Gaussian:

R Ny »
ot Lexp {—brt} |[](t¢r)” 3 exp 2T<Pr Z,B W;,) [3].

p(T|B,W, ¢) ~ GiG (aT RZIO 2b7,2 ; ) (B.31)
=1 T

B.3.3 Full conditional distribution of A;,

Start by observing that, for j = 1,2,3 and r = 1,..., R, the prior distribution on the vector
ﬂ]@ defined in eq. (2.29¢) implies that each component follows a double exponential distri-

bution:
g ~ DE | 0, Air (B.32)
P A /T(Pr

with probability density function, for j = 1,2, 3:

" Aj s
(BN, oy, T) = — 12— exp { — 1P B.33
(:B],p| I’ ¢r ) 2\/74)1, p (/\j,r/\/r%’)il ( )
Then, exploiting the prior distribution 7(A;,) ~ Ga(a,, b)) and eq. (B.33):
p </\j,r|.3]('r)r ¢r, T) X ﬁ(/\j,r)P (:B](Y)MJ',W ¢r, T)
LA 8y
x A" exp § —byA; Al - i
ir exp { A ],r} ;;Il 27 exp (A],r/ /_T(Pr)_l
L L (r)
ay—1 Mir ]eXP {—bM‘ }exP _—;;]:1 ‘ﬁjlrp
o\t i VT s
X )L]./r ] eXp - b/\ + W )L]',r . (B34)
This is the kernel of a gamma distribution, hence forj =1,2,3,r =1,...,R:
8"
1
p()xj,r|8,(,br,"f) ~ Ga aA+Ij,b/\+ JTh (B.35)
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B.3.4 Full conditional distribution of w;, ,

We sample independently each component w;, , of the matrix W;, = diag(w;), for p =
1....5;,j=123andr = ... R, from the full conditional distribution:

p <wj’r/p|ﬁ]('r)’/\']‘/r’ (PTI T) X p (ﬁ](,rrz |wj/r/p’ (PTI T) n(wj/r’p|Ajrr)

2 2
b} L g1 | Air Air
= (1¢r) w; ", exp {_F(Prﬁj,p Cirp (o Py~ Yirp

| A2 i)
T2 Y LU0 [ ey
o w; *, exp > Wirp 2T4)rwj"'7’ , (B.36)

where the second row comes from the fact that w; , , influences only the p-th component of

the vector ﬁ](r). For p = 1,...,I]~,j =1,23andr =1,...,R we get:

(r)?
’ 1 Bi
p (wj/r/p |ﬁ]( ), )Lj,?" 4)7'/ T) ~ E/ )L]Z,r/ ;g;:r . (B.37)

B.3.5 Full conditional distribution of the PARAFAC marginals ,B](.r), forj=1,2,3

Forr =1,..., R we sample the PARAFAC marginals ( ,BY), ﬁg), ,Bgr)) fro their full conditional
distribution, since their joint distribution is not available in closed form. First, it is necessary
to rewrite the likelihood function in a suitable way. To this aim, forj = 1,2,3andr =1,...,R

define ﬂ(jj) = {ﬂl@ vl F# ]}, B, = ,BY) o ,Bgr) o ﬁg) and B_, = {B; : i # r}. By properties of
the mode-n product:

R R
B xs x; = (Z B o gl o ﬁé”) xaxi = | LB 0B o B | xa xi+ (B 0 By 0 BY) x3 xi.
r=1

s=1
SHET
(B.38)
Since our interest is in ﬁ](r) for j = 1,2,3, we focus on the second term of eq. (B.38):
I
(B 0B o) xaxi= 30 (B o 8y)) Byl = (B0 BY) (B %) (B39)
is—1

The equality comes from the definition of mode-n product given in eq. (A.4). It holds:

(B 0By 0 BY)) xaxi = (B o) - (BY xe) = B o (B - (B, %)) (B40)
= (B (Y X)) o B, (B4Y)

We exploited the fact that the outcome of the inner product is a scalar, then the result follows
by linearity of the outer product.
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Given a sample of length T and assuming that the distribution at time ¢t = 0 is known (as
standard practice in time series analysis), the likelihood function is given by:

T 1
L(Y|B,Zl,22) :H [(2 2 |22| 2 |Zl| 2exp{——tr (251 (Yf—B X3Xt)/2;1 (Yf—B ><3Xt)> }]
t=1
1 ¢ gy 1§
 exp —EZ%tr (= 'E=E) ¢ (B.42)
t=

with:

Et = (Yt — Bfr X3 Xt — (ﬁgr) [¢) ﬁg)> <'B§r),xt>) . (B43)

Now, we can focus on a specific r and j = 1,2,3 and derive the full conditionals of each
marginal vector of the tensor B. To make computations clear:

1 T
L (Y|B,Z1,%;) e exp {_E Z tr (ayy + ap + by + by + ct)} , (B.44)

t=1

where:
my = ~2, iz (B0 B (B %) (B.452)
!/
ar = -t (B0 B) (B x)ETY: (B.45b)
b1 = 22_1 (B x3xt) E; (ﬁ%” ° ﬁg)) (B, xt) (B.45¢)
b ") 6 80 (B x)E (B B.45d
=25 (B 0By ) By, xe)E T (Boy X3 %) (B.45d)
r T — r ! T

ct=1X; (ﬁ% oY) (8L xyzt (B0 BY)) (BY, ) (B.45)

Exploiting linearity of the trace operator and the property tr (A’) = tr (A), one gets:
1T
p (Y|B,Z1,%;) e exp -5 Y (tr(a1y) +tr (age) + tr (byy) + tr (ba) +tr (cr))
t=1

T
x exp {—% Y (2tr (agy) 4 2tr (byy) +tr (ct))} : (B.46)

t=1
Consider now each term in the sum at the exponent, and exploit the property tr (ABC) =
tr (CAB) = tr (BCA):
T
320 (it (B0 BY) (B x0) ) 2 (24 (B xax) 2 (B0 BY) (B )
t=1

s (2t (B0 < B (B0 iz (B 0 BY) (830

P ():21 (t;y; By ,xt> T8 o By ))

;! (Z (Bor xax:) <ﬁ§”r"f>) ' (B ﬁé”>)

—_

+ 2tr
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, T
e (00 ) 5 () ()

t=1

T
—otr (_221 <Z Y}( ‘33 , Xt ) 21_1 (:BY) Oﬁéﬂ))

t=1

+2tr( (Z rxaxi) (B rxt>) ) (,;gﬂoﬁgﬂ))

t=1

H

r N r r r) r
wur (2 (oY) =1 (0 BY) B VVBY) (B.47)

where V = [x1,xp,...,X7| € R¥*T, Hence the likelihood function is proportional to:

T
L (Y15, 21, %2) exp{% {w (Zz (e )z (8 oﬂw)
t=1
T
Lok ():21 (Z (B_y x3x1) (B3 xt>> 1 (B /sé”))

t=1

+tr (251 (B 0p) = (70" ﬁér)/VV’ﬁér))} } . (B4

It is now possible to proceed and derive the full conditional distributions of the PARAFAC
marginals ‘BY), ‘Bg), ,B:(;), for fixed r.

Full conditional distribution of ,BY)

From eq. (B.48):

1

T
L(Y|B, %1, %) cexp § — |~2tr (221 (ZYKI%&”»«») r! (ﬂ%”oﬁé”))
t=1

T
ot (250 (Y2 (B xsx) (BY ,xt>>z (B )

t=1

b (221 <ﬁ§r) o ,3&”)');11 (lggr) o ﬂé”) ﬁé’)’vv’ﬁy))] }

{ 1
= eXp —E

T
—2tr (21‘ (B ey ) m L (Y- (B xax)) </3§”,xt>>] } . (BA9)

r) r _ r N« r r
B v (2 (B0 0 B) i (B 0 L) )
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For the posterior of ﬁgr) as well as for that of ﬁg), define:
- ;s<f>'vvfﬁgf>

é ( B_r ><3xt)/> <,3§,r)/xt>-

In addition, exploit the fact that [3 ) o ,32 [31 ﬂz . As aresult, eq. (B.49) becomes:
1
L(Y|B, 21,22)o<exp{—— [atr(z 18\ g\ 518 g )—2tr (z B E E)H

1. N «—1p,(r ) «— T N e—law—1p(r
o exp {—5 [ (B ='8) (B 25'8Y) —28Y 25 B2 B >] } :
(B.50)

where the last equality comes from the use of the previously mentioned properties of the
trace as well as by recognizing that the trace of a scalar is the scalar itself (all the terms in
brackets in the last expression are scalars).

Equation (B.50) serves as a basis for the derivation of both the posterior of ﬁgr) and ,Bér).
With reference to the first one, the likelihood function in eq. (B.50) can be rearranged as to

form the kernel of a Gaussian. For ease of notation define 4; = 4 (,Bg),}lg ! ﬁér)> , then from
eq. (B.50) it holds:

a1

1 ry (L - r N sv—lgy—1("
L(Y|B,%1,%5) « exp {E [ﬂ§> (—1) B — 28 55 Bz 1B )] } . (B.51)
By Bayes” Theorem we obtain:

P (ﬁgr”ﬁ(_ri/ B—I’/ wl,i‘/ (PT/ T/ Y/ Z‘l/ ZZ) X 7T <ﬁ§r)|wj,1’/ (PT’/ T) L (Y|B/ Zl/ 2‘2)

1 ¢y -1 ,H(r 1
x exp {—Eﬁg ) (W1,¢r7) ,Bg )} exp {_§

r (& - r " e—l@w—1p(r
B (—ﬁj) By — 28y L, Ex By 1 }
1| g0y 1 (BT ) gty
xexpd —5 | B (Wir)  + 7 B’ —2B," L, EX; fy : (B.52)

This is the kernel of a normal distribution, therefore forr =1,...,R:

p (ﬁY)m(_?,B_r, Wi, ¢r, T, 1, Zo, Y) ~ Ny, (ﬁﬁl,iﬁl> , (B.53)

where:

_ . -1
X, = [(Wl rPrT) 1+512f1]

g, =Zp L 'E'L, 18
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Full conditional distribution of ,Bgr)

Consider the likelihood function in eq. (B.50) and define dy = 4 (ﬂgr),)ll_ 1ﬂ§r)> . By algebraic
manipulation we obtain the proportionality relation:

az

1 r [ & - r N o1& — r
L(Y|B, £1,E5) « exp {5 [ﬁg ) (~—2) BY) — 2\ 5 Ex 1t >] } . (B.54)
Then, Bayes’ theorem yields:

P (ﬁgr)’ﬁ(j%/ B—T’/ WZ,VI (Pl’/ T, Y/ le ZZ) X 7T <ﬁ§r)|wj,}’l 4)1’/ T> L (Y|B/ z“1/ Z‘Z)

1 &y - r 1 P (X ! r e —1aw— r
o (- 00 o {7 (2) 02w
1| Loy 1, (B2 T o) e s Ty g(7)
o exp —5 B> (W2,r¢rr) + (g> B, —2B," L, EL; B, . (B.55)

Which, forr =1,..., R, is the kernel of a normal distribution:

P (ﬁé”lﬁﬂ, B_r,Way, ¢r, T, L1, Lo, Y) ~ N, (ﬁﬁz,iﬂz) , (B.56)
where:
(Wa,rT) +a2>:2—1]_1

L4 5, BL 1Y)

ﬁﬁ

Full conditional distribution of ,Bgr)

For ease of notation, define:
-1 (l;gr) o ,Bg)> y -1
A=a(pyop)) .
Define V =V - (tr(A))%, then eq. (B.48) becomes:
L(Y|B,Z1, %)

t=1

[ T T
x ex 1 2t [ AY Y(BY) x 2tr [ A B_, xax:) (B x 'y g i (A
exp 5 Z t<:33 Xp) |+ Z( r X3 Xt) <53 ,Xt) + B3 B3
=1

t=1 t=1

[ T T ’
x exp {% Cotr (AZYK/Sgr),Xt > + 2tr (AZ —r X3X¢) ,33 ,xt>> +ﬁ§r) V/V/ﬁgr)

il d s
mexp{i :33 VV’ﬁ3 —2tr (A 1Y ﬁ3 /Xt) Z —r X3Xt) ﬁ3 ’Xt>>] } ’
= t=1

(B.57)

|

|
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Then, focus on the second term in square brackets:

T T
tr (A Y YHBY x) —AY (B x3x) <ﬁ§”,xt>>
t=1

t=1
T T

=tr (A (Z Yi(ﬁér),xo — (B x3x:)' (,Béf),xt)>) =tr (A Z (Yi — (B—r %3 Xt)/> </3§,r),xt>) :
t=1 t=1

(B.58)

For ease of notation, define Y; = Y, — (B_, x3x;)’, then by linearity of the trace operator:

o <A y :;<ﬁg>,xt>) —6 (i (a7)) (ﬁgﬂ'xt)) - Yot (a5) (8)

t=1
- (g )
=Y 5 (B %) =3V, (B.59)
where we defined #; = tr(Al:/t). As a consequence, rewrite eq. (B.57) as:

1 ) vy r ~ r
L(Y|B,Z1,E5) o exp {—5 [,;g V(v gl — 25'v' B )} } . (B.60)

We can now recover the full conditional posterior distribution of ,Bgr) by applying Bayes’
Theorem:

p (ﬁ:(;) ’ﬁ(j;/ Bfl"/ WS,rr (P}’/ T, Y/ Zl1/ ZZ) X 7T <ﬁ:(:) ‘WB,?‘/ (PT/ T) L (Y’B/ z“1/ 22)

1 &y -1 ,(r 1 Y r - 7
woxp {580 (Wa ) B0 bexp { = [B (70807~ 25v'8] |
1 r) - ~ o~ r - r
o exp {_E [ﬁg " (Warpr) ™+ 777) B — 25"V )} } , (B.61)
which is the kernel of a normal distribution. As a consequence, defining:

£5, = [(Warpr) '+ V7]

”ﬁS - iﬁgvy’

we get, forr=1,...,R:
P (ﬁér) ’ﬁ(jgl B—I"/ wj,r/ 4)}’1 T, le 2‘21 Y) ~ Nll-lz <,ﬂﬁ3/ i“ﬁ3> . (B62)

B.3.6 Full conditional distribution of X;

Given a inverse Wishart prior, the posterior full conditional distribution for X is conjugate:

p(Za|B,Y, Xy, 7) o< L(Y|B, Xg, Zq)71(Z4)

TI T
I |221|_T2 exp {—% Ztr <Z;1 (Y — B X3 xt)'Zfl (Y — B x3 xt))}
t=1
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7V1+Il+1 1 1
X 2 exp{—ztr (7‘1’121 )}
T

v+ +Th+1 1
~ |21| 112 exp _E tr (ry‘if121*1> + tr (Z ((Yt—BX3Xt)Z£1 (Yf—BX?,Xt),) Z;
t=1

(B.63)

The last row comes from exploiting two ties the linearity of the trace operator. For ease of
notation, define S; = Y- ; (Yt — B x3x:) E, ' (Yt — B x3 x;)', obtaining:

n +1+Th+1 1 _ _
p(X1]|B,Y, Xy, v) o |E1] 2 exp {_E {tr (’y‘l’121 1) + tr (5121 1)} }

(v +Th)+I1+1

- 1 _
S exp{—ztr (¥ +51) x5 1)} (B.64)
where we have used again the linearity of the trace operator. As a consequence:

p(Z1|B,Y, Lo, 7) ~IWy (V1 +Th,v¥1+ 51) . (B.65)

B.3.7 Full conditional distribution of X,

By the same reasoning of X, the posterior full conditional distribution of X is conjugate
and follows from:

p(22|8, Y, 21, ’)/) X L(YlB, 21, 22)7'((22|’)/)

_Th 1& _ _
o |Xp] 21exp{—iZtr():zl(Yt—Bngt)’):,ll(Yt—Bx3xt))}
t=1

71/2+12+1 1 1
- Xn] 2 exp{—ztr <’y‘I’222 )}

1/2+12+T11 “+1

_ 1 _ L _ _
o |Xp] 2 exp —5 tr (’)/‘1’2):2 1) + tr (Z ((Yt - B XSXt)/):q 1 (Y — B x3 xt)> L,
t=1

(B.66)
The last row comes from exploiting two ties the linearity of the trace operator. For ease of
notation, define S, = Zthl (Y — B x3 xt)/ Z;l (Yt — B X3 x¢), obtaining:

_1/2+12+11k+1 1 _ _
p(X2|B,Y, X, y) o | X 2 exp {_E {tr (’y‘l’zzz 1) +tr (5222 1)] }

(vp+TI)+Ip+1

_ (ptTh)+h+1 1 -
« |2y ? exp{—itr<(’y‘l’2+52)221>}, (B.67)

where we have used again the linearity of the trace operator. As a consequence:

p(22|8, Y, 21) ~ IW[Z (1/2 +Th,vY + 52) . (B.68)

B.3.8 Full conditional distribution of ¢y

Using a gamma prior distribution we have:

p(7[E1, Z2) o« p(Zq, Eo|y)7t(7)

)

)



108 Appendix B. Appendix B

1 1 _ _
o« [v¥q| 7 vY¥2|” ? exp {—— tr (7‘1’12 > } exp {—Etr <fy‘]€'2):2 1) } v Lexp{—b,v}

v+l

1
xy T T exp {—E'ytr (‘I’l)lfl + T22;1) — byfy} 7“7*1

vl 41yl 1
O S {_E r(BE 1L - bw} , (B.69)
thus:
1 1 -1 ~1
p(v|E1,Z2) ~ Ga | a, + E(Vlll +120p), by + St (‘1’121 +¥,L, ) . (B.70)

B.4 Computational details - tensor case

In this section we will follow the convention of denoting the prior distributions with 7 ().
In addition, let W = {W]-,r } j be the collection of all (local variance) matrices W; ,, for j =

1,2,3,4andr=1,...,R; [j = 2?21 Ij the sum of the length of each mode of the tensor B and
Y = {)}, X }+ the collection of observed variables.

B.4.1 Full conditional distribution of ¢
In order to derive this posterior distribution, we make use of Lemma 7.9 in Guhaniyogi
et al. (2017). Recall that: a; = aR, by = a(R)YN and Iy = Z] 11j- The prior for ¢ is
ni(¢) ~ Dir(w).
+o0
P(9IBW) < n(9)p(BIW,¢) = 7(g) [ p(BIW,, Dn(v)dr. (BT

By plugging in the prior distributions for 7, ¢, ,B](r) we obtain’:

R 1 R N I/2 —-1/2 1 () xar—1 o(r)
R o A 1 R S Sl
r=1 r=1j=1 T

T Lexp {~bT}dT

N A —1,/2 1 & () 1007
o« [ T¢f /0 [I(zr) % exp "ot Y BW, B
r=1 r=1 rij=1

77 Lexp {~b.7}dT. (B.72)

Define C, = Z T ,B ) , then group together the powers of T and ¢, as follows:

oot Ry R 1
p(p|B,W) 0<H4> 2/0 1772 exp {—b.T} Eexp _F%Cr dt

e .
_1—[<Pa 1 O/ TaT—l—RTdO exp —bT — Z G dr. (B.73)
2Ty

r=1 T

2We have used the property of the determinant: det(kA) = k" det(A), for A square matrix of size n and k scalar.
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Recall that the probability density function of a Generalized Inverse Gaussian in the parametriza-
tion with three parameters (2 > 0, b > 0, p € R), with x € (0, +00), is given by:

N
(E) p—1 _1 ( B)
—2Kp(\/%) xPTexp { > ax + . , (B.74)

with K, (-) a modified Bessel function of the second type. Our goal is to reconcile eq. (B.73)
to the kernel of this distribution. Since by definition Y} ; ¢, = 1, it holds that YR ; (b:1¢,) =
(b:T) YR | ¢, = bT. This allows to rewrite the exponential as:

a-1-l teo (5 Rh)_ R (¢,
L

400 R _Iﬂ_ AR_ Rl _ R C,
:/0 (Ecpr 1) T< R 2) 1exp{ Z (2 ¢r+bTT¢r>}dT/ (B.75)

where we expressed a; = aR. According to the results in Appendix A and Guhaniyogi et al.
(2017), the function in the previous equation is the kernel of a generalized inverse Gaussian
for ¢, = ¢, which yields the distribution of ¢, after normalization. Hence, forr =1,...,R,
we first sample :

x ~ GiG(a,b,p) = p(x|a,b,p) =

I
p(p,|B,W, T,a) ~ GiG (oc - Eo,zzof, 2cr> (B.76)
then, renormalizing, we obtain (see Kruijer et al. (2010)):
Pr
(P;/ — . (B.77)
Yis1 i

B.4.2 Full conditional distribution of T

The posterior distribution of the global variance parameter, 7, is derived by simple applica-
tion of Bayes” Theorem:

p(t|B,W, ¢) < t(7)p(BIW, ¢, 7)

r=1 2T(Pr ] 1

oS Tar—%_l exp {bTT — (Z Cr 1) } (B.78)
r=1 47r

This is the kernel of a generalized inverse Gaussian:

R Y (")
ar“f‘lexp{—bﬂ} H(T<Pr) 2eXP Zﬁ Z 'Bf

p(T|B,W, ¢) ~ GiG (aT Rl op,,2 %) (B.79)
r=1 717
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B.4.3 Full conditional distribution of A, ,
Start by observing that, for j = 1,2,3,4and r =1, ..., R, the prior distribution on the vector

ﬁ](r) defined in eq. (2.29¢e) implies that each component follows a double exponential distri-

8" < DE (0, Air (B.80)
v VTP

with probability density function, forj =1,2,3,4andr =1,...,R, given by:

bution:

(r)
(" My )
(B Ay, dp, T) = —=——eX — B.81
(5],;}' 1.7 47r ) zm p ()\]‘,r/\/rf)r)_l ( )
Then, exploiting the prior 77(A;,) ~ Ga(a,, b)) and eq. (B.81):
p </\j,r ﬁ](‘r)/ or, T) x n(/\j,r)p <ﬁ](‘r)|/\]',rr o, T)
b ‘ﬁ(.r)
Aﬂ/\—l —b A, 1.1 o P
x jr exp { A ]/1’} ;[[1 > /_T(Pr exp (Aj,r/ /_T(Pr)_l
Ij Ij ()
Y s ]exp {—b,\)v }exp Sl ‘ﬁj'p
jir 2\/Thr I VTP /Ajy
o 8"
ﬁ/\+1‘ —1 ] 1
X Aj,r ] exp§ — b)L + — ’TT% Aj,r . (B82)
Thus, forj=1,2,3,4,r =1,...,R, the full conditional distribution of A, , is given by:
8"
p(Ajs| B, ¢r, T) ~ Ga | ay + I, by + il (B.83)

/TPy

B.4.4 Full conditional distribution of w; , ,

We sample independently each component w;, , of the matrix W;, = diag(w;), for p =
L....I;,j=1234andr = ... R, from the full conditional distribution:

p <wj,r,p|.3]('r)//\j,rf br, T) xp (ﬁ,(r; |wj,r,pr¢r/ T) N(wj,r,pMj,r)

1) IR A
= (T0) 200y &P Y =55 Bip Wi (3 SP | T Yire

1 A2 [3(,7)2
2 L R |
< wJ,r,p exp 2 Wijr,p —zrq)rwj,r,p ’ (B.84)
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where the second row comes from the fact that w; , , influences only the p-th component of

the vector ,B](r). Forp=1,...,1;,j=1,2,3,4 andr =1,...,R we get:
(?

Piy

TPy

1
p (wj/rrpyﬁ]('r)/ Aj,r/ (Pr, T) ~ z, A]Z’r,

(B.85)

B.4.5 Full conditional distributions of PARAFAC marginals ﬁ](.r), forj=1,2,3,4

Define a; € R!, x; € R/ and a3 € RX and let A = vec (&1 o a3 0 a3). Then it holds:

vec (A) = vec (a1 o 0 a3) = a3 ® vec (aqa))
=3 ® (ay @ Ij) vec () = (a3 Q@ ax R 1I) aq (B.86)

=03 ® [(I}@“l) vec (a’z)} = (30 ®ay) ay (B.87)

= vec (Vec (w105) aé) = (IK ® vec (ocmé)) vec (a3)

= (IK ® vec (ocla’z)> 3= (IxkRar @ar)az. (B.88)
Consider the model in eq. (2.26), it holds:

Ve =B x4 x¢ + E
vec (V) = vec (B x4 x¢t + E¢)
= vec (B_; x4 x¢) +vec (B, x4 x¢) + vec (E;)
 vec (ﬁ“) o B\ o ﬁ(’)> Xl (B.89)
1 2 3 tP4

It is then possible to make explicit the dependence on each PARAFAC marginal by exploiting
the results in eq. (B.86)-(B.88), as follows:

vee (V1) o vee (B 0 By 0 B) iy = bapy (B.90)
o (B, xi) (ﬁér) ® By @ 11) B =1b,p)" (B.91)
o< (B x) (B @10 BY)) By = b2y (.92)
o (B xi) (k@ B @ B) B = bapl). (B.93)

Given a sample of length T and assuming that the distribution at time ¢ = 0 is known (as
standard practice in time series analysis), the likelihood function is given by:

~

K _K _kq _kq
L(Y|B,Z1,5,53) = [[2m)™ 2 B3] 7 |Zo| 2 || 2
=1

1
- exp {_E(yt — B x4xt) o 13 (O}?,:12;1> 1.3 (Vi — B ><4Xf)} (B.94)

1 & _
x exp {—5 Y B x3(Z oz tonyt) xS Et} , (B.95)
t=1
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with:

E = (yt B, Xyxi— (;35” oo ,;g>> <;;f[>,xt>> . (B.96)

Alternatively, by exploiting the relation between the tensor normal distribution and the
multivariate normal distribution, we have:

~

K2 1
L(Y|B,Z1, 50, 53) = [[270) 7 |Es @ B @ Ey| 2
t=1

-exp{—%vec()}t—lgm}xz&)/ <23_1®22_1®21_1) Vec(yt—8x4xt)}

x exp {—% i vec (E>, (E;l ® )32_1 ® )21_1> vec (Et> } , (B.97)
t=1
where: with:
vec (E) = vec (yt — B, X4x4 — <,BY) o ﬁg) o ﬁér)> <ﬁy),xt>)

= vec (Vr) —vec (B_; X4 Xx¢) — vec <ﬁ§r) o ,By) o ﬁg)) <ﬁy),xt>
o vec (V) — vee (B o g7 0 1) (B 1) (B.98)

Thus, defining y; = vec (};) and 27! = Z;' @ ;' ® Z!, one gets:

L (Y|B,Z‘.1,Zz, 23) x exp {—% ivec <Et>/ <Z;1 ® }22_1 ® 21_1> vec (Et) }

t=1

/
1 T
aexp{ 3 Lo [vee () —vee (87 0 57 o ) <ﬁff)f><t>] zl
t=1

1 T / 71 (r)
s L vz lyi—yimvee (B 0 g0 BV (B xe)
=1

- (
= exp{

vee () —vec (B 0 gy 0 ) <ﬁ¥>,xt>] }
— vec (ﬁgr)

t
r r ! T —
oY o) (BY x)E Ty,
B

+vee (B0 B0 B) (B xi) e (B 0 B ) <ﬁi”"“>}

N =

x expq —

T
Y- —2yiz tvec (B0 B0 B ) (B )
t=1

s 1) 8 0 s (80 o) 80
(B.99)

Now, we focus on a specific j = 1,2,3,4 and derive proportionality results which will be
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necessary to obtain the posterior full conditional distributions of the PARAFAC marginals
of the tensor B. Consider the case j = 1. By exploiting eq. (B.91) we get:

T
—2y}Z 1 vec (ﬁgr) o ,Bér) o ,Bér)) xéﬁy)
—1

t

L (Y|B,Z1, %y, L3) exp{%

- (vec (B o B 0 B87) 80 ) =7 (vec (1o B0 ) (8 }
= exp { -3 ; 2y B ) (B 0 ) e 1) B
(080 (B 80 m) 8] 2 (08 () B 1) 1) }

1 L r) r r r fe r r r
—exp{—52ﬁ§)<ﬁi>,xt>2 (B @ g o1,) =7 (B @ g @1,,) B
t=1

— oy By x) (B @ By 2 1y,) }ﬁ%”

1 T r) r r
= exp {—5 Y- B stt)p —2mi(1)B) )}, (B.100)
t=1
with:
st(t) = (B x)? (B @ By o1, ) 271 (B @ B 201y, (B.101)
m () = yZ (B, x) (ﬁé” 28 ® 111) . (B.102)

Consider the case j = 2. From eq. (B.92) we get:

1< r r r r
L (Y|B,E1, %5, E5) exp{E Y- 2y tvee (B @ B 0 pY)) xiB)
t=1

i (vec (B o 80 8) 80 ) = (vec (10 B0 ) (8 ) }

1 ¢ ’ ’
- exp{z . —2yE 1B %) (BY) @1, 080)) B

t=1

0B (B8 1 87) 8] 2 [08x) () @1 B17) 0 }

1 L r) r 7 r _ 7 r 7
=exp{—52ﬁ§)<ﬁi)/><t>2 (8 o1, 08zt (B 01,8 ) B

t=1
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—2yE 7Y ) (BY) @1, @ BY) }ﬁé’)

1 L r) T T
= exp {—5 Y BY Sk (HBY —2mb (+)BS )} , (B.103)
t=1
with:
S5(t) = (BY, x:)? (ﬁé’) 21, ) r (,sgﬁ I, ® ﬁi”) (B.104)
mb (1) = y= 1B ) (B @1, 2 8) . (B.105)

Consider the case j = 3, by exploiting eq. (B.93) we get:

]. r r r r
L(YI5, zl,zz,zg>o<exp{—§2 ~2yz  vee (B 0 By 0 B) xiBY

=
- (veo (B0 8 0 BY) (80 ) 57" (vee (B o B0 807 6 )) }
= exp { -3 i 2y B ) (10 8 @ B) B

(080 x) (108 @ B0) 8] 2 [080 ) (188 1) 0 }
= exp{ Z BB xi)? (1,2 8y @) 27! (1,0 80 @ 87 ) B

— 2y 1By x) (1, 0 8 @ BY)) }ﬁé”

1 L r) 7 7
= exp {—5 Y By sk)py —2m§(t)ﬂ§)}, (B.106)
t=1
with:
S5(t) = (B x)? (1, @ By @ g”) 7 (1, @ B @ Y (B.107)
m} (t) = YQZA(,BEJ),XO (113 ® ﬁé” ® ,BY)> - (B.108)

Finally, in the case j = 4. From eq. (B.99) we get:

1 r r r r
L (Y|B, X1, X, X3) exp{i Y 2y, vec (.35 o :Bg o ﬁg )) xiﬂi)

t=1

r) r far r
+ By xivec (B 0 By 0 B) =7 vec (B 0 B o ) XQﬁff)}
(B.109)
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1y o) oL gl?) ool gl
= exp {_E Y B, Sy(t)By’ —2my(t)B, } , (B.110)
t=1
with:
/
SL(t) = x; vec </3§’) o) o ﬁé”) ~ lvec (ﬁgﬂ o) o ﬁgﬂ) x| (B.111)
mk(t) = y/= 1 vec (ﬁgﬂ o) o /3&”) X, (B.112)

It is now possible to derive the full conditional distributions for the PARAFAC marginals
,BY), ,Bg), ,Bgr), ,Bf[) ,forr =1,...,R, as shown in the following.

Full conditional distribution of B\”

The posterior full conditional distribution of ,Bgr) is obtained by combining the prior distri-
bution in eq. (2.29¢) and the likelihood in eq. (B.100) as follows:

p(ﬁgr) |ﬁ(_ri/ B—i’/ Wl,r/ (PTI T, Z‘lr Z2/ 2‘31 Y) & L(Y|B/ Zl/ 221 2‘3) n(ﬁgr) |w1,r1 ¢7’/ T)

1 T r)! r r 1 oy _ r
o exp {—5 Y- By st(nB)) —2mi(1)p] >} exp {—§ﬁ§ " (Wi,9,7) B ’}
t=1

1 [z r) r r r) _1 (7
—exp{i YA sHpy) —2mb By + B (Wi B )]}
1 o (& 1) 0 S )
= exp ) /31 t;sl(t)"‘(wl,r‘l’ﬂ) ﬁl -2 ;ml(t) .31
1 ) ' a—1,(r _ r
= eXp{—§ [ﬁﬁ@sf V)~ 2 B4 )}} :

T -1
Ly = [(Wu@r)‘1 +3 S%(t)]
t=1

/

T
Ay = S | L k)
t=1
Thus the posterior full conditional distribution of ,BY), forr=1,...,R,is given by:

P(,Bgr) |,B(I%/ B—}’/ Wl,?‘/ (PT/ T, Zl/ 2‘2/ z‘3/ Y) ~ Nll (ﬁﬁgl E‘BS) . (B113)

Full conditional distribution of ,Bg)

The posterior full conditional distribution of ,Bg) is obtained by combining the prior distri-
bution in eq. (2.29¢) and the likelihood in eq. (B.103) as follows:

P(,Bér) ’ﬁ(_r%/ B—I’/ WZ,I’/ (PT’/ T, Z'l/ Z’Z/ Z3/ Y) & L(Y|B/ Z1/ Z2/ 23) n(ﬁg) |W2,7’/ (PT’/ T)
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Y By skpy) - 2m%<t>/s§”} op | 8 (et 8L}

S .
By (Z Sh(t) + (Wz,rfl’)rT)_l) By —2 (Zmé(t)> ﬁg)] }
t=1

T / ’
— exp { ~ 21 By sk (1)BY) —2mb(r)gy) + By (Wz,r<PrT)1ﬁ§r)] }
_t:

T 1
Lg = [(Wz,ﬂPrT)l +) Sé(f)]
t=1

/

T
fig, = g [Z m (t)
t=1
Thus the posterior full conditional distribution of ﬁg), forr=1,...,R,is given by:

P(,Bgr) ’ﬁ(j%/ Bf?’/ WZ,rr (,br; T, Zl/ 22/ 2‘3/ Y) ~ NIZ (ﬁﬁgl 2’35) . (B114)

Full conditional distribution of ﬁér)

The posterior full conditional distribution of ,Bér) is obtained by combining the prior distri-
bution in eq. (2.29¢) and the likelihood in eq. (B.106) as follows:

P(,B:(),r) |,B(_r:)),/ B—}’/ W3,1’/ (PT/ T/ Z“1/ 2‘2/ z‘3/ Y) X L(Y|B/ z‘1/ z‘2/ 23) n(ﬁér) |W3,7‘/ (PT/ T)

1< r) T T 1 oy —1 (7
o exp {—5 Y- By s5(1)By) — 2m (1) >} exp {—513&) (W3,9,7) B} >}
t=1

1 s r) r r r) _ r
exp{z Y87 S5(0By —2ms (0B + B (W90 1/59]}
1| oy (& 1\ 0 L 0
=expy 5 Bs 253(’5)+(W3m4’r7) 3 —2 t_Zlms(t) B3
1 ) r a— r _ r
—exp {5 875580 2l |

where:

T -1
Ly, = [(Wfs,r(PrT)_l +3 SeL,(f)]
t=1

/

T
_ = L
fig; = L L—Zl mg(t)
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Thus the posterior full conditional distribution of ,Bér), forr =1,...,R,is given by:
P(,B:(),r) |ﬁ(_r:)-;/ B—I’/ w3,1’/ (PT’/ T, Z'l/ Z’Z/ Z3/ Y) ~ ng (ﬁﬁg/ iﬁg) . (B115)

Full conditional distribution of ﬁf[)

The posterior full conditional distribution of ,Bir) is obtained by combining the prior distri-
bution in eq. (2.29¢) and the likelihood in eq. (B.110) as follows:

(ﬁg(;‘)|ﬁ(r4)1:/ B—I’/w4 T/CPT’/T Z1/22/ Z'3/ Y) & L(Y|B/ Z'1/2'2/ 2'3)7T(ﬁz(lr)|w4,r/ (PT’/ T)

o exp {—— Y By skBy - 2mi<t>/si”} exp {—%ﬁi”’<w4,r¢rr>—1ﬁi”}

Z By sk(t)py” —2mk(t)py + ﬁi”'(w4,r¢rr>—1ﬁ£”] }
=1

_ g Lor 1) 2 st ")
exp B, 254(t)+(w4,r4’r7) B, 2 ;m4(t) B,

1 r e— 7 _ 7
xp {1 (802280~ 28] b,

I\JI»—\

where:

T -1
Ly = [(w4,r¢rr)‘1 +) Si(t)]
t=1

/

T
g, = Xg; [Z my (t)
t=1
Thus the posterior full conditional distribution of ﬁy), forr =1,...,R,is given by:

P(ﬁgj) ’ﬂ(—rz)y B_r, W, ¢, T, 21,22, 23, Y) ~ Np 1, (g, L) - (B.116)

B.4.6 Full conditional distribution of X;
Given a inverse Wishart prior, the posterior full conditional distribution for X; is conjugate.
For ease of notation, define E; = ), — B x4 x;, E(l),t the mode-1 matricization of E; and

7, =% o I, 1. By exploiting the relation between the tensor normal distribution and the
multivariate normal distribution and the properties of the vectorization and trace operators,
we obtain:

p(Z1|B,Y, X2, X3, ) o< L(Y|B, X1, Xy, X3) T (X1]7)

_Thiy 1<
o |Eq| T T exP{—§ Zvec(yt_B><4Xt)/(23_1®22_1®):1_1)V€C(yt—8><4xt)}
t=1

71/1+Il+1 1 1
X 2 exp{—ztr ('y‘I’l):l )}




118 Appendix B. Appendix B

N+ +ThI3+1 T N _
o« |Zq| B exp{ —5 tr (7‘1’12;1> + Zvec (Et> (Z4 ®Zf1)vec (Et>

t=1

v+ +TlhI3+1

«|Z|7 T 7 exp {_E -tr (’y‘l’1zl_1> + Zvec ( ) (Zy @) vec (E(l),t>]

V1+11+T1213+1 1 1 T - !/ 1z
o« |Xq|” exp | —5 tr (’y‘l’l):.l ) + Z tr (Vec (E(l),t> vec (Zl E(l)/t21>)
| t=1
1/1+11+T1213+1 1 I 1 T iy 1= 1
o« |Zq| exp | —5 tr (7‘1’121 ) + Z‘itr (E(l),t)ll E(l),tzl>
- t: -
v1+11+ThhI3+1 ]_ i ]
«|Z T T expd = [t (vz!) + Ztr( AR (B.117)

For ease of notation, define $; = Y, E tzl (1) . Then:

v1+11+T1213+1 1 _ _
p(Z1]B,Y, Xy, X3) o« |Lq|” exp {—5 [tr (7‘1’121 1) + tr (Sl):.l 1)} }

(v +Thl3)+1 +1

_ (+Thl3)+h+1 1
o |Xq| 2 exp {—Etr (('y‘l’l +51) 21_1> } , (B.118)

Therefore, the posterior full conditional distribution of X; is given by:

p(21|6, Y, 22, 23, ’)’) ~ IW]l (Vl + T1213, ’)/Tl + Sl) . (8119)

B.4.7 Full conditional distribution of X,

Given a inverse Wishart prior, the posterior full conditional distribution for X, is conjugate.
For ease of notation, define E; = ), — B x4 x; and E(z)t the mode-2 matricization of E;.
By exploiting the relation between the tensor normal distribution and the matrix normal
distribution and the properties of the Kronecker product and of the vectorization and trace
operators we obtain:

p(22|8, Y, 21, 23, ’)/) X L(Y’B, 21, 22, Z3)7T(22|’)/)

THI

_Thi 1&
[ols |22| %3 exp {_E Z(yt - B X4 Xt) Xl"'3 (Z;l OZEl 0251) Xl"'3 (yt — B X4 Xt)}

t=1
V2+12+1 1 _q
X expy —5 tr <‘I’222 )
Un+ I+ Ty I3+1 1 [ T )
x |):2| LA AL LA exp _E tr (’)f‘fzzz—l) + Z E; w13 (21—1 o 22—1 o 23—1) w13 Et]
L t=1
Vot I+ TL; I3 +1 1 [
[T T exp o (T (7‘1’2251>+Ztr< (Zlerter,! ]
¢l Th gl 1] & U
o |Zp| ™ eXpy 5 tr (’Y‘I’zZZ ) + Ztr ((23 ® X )E(Z),t):}2 E(Z),t>
L t=1
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it Th I+ 1 T

o« || 2 exp§ 5 tr (7?22£1> + tr <Z H(Zy o L )E(Z),t):?l)
v +Ir 4TI [3+1 1

« || B exp{—itr <’y‘1’2221+52221>},

where for ease of notation we defined S, = YL, Ep) (X3 '®x 1)]~E’(2) ;- Therefore, the
posterior full conditional distribution of X, is given by:

]9(22’6, Y,21,23) ~ IW]Z (1/2 +Thiz, YY2 + 52) . (B.120)

B.4.8 Full conditional distribution of X3
Given a inverse Wishart prior, the posterior full conditional distribution for X3 is conjugate.
For ease of notation, define E; = )y — B x4 x;, E(l),t the mode-1 matricization of E; and

Z; = L, ' ® ;1. By exploiting the relation between the tensor normal distribution and the
multivariate normal distribution and the properties of the vectorization and trace operators,
we obtain:

(Z3|B Y 21,22,’)/) X L(Y‘B 21,22,23)7T(Z3|’)/)

Th I

o« |Z3|” 22e><p{——zvec (Y — B><4Xt)/(z3_1®22_1®21_1)V€C(yt—5><4xt)}

V3+I3+1 1 1
X3 exp {_E tr (’)/‘I’g):a ) }

 |Z3]” S exp —% _tr (7‘1’3251> + tévec (Et>/ (23! ® Z3) vec (Et>]
x |Es| vatlatTh il exp _% -tr (7‘Y3Z;1> + Zvec ( > (23! ® Z3) vec (E(1)1t>]
o« |XZ3|” s exp —% _tr <’)’T3Z3_1> + i tr (Vec (E(l),t>/vec <23E(1)/t23_1>)]
I =1
o |E5| T exp —% :tr (ﬂgzgl) + Z tr ( (1), ZsE (1) 125 ) (B.121)

For ease of notation, define S3 = Y1, E(l),tZJE’(l) ;- Then:

_M 1 _ _
p(E3|B,Y, X1, X)) o | X3 exp {_E {tr (7‘1’323 1) +tr (5323 1)] }

(v3+TIIp)+13+1

3Ty 1
| 23] I exp {—5 tr ((’)/‘I’3 +S3) 23—1> } , (B.122)

Therefore, the posterior full conditional distribution of X3 is given by:

p(23|8, Y, X, 22) ~ IW13 (1/3 +ThLI, vYs5 + 53) . (B.123)
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B.4.9 Full conditional distribution of y

Using a gamma prior distribution we have:

p(v|Z1, X2, E3) o p(Xq, X2, E3|y) 7 ()

S _y 1 _ _
% H |YYi| 2 exp {—Etr <’y‘I’iZi 1) } A1 exp{—b,7}

i=1

3l 1 3
Ay 1 expq —5 tr Z‘FiZ;l —byy o, (B.124)

i=1

thus:
1 1 3 1
p(v|Z1, X2, X3) ~Ga | a, + 5 Y vili, by + St R O . (B.125)
i=1 i=1

B.5 Additional simulations” output

B.5.1 Simulation 10x10

“an

FIGURE B.1: Posterior distribution (first, fourth columns), MCMC output (second,
fifth columns) and autocorrelation function (third, sixth columns) of some entries
of the estimated covariance matrix X;.
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B.5.2 Simulation 20x20

;

FIGURE B.2: Posterior distribution (first, fourth columns), MCMC output (second,
fifth columns) and autocorrelation function (third, sixth columns) of some entries
of the estimated covariance matrix X;.

B.6 Additional application’s output

1
P HLE
|

FIGURE B.3: Posterior distribution (first, fourth columns), MCMC output (second,
fifth columns) and autocorrelation function (third, sixth columns) of some entries
of the estimated coefficient tensor.
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FIGURE B.4: Posterior distribution (first, fourth columns), MCMC output (second,
fifth columns) and autocorrelation function (third, sixth columns) of some entries
of the estimated error covariance matrix X.
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FIGURE B.5: Posterior distribution (first, fourth columns), MCMC output (second,
fifth columns) and autocorrelation function (third, sixth columns) of some entries
of the estimated error covariance matrix X,.

B.7 Convergence diagnostics

The inefficiency factor (INEF) is given by the ratio of the variance of the mean of MCMC
draws over the variance of the mean of sample of the same size, under the assumption of
independent sampling. Since MCMC draws are dependent by construction, we have that
INF > 1, with values close to 1 meaning lower dependence between the elements of the
chain (as measured by the autocorrelation). Let p; be the autocorrelation at lag j > 1 of the
MCMC draws of a given parameter  and let N be the number of MCMC iterations. Then
the INEF is given by:

INEF=1+42) p;. (B.126)
j=1



B.7. Convergence diagnostics 123

The effective sample size (ESS) applies a correction to the number of MCMC draws by ac-
counting for the autocorrelation between them. It provides an estimates of the number of
posterior draws which can be considered independent. Clearly, ESS < N, with higher val-
ues implying better mixing of the chain. It is strictly related to the INEF and is defined

as:
N N

ESS = e .
1+252,p; INEF

(B.127)

The Geweke test statistic (Geweke (1991)) compares the location of the sampled parameter
on two different intervals of the chain. If the mean values of the parameter in the two
intervals are statistically equal, then one concludes that the two samples come from the same
distribution. Let A = {n:1<n < Ny}and B= {n: N— Np < n < N} be the initial and
terminal intervals of a chain of length N, with Ny < N, Ng < Nand (N4 + Np)/N < 1. Let
04, 05 be the mean values of the parameter 6 computed in the intervals A and B, respectively.
Let S4(0), Sp(0) be the associated standard deviations estimated via the spectral densities at
frequency zero. It is defined by:

2 <, N(0,1). (B.128)

ZN - -1 -1 N—oo
NA SA(0)+NB SB(O)

The Gelman and Rubin test statistic (Gelman and Rubin (1992)) is based on multiple
chains run in parallel, with different starting values (possibly over-dispersed relative to the
posterior distribution). The idea to test whether the chains have forgotten their initial val-
ues such that the output from all chains is indistinguishable. The test statistic is based a
comparison of within-chain and between-chain variances, as follows:

(d+3)V

C=\arow

(B.129)

where W is the mean of the empirical variance within each chain, V is the sample mean of
all chains combined and d = 2V2/Var(V) are the degrees of freedom. Values substantially
above 1 indicate lack of convergence.

B.7.1 Simulation I} = I, =10

In the following we report the convergence diagnostic criteria previously described, for the
model with I; = I, = 10. We run 30 parallel chains, using the same dataset and hyper-
parameter set-up, with different starting points for the Gibbs sampler. The analysis has
been performed using R® and the CODA package®. For the statistics based on a single chain,
we report the mean and standard deviation over all the 30 parallel chains.

We assess the convergence of the chain by testing four different statistics:

e Vnorm, is the sum of quadratic distances (posterior mean minus true value) of the vari-
ance hyper-parameters for all the PARAFAC marginals:

R 3
Lnorm = (RI+J+ 1)) +R+1)7 |} Hw}‘/rcp;"t — @;,p % )2 . (B.130)
r=1j=1

Shttps:/ /cran.r-project.org
4https:/ /cran.r-project.org/web /packages/coda/index.html
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e Lnorm, is the sum of quadratic distances (posterior mean minus true value) of each
entry of the hyper-parameter A:

R 3
Lnorm = (3R)' Y }° H)L;-k,r — Ay (B.131)

r=1j=1

5"

e Snorm, is the sum of the quadratic distances (posterior mean minus true value) of each
noise covariance matrix:

Snorm = (1])~2 [Hz; - 21”2 + =3 - izuz] . (B.132)

e distT, is the quadratic distance (posterior mean minus true value) of the coefficient
tensor:

distT = (I])~2 HB* - 1§H2 . (B.133)

Table B.1 reports the mean and standard deviations (over 30 chains) of the ESS, INEF
and Geweke tests as well as the Gelman-Rubin test (based on 30 chains) for each of the four
statistics.

The first row of Figs. B.6-B.9 shows the trace plot (together with 90% credible intervals)
and autocorrelation function of the mean (over 30 chains) of each statistic, using all MCMC
iterations. By contrast, the second row of Figs. B.6-B.9 reports the same plots, after having
removed the burn-in iterations and having performed thinning.

Statistic ESS INEF Gwk Gel-Rub
mean std mean std mean | std
Vnorm 24241 | 6597 111.95 34.29 -0.61 | 1.51 1.02
Lnorm | 224.01 | 110.04 | 334.06 | 483.34 | -0.48 | 1.11 1.03
Snorm 920.60 | 98.27 27.46 2.99 -0.53 | 1.31 1.00
distT 17754 | 9758 | 3517.60 | 6779.69 | 0.92 | 4.46 1.00

TABLE B.1: Convergence diagnostics, for the case I; = I, = 10. For ESS (effec-

tive sample size), INEF (inefficiency factor) and Gwk (Geweke statistic) we report

means and standard deviations over 30 chains run in parallel, with same setting

and different starting points, whereas Gel-Rub is the Gelman-Rubin statistic con-
sidering all chains.
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FIGURE B.6: Trace plots (mean in blue, 90% credible intervals in red) and auto-

correlation functions of the sum of quadratic norms of the differences w; ¢; 7" —

ﬁri,,qAbr?, fori =1,2,3andr =1,...,R. First row: all MCMC iterations. Second row:
MCMC iterations after burn-in (12000) and thinning by 15.
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FIGURE B.7: Trace plots (mean in blue, 90% credible intervals in red) and auto-

correlation functions of the quadratic norm of the difference A* — A. First row: all

MCMC iterations. Second row: MCMC iterations after burn-in (15000) and thinning
by 18.
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FIGURE B.8: Trace plots (mean in blue, 90% credible intervals in red) and autocor-
relation functions of the sum of quadratic norms of the differences X} — X1 and

Y5 — 5,. First row: all MCMC iterations. Second row: MCMC iterations after burn-
in (2000) and thinning by 13.
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FIGURE B.9: Trace plots (mean in blue, 90% credible intervals in red) and autocor-

relation functions of quadratic norm of the difference B* — B. First row: all MCMC
iterations. Second row: MCMC iterations after burn-in (20000) and thinning by 2.

B.7.2 Simulation ; = [, =20

In the following we report the convergence diagnostic criteria previously described, for the
model with I = I, = 20. We run 30 parallel chains, using the same dataset and hyper-
parameter set-up, with different starting points for the Gibbs sampler. For the statistics
based on a single chain, we report the mean and standard deviation over all the 30 parallel
chains.



B.7. Convergence diagnostics 127

Table B.2 reports the mean and standard deviations (over 30 chains) of the ESS, INEF
and Geweke tests as well as the Gelman-Rubin test (based on 30 chains) for each of the four
statistics.

The first row of Figs. B.10-B.13 shows the trace plot (together with 90% credible intervals)
and autocorrelation function of the mean (over 30 chains) of each statistic, using all MCMC
iterations. By contrast, the second row of Figs. B.10-B.13 reports the same plots, after having
removed the burn-in iterations and having performed thinning.

Statistic ESS INEF Gwk Gel-Rub
mean std mean std mean | std
Vnorm | 195.79 | 128.48 | 827.98 | 189426 | 1.58 | 2.63 2.45
Lnorm 72895 | 486.87 | 88.35 | 111.57 | 3.48 | 4.48 3.52
Snorm 403.29 | 152.58 | 204.25 | 482.37 | 0.46 | 4.66 1.17
distT 166.03 | 184.72 | 505.61 | 678.13 | 0.57 | 2.57 6.05

TABLE B.2: Convergence diagnostics, for the case I = I, = 20. For ESS (effec-

tive sample size), INEF (inefficiency factor) and Gwk (Geweke statistic) we report

means and standard deviations over 30 chains run in parallel, with same setting

and different starting points, whereas Gel-Rub is the Gelman-Rubin statistic con-
sidering all chains.

0 10 20 30 10 50

=104

30

20 -
02—t

0 H H”HL[”TTT”.TTT 'T'r'f-,;

o st SO 0.2 L 3 |
al 1000 130 200 250 300 0 10 20 30 Al 50

T
a || \-: b | | | 1 ',,,.-Ili [
10 Ellhnlltj. ul‘vl..' [ w, M .‘.l_lla.l‘,u,glr' ‘vf"l'rlf" l_‘.JI"IHr'[“ f\"f t|- !r,,",lri‘.'t. .h._‘.l_'!

ARG A Ay RN LR

FIGURE B.10: Trace plots (mean in blue, 90% credible intervals in red) and auto-

correlation functions of the sum of quadratic norms of the differences w; ¢; 7" —

Wi,,(fr?, fori=1,2,3and r =1,...,R. First row: all MCMC iterations. Second row:
MCMC iterations after burn-in (15000) and thinning by 16.
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FIGURE B.11: Trace plots (mean in blue, 90% credible intervals in red) and auto-

correlation functions of the quadratic norm of the difference A* — A. First row: all

MCMC iterations. Second row: MCMC iterations after burn-in (2000) and thinning
by 12.
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FIGURE B.12: Trace plots (mean in blue, 90% credible intervals in red) and au-
tocorrelation functions of the sum of quadratic norms of the differences X — %

and X5 — ,. First row: all MCMC iterations. Second row: MCMC iterations after
burn-in (2000) and thinning by 16.
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FIGURE B.13: Trace plots (mean in blue, 90% credible intervals in red) and autocor-

relation functions of quadratic norm of the difference B* — B. First row: all MCMC
iterations. Second row: MCMC iterations after burn-in (14000) and thinning by 6.

B.7.3 Simulation Iy = I, = 30

In the following we report the convergence diagnostic criteria previously described, for the
model with I; = I = 30. We run 30 parallel chains, using the same dataset and hyper-
parameter set-up, with different starting points for the Gibbs sampler. For the statistics
based on a single chain, we report the mean and standard deviation over all the 30 parallel
chains.

Table B.3 reports the mean and standard deviations (over 30 chains) of the ESS, INEF
and Geweke tests as well as the Gelman-Rubin test (based on 30 chains) for each of the four
statistics.

The first row of Figs. B.14-B.17 shows the trace plot (together with 90% credible intervals)
and autocorrelation function of the mean (over 30 chains) of each statistic, using all MCMC
iterations. By contrast, the second row of Figs. B.14-B.17 reports the same plots, after having
removed the burn-in iterations and having performed thinning.

Statistic ESS INEF Gwk Gel-Rub
mean std mean std mean | std
Vnorm 20.40 27.80 | 4856.39 | 3280.00 | 8.18 | 5.38 9.03
Lnorm 29799 | 283.79 | 279.79 | 22358 | 1.17 | 4.24 1.35
Snorm 2074.57 | 2054.96 23.36 20.46 0.05 | 292 1.29
distT 81.62 90.23 | 2234.62 | 3627.81 | 2.55 | 5.84 6.57

TABLE B.3: Convergence diagnostics, for the case I; = I, = 30. For ESS (effec-

tive sample size), INEF (inefficiency factor) and Gwk (Geweke statistic) we report

means and standard deviations over 30 chains run in parallel, with same setting

and different starting points, whereas Gel-Rub is the Gelman-Rubin statistic con-
sidering all chains.
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FIGURE B.14: Trace plots (mean in blue, 90% credible intervals in red) and auto-

correlation functions of the sum of quadratic norms of the differences w; ¢; 7" —

ﬁri,,qAbr?, fori =1,2,3andr =1,...,R. First row: all MCMC iterations. Second row:
MCMC iterations after burn-in (4000) and thinning by 18.
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FIGURE B.15: Trace plots (mean in blue, 90% credible intervals in red) and auto-

correlation functions of the quadratic norm of the difference A* — A. First row: all

MCMC iterations. Second row: MCMC iterations after burn-in (11000) and thinning
by 18.
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FIGURE B.16: Trace plots (mean in blue, 90% credible intervals in red) and au-
tocorrelation functions of the sum of quadratic norms of the differences ] — %

and XJ — . First row: all MCMC iterations. Second row: MCMC iterations after
burn-in (2000) and thinning by 2.
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FIGURE B.17: Trace plots (mean in blue, 90% credible intervals in red) and autocor-

relation functions of quadratic norm of the difference B* — B. First row: all MCMC
iterations. Second row: MCMC iterations after burn-in (21000) and thinning by 16.

B.7.4 Model selection for model [; = |, = 10

The choice of the tensor rank parameter R in the PARAFAC(R) decomposition can be in-
terpreted as a model selection problem. Let M; denote the statistical model where R = j,
that is, the case where a PARAFAC(j) decomposition is assumed for the coefficient tensor B.
Several methods exists in the Bayesian literature for model comparison and selection. The
most commonly used is based on posterior model probabilities, computed through Bayes
factors (e.g., see Kass and Raftery (1995), Lopes (2014)). The posterior odds of model M;
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over model M;; is defined as the product of the prior odds p(M;/p(M;,) and the Bayes
factor (BF):
BF(jo; ) = p(Y|./\/l]) ‘ P(./\/l]) _ P(Mjly) , (B.134)
p(YIMy) p(My)  p(M;|Y)
where p(Y|M;) = [o p(Y|6, M;)p(6|M;) d6 is the marginal likelihood for the model M;.
The computation of the marginal likelihood (for each model) is the most relevant issue
in Bayesian model comparison based on Bayes factors, since no simple method is currently
available for numerically evaluating the multi-dimensional integral. The standard Monte
Carlo estimator based on drawing samples from the prior distribution has very large vari-
ance, which hampers its use in practice. One of the most widespread approaches uses the
harmonic mean estimator (Kass and Raftery (1995)) for estimating the marginal likelihood.
This estimator admits an interpretation as an importance sampling estimator, when the pos-
terior distribution of the parameters is used as importance distribution. The estimator is
defined as:

N B -1
p(Y|M;) = [% ). (p(Y|e<">,Mj)) 1] , (B.135)

n=1

where 8(") represents the value of the parameters at the n-th iteration of the chain and N
is the total number of MCMC iterations. However, as documented in the literature (e.g.,
see Neal (1994), Robert and Wraith (2009)), this estimator may suffer from infinite variance
as a consequence of light tails of the likelihood function. This is indeed the case when the
likelihood is Normal, as in the proposed model. Analytically integrating out one of the co-
variance matrices of the noise term, i.e. X1,%, yields a matrix-t distribution and results in a
Rao-Blackwellized estimator, but does not lead to substantial improvement in approximat-
ing the marginal likelihood.

Recently Walker (2014) proposed a method for estimating the marginal likelihood through
data augmentation procedure. In practice the procedure requires to update multiple chains
at each iteration of the MCMC algorithm and necessitates of a proposal distribution for
starting a new chain from the existing ones. Despite the promising results in simple cases,
the computational complexity of this method in high dimensional frameworks prevents its
application to the model we are considering.

Therefore, we have chosen to perform model comparison on the basis of the Bayesian
(or Schwartz) information criterion (BIC), which has an interpretation as the Bayes factor
for a particular choice of the prior distribution for the parameters (referred to as the unit
information prior, see Bollen et al. (2012)). For a sample of size T, the BIC of model M; is
defined as:

d,
BIC; = BIC(M;) = log (L(ijz/\/lj)) — Ejlog(T) y (B.136)

with d; representing the total number of parameters of model M;. An advantage of the BIC
over the Bayes factor previously defined, is that the former is invariant to the choice of the
prior distribution of the parameters, while the latter is highly sensitive to it. Fig. B.18 shows
the results for the comparison of 8 models, defined by varying R = j, withj = 2,...,9,in
the matrix regression case with Iy = I = 10. The two graphs represent the BIC and the
root mean squared error (RMSE), respectively. Both are in favour of the model with R = 6,
which is close to the true tensor rank chosen in this simulation, that is 5.
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FIGURE B.18: Bayesian (or Schwartz) information criterion (left) and root mean

squared error (right) for each model ./\/lj, with j = 2,...,9. Each model index

corresponds to a value of tensor rank R, i.e. model Mj corresponds to the model
with R = 2.
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C.1 Prior distribution on tensor entries

The assumed hierarchical prior distribution on the marginals of the PARAFAC(R) decom-
position assumed for the tensor of coefficients in each regime induces a prior distribution
on each single entry of the tensor which is not normal. Fig. C.1-C.3 show the empirical
distribution of two randomly chosen entries of a tensor V & R100x100x3 wwhose PARAFAC
decomposition is assumed with R = 5 and R = 10, respectively. Compared to the standard
normal distribution and the standard Laplace distribution' the prior distribution induced
on the single entries of the tensor is still symmetric, but has heavier tails.

FIGURE C.1: Monte Carlo approximation of prior distribution (with R = 5) of an
element of the tensor (histogram and dark blue line) against the standard Normal
distribution (black) and the standard Laplace distribution (magenta).

I The probability density function of the Laplace distribution with mean y and variance 2b? is given by:

_1 [x— |
f(xli/b)—zbexp{ b } xeR, pueR,b>0

and has kurtosis equal to 6.
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FIGURE C.2: Monte Carlo approximation of the right tail of the prior distribution

(with R = 5) of an element of the tensor (histogram and dark blue line) against

the standard Normal distribution (black) and the standard Laplace distribution
(magenta).
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FIGURE C.3: Monte Carlo approximation of prior distribution (with R = 10) of an
element of the tensor (histogram and dark blue line) against the standard Normal
distribution (black) and the standard Laplace distribution (magenta).
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FIGURE C.4: Monte Carlo approximation of the right tail of the prior distribution

(with R = 10) of an element of the tensor (histogram and dark blue line) against

the standard Normal distribution (black) and the standard Laplace distribution
(magenta).

The analytical formula for the prior distribution of the generic entry g;jk,,; of the fourth-

order tensor G; € RI/XKXP can be obtained from the PARAFAC(R) decomposition in
eq. (A.14) and the hierarchical prior on the marginals in eq. (3.19), (3.20), (3.21), (3.22):

7Si00) = Jo Jox iy “ G079 T(D) (@) (W) dTdgdw,  (C)

where SR is the standard R-simplex. The entry Sijkp, can be expressed in terms of the tensor

marginals {'ygl) }nr1 as follows:

S NG RN RN G
Sijkpl = ):1 Tiip Vo0 Vagn Vap,l- (C.2)
r=
By exploiting the conditional independence relations in the hierarchical prior of the marginals
in eq. (3.19), we can thus rewrite the conditional distribution 77(g;jx1|7, ¢, W) in eq. (C.1) as:

N NG IO NG
7T(§ijkp,l|Tr $,w) =D (Z Y11 V2,50 Y3kl r)’4,p,1> , (C.3)
r=1

which is the distribution of a finite sum of independent, univariate normal distributions,
centred in zero, but with individual-specific variance. The distribution of each of these prod-
ucts has been characterised by Springer and Thompson (1970), who proved the following
theorem.

Theorem C.1.1 (4 in Springer and Thompson (1970))
The probability density function of the product z = H]]':1 x; of | independent Normal random vari-
ables x; ~ N(0, (7].2), j = 1,...,], is a Meijer G-function multiplied by a normalising constant

2v] o2 7 1
p(z\{aj }j:1):H'G]:o = HZ_(T] 0], (C4)
j=1

where .

J
H= (27‘[)]/2~H(7j (C.5)
=1
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and Gp'(-|-) is a Meijer G-function (with ¢ € Rand s € C):

-

The integral is taken over a vertical line in the complex plane. Notice that in the special
case | = 2 we have z ~ ¢1P; — caP5, with P, P, ~ x2 and ¢; = V(x1 + x2)/4, c2 = V(x1 —
XQ) /4.

5 | ds. (C.6)

ai, ..., ap L/C“wz_s [TL, T(s+bj) - ;7:11“(1—01]'—5)

C.2 Data augmentation

The likelihood function is:
X,yl0) = Z HP Xy, ytlst, 0)p(stlsi—1), (C.1)
ST =

where the index | € {1,..., L} represents the regime. Through the introduction of a latent
variables s = {s;}L_,, we obtain the data augmented likelihood:

L L
L(X,y,500) = [TTTTT (A yilss = LO)plss = sy = i @) 267 (coy
t=11=1h=1

The conditional distribution of the observation given the latent variable and marginal dis-
tribution of s; are given by, respectively:

p(X, yilst = 1,0) = fi(X,y:16;) (C.3)
plst = llser = b E) = py. )

Considering the observation model in eq. (3.2) and defining 7; = {t : s; = [} for each
I =1,...,L, we can rewrite eq. (C.2) as:

L L
[T 1p(Xilse =1,0)p(yels: = 1, 9)]ﬂ(st:l) I [pse=1lsi—1 = hIE)]l(St:lmsH:h)

T
L(XIYI S|6) - H
t=11=1 h=1
f[ ﬁﬁﬁ (1—p) exp{zigi,} | ot (1) 1 i
I=1teT; i=1j=1k=1 1+ exp{zigijk} 1+ exp{zigijx1}

L _ _ 1 _
TITT@m) 2w 2exp {5 5= m)E; e =)}
=1

T L L Lis=D1 _
JIITI TP e, (C.5)

Since the function cannot be expressed as a series of products due to the sum in the
rightmost term, we choose to further augment the data via the through the introduction of
latent allocation variables D = {D;}- |, with D; = (dijky) fori=1,...,1,j=1,...,] and
k =1,...,K. Finally, we perform another augmentation as in Polson et al. (2013), for dealing
with the logistic part of the model. When the hidden chain is assumed to be first order
Markov, with two possible states, that is L = 2, the complete data likelihood is given by:

L(X,y,D,Q,s[0) = p(X,D,Qls,0)p(ys, 0)p(s|0)
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T
= [T (X Di, Olst, 0) p(yelst, 0) p(s:|6) (C.6a)
t=1
L I J K
= (IITITIIIII p(Xijk b dijicts Wik et = 1,01, G1) (C.6b)
1=1 (€T, i=1 j=i k=1 ~ /
L
TTT1p(yilse =Lu,Z0) | - | p(s|E) (C.60)
=1 te’ﬁ‘ ?T —\/_HI -

where we have exploited the conditional independence of X’ and y given the hidden chain
s. We start by analysing in detail the first term (I). The joint distribution of the observation
xjjr,+ and the latent variables (dl-]-k/t, wi]-k/t) is obtained from the marginal distribution of the
observation in two steps. First, we augment the model by introducing the latent allocation
dijk,l € {0,1} for]l = 1,...,L. Via this data augmentation step we are able to factorise the
summation in eq. (3.2) for each regime | = 1, ..., L. In words, the allocation latent variable is
used to identify the component of the mixture in eq. (3.2) from which the observation x;j ; is
drawn. Secondly, we use a further data augmentation step via the introduction of the latent
variables wjj ; following Polson et al. (2013), for dealing with the logistic part of the mixture.

By introducing the allocation variable dijk,t ineq. (3.2), foreachi=1,...,I,j=1,...,],
k=1,...,Kandt=1,...,T, we obtain:

p(Xijk el ikt 5t = 1,01, G1)
Mdjp =1}
=[w]

/ Xijk,t / 1=Xijit ikt
o] (Pt (et
{0} \Aijk ¢ 1+ exp{zigijk,l} 1+ eXp{Zigijk,l}

1{d;,1=0}
Bern(xjj | Wijk,t)]

it (1—dijk t)
dijrt (exp{zfgijk,z}) ] ]
= [5{0}(xijk,t)] : i) (C.7)
(1 + eXP{Zigijk,l}>
p(Xijk s dijitlse = 1,01, G1)
Udjjp=1} L{dij=1} - 1{d;j,=0}
=p [5{0}(xijk,t)} ] (1= py) =0 [Bern(xijk,tMijk,t)] ]
Xijk,t (1—dijic r)
d; iy o eXP{Zigijk,z}
=0, ikt [5{0} (xijk,t)] Ikt (1 _ Pz)l dijt . ( > (et (C.8)
(1 + eXP{Zigzjk,z}> "

The marginal distribution of the allocation variable is:

p(dijki|st) = Bern(ps,), (C.9)
fori=1,...,I,j=1,...,],k=1,...,Kand t =1, ..., T.
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By Theorem 1 in Polson et al. (2013), it is possible to decompose the ratio in the right
hand side of eq. (C.8) as follows:

(exp{z g kl}>x1/kt (1- dl]ki‘)
t&i 0 wj
] ) 2~ (1= ier) /0 exp { ékt(ztqul) + Kijk,t(zigz’jk,z)} p(wijk,t) dwijir ,
(1 + eXP{Zigijk,z}> '
(C.10)
where forevery!/ =1,...,L,i=1,...,I,j=1,...,],k=1,...,Kand t =1,...,T:
1 —dij,s 1
Kijk,t = Xijkt (1 — dijee) — — = (1 —dije) | Xijet — 5 (C.11)

Therefore we get the following conditional and joint distributions, respectively:
P(xijk,t, dijk,t|wijk,t,st =1,0,G) =

d;; o dexa N\t (1 —py 1=dijer Wikt
=p " <0kalf11 ka’f) " (Tp> - exp {_%(Z;gi]’k,l)z +Kijk,t(zigz’jk,l)} :
(C.12)

P(xijk,t/ dijk,trwijk,t’St =1,0,G) =
d;; 3 v\ Dijkt 1—p 1=dijit Wik t
—_ pl jk,t . <Oxz]k,t11 Xz]k,t> ] . < 2p > . exp {_%(Z;gljk,l)z + Kijk,t(zigijk,l)} p(wijk,t) )
(C.13)

Finally, the marginal distribution of each latent variable w;j; from the data augmentation
scheme follows a Pélya-Gamma distribution:

wijk,t ~ PG(l, 0) . (C14)

A continuous random variable x € [0, +o0) has a Pélya-Gamma distribution with param-

eters b > 0, c € R if the following stochastic representation holds (where 2 stands for
equality in distribution):

p 1 ¢ 8k
x ~ PG(b,c) <= x= 53 2 k=127 1 2/ (@) (C.15)

where gy ~ Ga(b,1) are i.i.d. random variables. See Polson et al. (2013) for further details.
The part (II) of eq. (C.6¢) is the likelihood of a multivariate normal mean regression, hence:

m - 1 _
plyilsi = 1,6) = (27) /ﬂzﬂ1ﬂ@@{_iwr—mY%lﬁn—ﬂﬂ}' (C16)

The last term in eq. (C.6¢), according to the assumption of first order time homogeneous

Markov chain, factors as’:

t t L L oo
I@WW%@HW%w@WW@H%m:%FHH%M(mﬂ
v=1 v=1 g=11=1

t

where s’ = (sg,...,s:) and Ny (s') is a function counting the number of transitions from

2Gee (Frithwirth-Schnatter, 2006, ch.11) for more details.
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state g to state | in the vector s/, that is (symbol # denotes the cardinality of a set): Ny, (sh) =
#{s;_1 =gt =1},Vg1=1,..., L The complete data likelihood for X is thus obtained by
plugging, foreach/ =1,...,L, eq. (C.13), eq. (C.16) and eq. (C.17) in eq. (C.6¢):

L(X,y,D, Q,s|(—)) =

L I K 1—d;;
dl 1 _ ijk,t w”k,f
= [H I1 H o+ 80y (xiji )it - ( 2p1) - exp {——g (zigijk1)” + Kijit (24 8ijk1) }]
1

I=1teT;i=1j=1k=

3 1
II—[I—;(ZH)W2 = exp {—E(Yt —m)'Z (e ﬂz)}]

=1teT;

(T 1 ] K Lo LN

LT Do) - TTT L6, - plsol=)- (C.18)
t:l i=1j=1k=1 g=1l=1

C.3 Computational Details

C.3.1 Gibbs sampler
The structure of the partially collapsed Gibbs sampler (Van Dyk and Park (2008)) is as fol-
lows:

p(s|X,G,p,E)

p(Dls,G,p)
p(Q|X,s,G)

p(9|G, W)
p(T|G, W, ¢)
P(wh,r,lll)/;:])/)\l/ ¢/ T)

(7\1|w111, ., W4R])
p(’Yl["Y 11/ r,l/¢/T/W/XIS)
p(')’zl"y 21/ r,l/¢/T/W/X/S)
p(’)/3l|’y 3]/ T,II(P/T/W/X/S)
p(')/4l |’Y 41/ r,l/¢/T/w/X/S)

p(pls, D)
p(Els)

P(;l1|y,S,Zz) NNM(ﬁZ’Yl)
p(Zily s, ) ~ IWm(, ¥)).
Step 1. sample latent variables from
p(s,D,Q|X,G,p,E) =p(s|X,G,p,E) - p(Dls,G,p) - p(QX,s,7)
- p(s|X,G,p,E) via FEBS (Frithwirth-Schnatter (2006))
= p(dijktlst, G, pt) ~ Bern(ﬁdijk/t)
— P(Wijko,t|Xiji e 51, Gt) ~ PG(1, 2igijk.s,)
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Step 2. sample variance hyper-parameters from

p(¢, T, WIG) = p(¢|G, W) -p(t]G, ¢, W) - p(WIG, A, ¢, T)p(A[W)
——

collapse T

AL 7,
- p(pr|G"), w,) ~ GiG | 207, Y )

R 4 L
- p(t|G,W,¢) ~GiG 267, Y Y} Yl Yl _ )R
s s L

- p(wp,, (f) ¢r, T, N) ~ GIiG ()\12 WT_ _np

= —
~=
=
~=
=
=
SN——

a} +8R—1 —A ARG
— pMylwy) & AT exp {_/\lbl } - exp {—71 Yo ) wiy

Step 3. sample tensor marginals from
- () ) (R
p(g|X,S,¢,T,W) :HP ({711/721 ')’3 /741}1/ 1‘X S, ¢ T, W)

17 gfr,lr 4)1 T, W/ X/ S

) )~ Ny (1 Z)
" Grtr 9T W, X,8) ~ Ny (0, B
91 Gt 6T W, X, 8) ~ Ny (1, By
) ) ~ Ny )

gf}’,ll 4)/ T, w/ X/ S

Step 4. sample switching parameters and transition matrix from
p(o1,¢iils, D) = plpils, D) - p(&ils)

- ppils, D) ~ Be(a, by)

- p(&i.ls) ~ Dir(e)

Step 5. sample the parameters of the second equation from

p(u, Zily,s) = p(myly s, Z1)p(Zily, s, py)

- p(mly, s, Z1) ~ Nu(f, Yi)
- p(Zily, s, ) ~ IWnM(T),Y)

The derivation of the full conditional distribution is illustrated in the following subsec-
tions.
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C.3.2 Full conditional distribution of ¢,

The full conditional of the common (over r) component of the variance of the marginals from
the PARAFAC, for eachr = 1,..., R, can be obtained in closed form collapsing 7. This can
be done by exploiting a result in Guhaniyogi et al. (2017), which states that the posterior
full conditional of each ¢, can be obtained by normalising Generalised Inverse Gaussian
distributed random variables ¢, where ¢, = T¢,:

p(9r|G"), wy) = — L Vr (C.1)

Xy
T — n) . (C.2)

In the previous notation, GiG(-) stands for the Generalized Inverse Gaussian distribution.
The Generalized Inverse Gaussian probability density function with three parameters a > 0,
b>0,p € R, for the random variable x € (0, +0), is given by:

where foreveryr =1,...,R:

(r), (r)
1 Vi,

v
hrl

4 L
¥y ~ GiG (2?, hz Z% ",

/2
x ~ GiG(a,b,p) = p(x|a,bp) = %xr’l exp {—% (ax + g) } (C.3)
p

with K, (-) a modified Bessel function of the second type.
The computation necessary for obtaining this result are as follows:

P(91G,W) o p(9) | PO .yt (C4a)
3 - ~1/2 L oy 1,(r)
R H‘P / H H TPy wyr 11y, ) exp {_E'Yh,l (torwp 1 1n,) Vil }
r=1 r=1h=11=1
el exp { b } T (C.4b)
o R 4 1 L Y
= /0 H‘P H T‘}brwhrllnh exp ) Z T‘Prwhrl Yl Vui
r=1 h=1 I=1
T exp {—b r} dr. (C.40)

We define n = ny +ny+ns+ng = I+ ]+ K+ Q and exploit the property det(kA) =
k™ det(A), for a square matrix A of size n and a scalar k. Finally, we assume:

a*=aR (C.5)
which is allowed since the hyper-parameter a* must be positive. We can thus obtain:

o R - 4 1 L ' (r
°< /0 [T1o7 " T1(rrwns )" exp {—5 Y- (xprons) ) v }
r=1 h=1

=1
N exp {—ETT} dt (C.6a)

. 4
20 T + Z

R

o [ TTr0)™ ! (v90) " exp {

|| Mw

r=1

(vt ) ) fy,if}]} dr  (C.6b)



144 Appendix C. Appendix C

o (R 1& | 1 & &
= (T)* " | exp —= 2b T + — S dt (C.60)
[ (oo a R o G BT
where in the last line we used Y} ; ¢, = 1. It can be seen that the integrand is the kernel of
a GiG with respect to the random variable ¢, = T¢,. Following Guhaniyogi et al. (2017), it
is possible to sample from the posterior of ¢, for eachr =1, ..., R by first sampling ¢, from
a GiG with kernel given in eq. (C.6¢), then normalising over r, as reported in eq. (C.2)-(C.1),
respectively.

As an alternative, it is possible to sample from eq. (C.2) using a Hamiltonian Monte Carlo
step (Neal (2011)).

C.3.3 Full conditional distribution of T

The full conditional of the global component of the variance of the PARAFAC marginals is:

: TR e Vil Va _
p(t|G,W, ) ~GiG (20, Y ) ) — (@—n)R |, (C.7)

The posterior full conditional distribution is derived from:

p(t|G W, ¢) < 7t(T)p(G|W, ¢, 7)

71 AATITT L|-12 1 oy L -1,
x 1’ " lexp Tt TTTTTTc¢rwnr,ln,] EXP 75 Vni (TPl ) vy,
r=1h=11=1
(C.8a)
(r)' ()
2R 1|70 1 4 Vi Vhi
o« 70 MR exp { —Z (20 T+ = — , (C.8b)
ALt

which is the kernel of the GiG in eq. (C.7), once the constraint in eq. (C.5) has been taken
into account.
Itis possible to sample from eq. (C.7) using a Hamiltonian Monte Carlo step (Neal (2011)).

C.3.4 Full conditional distribution of wy, ,

The full conditional distribution of the local component of the variance of each PARAFAC
marginal, forh =1,...,4,r=1,...,Rand/ =1,...,L,is given by:

il o,
p(wiril vy} T M) ~ GIG | A7, 21— Zh) (C.9)
’ 4)7' 2
which follows from:
p(Wh,r,i IWX? P, T, Ap) o< (w1 Ap) P(v,([l) W1, Pr, T) (C.10a)

r)!

AZ _1/2 1 —
x exp {_leh,r,l} | Tprtwnr 1T, | exp {_Elyh'l (T4rions il 1%(11)}
(C.10b)
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(r) (1)
A2 _ 17,71 Y
| /2 hl Thl
o exp {——2 wh,r,l} wh:l? exp {E—’“Prwh,r,l (C.10¢)
/2 1., 1]
T —— (A r . .10d
=Wy, " eXPq —5 (AW + T (C.104)

It is possible to sample from eq. (C.9) using a Hamiltonian Monte Carlo step (Neal (2011)).

C.3.5 Full conditional distribution of A;

The full conditional distribution of Aj, for [ =1,...,L, is given by:

A o _ AZ R 4
p(Alwy) o AT exp {—Azb?} -exp {——Z Y. ) whrl} (C.11)
r=1h=1
It is obtained from:

p(Arlwy) o< (A p(wilAr) (C.12a)

_ )\2
o<AA exp{ bAAl}HH—exp{ whrl} (C.12b)

r=1h

X )\EI)H_SR_l exp {—/\ZE;\} - exp { Z Z Wy 1} (C.12C)

r=1h=

Since the second exponential is always smaller than one due to the positiveness of all the
parameters A;, wy, ,;, we can sample from this distribution by means of an accept/reject al-
gorithm using as proposal density a Gamma distribution Ga(d, b) with parameters:
A

l

i=a +8R b="b. (C.13)

Since this sampling scheme has very low acceptance rate, it is possible to sample from
eq. (C.11) using a Hamiltonian Monte Carlo step (Neal (2011)).

C.3.6 Full conditional distribution of 'yérl)

For deriving the full conditional distribution of each PARAFAC marginal, 'yglrl) , of the tensor
G, 1 =1,...,L, we start by manipulating the complete data likelihood in eq. (3.18) with
the aim of singling out 'yyl) . From eq. (C.13), considering all the entries of X} at a given t €

{1,...,T} and denoting with 71(G;) the prior distribution induced on G; by the hierarchical
prior on the PARAFAC marginals in eq. (3.19), the following proportionality relation holds:

] K Wi
p(Gi| X, Dy, Q50 =1, p;) HH exp {—%’t(z;gijk,l)Z + Kijk,t(Zigijk,z)} p(Wijkt) T (G1)

ijk,

J K 1 f 2 o Kkt
[T Texp{ —5— |(zigije) =2 i) | o P(Wiiet)7(G)



146 Appendix C. Appendix C

2
K"k,
— (Zigijk,l — L) } p(wijk ) 70(Gr)-

Wikt
(C.14)

Define ujjx 1 = Kijk+/ wijk,+, then we rewrite eq. (C.14) in more compact form as:

p(gl’Xt/Dt/ Qt,St = Z,pl) X

1 I ] K 1 / 2 I ] K
cexpd ==Y 3 Y — (g —uiges) ¢ TITTT [ p(wises) - 7(G)

=1j=1k=1 Yjjkt

~.

I I ] K
= exp {—% 21 (G1 xa 2zt — Up); diag (wiyr) (G Xa 2t — ut)i} qqp p(wijk) - T(G1)
i= i=1j=1k=1
= exp {—% (vec (G; x4 z¢) — vec (Uy)) diag (vec () (vec (G x4 2:) — vec (Z/{t))}
I J K
HHHp(wl]kt) n(gl)
i=1j=1k=1
I ] K
= f (gl/ Zt,Z/{t, Qt) ’ J HH p(wijk,t) ' n(gl> s (C15)

-
Il
—_
—
I
—_
i
—_

where f(+) is a function which contains the kernel of a multivariate normal distribution with
respect to the variable vec (G; x4 z;).

Given the proportionality relation conditional on the latent variable s;, the last step in the
manipulation of the likelihood function consists in rewriting the complete data likelihood.
Thus, considering eq. (3.18) and (C.15) we obtain the proportionality relation:

L L
L(X,D,0,s|0) = H H p(&X:, Dy, O, 5¢10) o H H f(Gsze, U, ) . (C.16)
I=1t€T; I=1teT;

We are now ready to compute the full conditional distributions of each vector 'y,(fl) , h =

1,...,4,1=1,...,Land r = 1,...,R. To this aim, notice that:

G=Y 1]ory) oayl el =g+, (C.17)

-
—_

where we have defined:

6" =) ovy) 0y o] (C182)

(1) _ & ~(0)

g — Zgl ‘ (C.18b)
s

R

Ge=0 szt =Y (’YYI) o vé? o ’Yé?) (’74([1),20 =Y Ql(;) . (C.19)
r=1 r=1
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Here (-, -) denotes the standard inner product in the Euclidean space R". Since the latter is
a scalar, we have that:

: () )
8, = vec (Gi1) = vec (G x4zt) = ) | vec (%) =Y 8- (C.20)
r=1

r=1

The vectorisation of a tensor can be expressed in the following way, which is a generalisation
of a well known property holding for matrices: it consists in stacking in a column vector all
the vectorised slices of the tensor. For the sake of clarity, let a1 € R, & € R/ and a3 € RK
and let the tensor A = & 0 &3 o a3. Denote A.; € R!*/ the k-th frontal slice of the tensor A.
Then, by applying the properties of Kronecker product, ®, and of the vectorization operator,
vec, we obtain’:

vec (A) = vec(ajompounz) = [VGC (.A;;l)', ..., vec (A;;K)/}/

!/ !/ !
= [Vec (wpomp) agq,...,vec (g oap) 063,1(}

= a3 @ vec (a1 0 ap) = a3 @ vec (aga5) (C.21)

The use of the same property allows to rewrite eq. (C.21) in three equivalent ways, each
one written as a product of a matrix and one of the vectors ay, ay, a3, respectively. In fact, we
have:

vec (A) = a3 @ vec (a10p) = a3 ® (@ @ I) vec (a1) = (a3 ® ap @ I1) ay (C.22)
vec (A) = a3 ® vec (105) = a3 ® [(I] ® o) vec (aé)} = (30 ®ay) &y (C.23)
vec (A) = a3 @ vec (wiap) = vec (vec (w1a}) a3 ) = (T @ vec (wiap) ) vec (af)
_ (IK®VeC (acloc'z)) ;= (Ix @ ar @ p) 3. (C.24)
The first line represents a product between the matrix a3 ® a, ® I; € R/X*! and the vector

1, the second is a product between the matrix a3 ® I; ® &1 € RUKX] and the vector a.
Finally, the last row is a product between the matrix Ix ® ap ® a1 € RUKXK and the vector

K3.
Starting from eq. (C.20), we can apply for 'YYI) ey 'yérl) the same argument as for ay, . .., a3,

with the aim of manipulating the likelihood function and obtain three different expressions

3The outer product and Kronecker products are two operators acting on:

o:R™M x ... x R™ — RM X XK
®:RH]XH1] XRleXI’nz _>]Rn1n2><m1m2’

Notice that the Kronecker product is defined on the space of matrices (and vectors, as a particular case), while the outer
product is defined on arrays of possible different number of dimensions (e.g. it is defined between two vectors, and returns
a matrix, as well as between a vector and a matrix, yielding a third order tensor). In practice, in the particular case arising
when dealing with two vectors u € R" and v € R™, their outer product and Kronecker product are related and given by,
respectively:

uov =uv € R""

u®v=vec (Vu’) =vec(vou) € R"™.
For two matrices A € R”*" and B € R"*¥ it holds:
vec (AB) = (I; ® A) vec (B) = (B’ ® I;) vec (A) € R"™*1,

Moreover, if n = 1 then B is a row vector of length k, as a consequence B’ = vec (B) € RF*1, See (Cichocki et al., 2009,
p-31).
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where the dependence on 'ygrl) , 'ygl) , 'ygrl), respectively, is made explicit. This will then be used

later on for deriving the posterior full conditional distributions of the PARAFAC marginals.
Thus, from eq. (C.20) we have:

B = vee (1) = (e v (35 0 o)) = vee (1) 0180 18)) i = Acrl]

(C.25)
where:
A4 = vec ('ygtl) o 'ygrl) o 'ygrl)> z;. (C.26)
Exploiting eq. (C.22) we have:
g =vec(9)) = (vl z) (4] @8] @ 1) 2Y) = A1), (C.27)
withs A = (1) (1) & (1)
1= <'Y4,[/Zt> (73/1 QY & II) . (C.28)
Exploiting eq. (C.23) we have:
g") = vec (g;;)) = (4{), z) (7&) oL ® 7&)) ) = A, (C.29)
with: o ) . 0
2= {1y 21) ('Ya,l g P 'h/z) : (C.30)
Finally, using eq. (C.24) we obtain:
g = vec (g;p) = (2], ) (IK &1 9 4!) ) ) = A, (C31)
withs Ax = (1) (1) & (1)
3= <'Y4,I'Zf> <IK ® 72,1 ® 71,[) . (C.32)

By using the definition of f(Gj, z;, L{t(l), Q;), eq. (C.20) and the notation of eq. (C.17) we
can thus write:

(1) 350 0, o)
vec (G xazt) =81y + ) 8By =8y +8, - (C.33)
or
From eq. (C.16), by focusing on regime [ € {1,...,L}, we get:
L(X,D,Q,s|0) «

x exp {—1 (vec (G) x4 2¢) — vec (Z/{t))/ diag (vec (€)) (vec (G x4 z¢) — vec (Z/lt))}

2
= exp {—% (&) +8," —w) 0 (g +8," —w) } (C34)
where, for reducing the burden of notation, we have defined:
u; = vec (Uy) (C.35)
Q= diag (vec (())) . (C.36)

We can now single out a specific component gl(” of the PARAFAC decomposition of the
()

tensor G, which is incorporated in 8

. In fact, we can manipulate the function in eq. (C.34)
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with the aim of finding a proportionality relation, as follows:

g Oigyy i) Qug),” —w)

1

L(X,D,Q ——

(*,7, ,se>aﬂexp{ 2
€Ty

+ (gl(;r) - ut)/ﬁtgl(;) + (gl(,t_r) - ut)/ﬁt (gz(,t_r) - ut)] }
11 = _« (=N =(r
o [ exp {_E [gl(,t) thl(’t) —2(us — gl(, ))’thl(,t)} } : (C.37)
teT;

()

Full conditional distribution of 7,

The full conditional distribution of 'ygrl) is given by:
p(vgi’l) ‘X’ D/ Q’ S, ’YS‘Z)/ ’YE(;:)I ’Yz(;:])/ gl(_r)/ wl,r/ cPT/ T) ~ N[(Z;,[, [\;,l) (C38)
where:
-1
< 1 =\ "
Ay = | (tprwi ) + Z (21,1,t> (C.39a)
teT;
/
~7 ~ | = . _(r)/ :(r) -1
Cii=2M1 |0y (T<Prw1,r11) + Z 29, (Zl,l,t> . (C.39b)
teT;

By exploiting the rightmost term in the equality chain in eq. (C.27), we can simplify the
two addenda in eq. (C.37) as:

B/ D)) = (an})) B (an)))
v

— 4 (fﬁ?,) o ). (C.40)
and
—2(u — gl(t ))/thl( t) = —2(u — gz(,t_r))lﬂt (’Yérz) ® véf} ® II) ’YY}(’YZZ)IZO
= 207y, z) (w8}, )0 (] @) o 1) 4]
— 2, (%) Al (c41)

Now, by applying Bayes’ rule and plugging eq. (C.40) and eq. (C.41) into eq. (C.37) we get:

p(4\)|-) & L(X, D, 0, 5/0) (v w1, ¢, 7)
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! — — -1 v
-2 (Z;l (Al,l> + 27_741” (Z‘llt) ) ')’glz)] } . (C-42)
te

This is the kernel of a multivariate normal distribution with parameters:

-1
-1
[\;,l = (T(Prwl rII + Z (21”) ] (C.43a)
teT;
01 = A1z [(11 (tprwi,d) + ) 7 ;41” (let> ] : (C.43Db)
teT,

(r)

Full conditional distribution of -, ;

The full conditional distribution of 'ygrl) is given by:

p(V 11X, D, Q8,97 4 ] G wa 4, ) ~ N (Thy, AG)) (C.44)
where:

A
Ay =
teT;

-1
-1
(Trw2, 1)) +Z (Zzzt> ] (C.45a)

1 !
0 = Azz [521(T<Prw2rlf +Z 21 (Zzu) ] : (C.45b)

teT;
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By exploiting the central term in the equality chain in eq. (C.29), we can simplify the two
addenda in eq. (C.37) as:

= —(r N = T
g, 0 = (Ad]) O (A]]

=y (fé,)t) B 75 (C.46)
and
—2(us — g}, ) 0ugf) = —2(w —gf, V(v z0) (4] @1 @1 ) 2]
= 207y 2w — g, )0 (v ey @) ]
— !, <§gl),t) o 7). (C.47)

Now, by applying Bayes’ rule and plugging eq. (C.46) and eq. (C.47) into eq. (C.37) we get:

1| ¢y (a0 ! 1) A(r) (=) ! (r)
x Hexp T T2 Lot Vo1 20 | B Y2,

-1
) nyg}] } . (C.48)
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This is the kernel of a multivariate normal distribution with parameters:

-1
<7 - =\
AZ,l = (T(Per,rI]) ! + Z (ZZ,l,t> ] (C.49a)

teT;
1 !/
~7 ~ —r! -1 _(r / :(T) -
5oy = Ay, [(2,1 (Tprwa, dp) 4 ) P‘é,z),t < 2,l,t) ] : (C.49b)
teT;

Full conditional distribution of 'ygrl)

The full conditional distribution of 'Y:(’:l) is given by:
P(’ygl) |X.D, Qs 7571) / 'Ygl)’ Vifz) / gl(—r)’ W3.r, Pr, T) ~ Ni(83,,A3)) (C.50)
where:
~1
< -1 =\’
Az, = (TCPrwa,rIK) + Z (Zg,z,t) (C.51a)
teT;
/
57 7|5 -1 —(r) (=) !
031 = N3, |03 (tprws,Ix) — + Z TR . (C.51b)
teT;

By exploiting the rightmost term in the equality chain in eq. (C.31), we can simplify the
two addenda in eq. (C.37) as:

g/ 0 = (And)) @ (An])

1 (=(r) -
= (Z) 4. C52)

and

oy (=TT
- —Zf’gz),t (23,l,t) 'Ygrl) (C.53)
Now, by applying Bayes’ rule and plugging eq. (C.52) and eq. (C.53) into eq. (C.37) we get:

p(r]1-) = L(X, D, 0, 5/0) () w3, ¢, 7)
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=" [(—r -1 _(r) :(}’) -1 7
2 <C3,l (&) + % ué,?,t< 3,z,t) ) vé}] } (C.54)

teT;

This is the kernel of a multivariate normal distribution with parameters:

-1

- _ —(r) \ !
Ag,l = | (t¢rws,Ix) Lt Y (23,1,;%) (C.55a)
teT;
!/
57 <1 |5 -1 _@) (=) -1
030 = A3 |85y (Trws, X))+ ) g, (o . (C.55b)
teT;
Full conditional distribution of 'ygl)
The full conditional distribution of 'yirl) is given by:
p(’Yé(Lfl) | X’ D’ Q/ S/ ’Yg}:[)l ’Yg:)/ 'Yg:[)/ gl(_r)’ w4,r/ (PTI T) ~ NQ(ZZ,ZI [\Z,l) (C56)
where:
~1
U ~1 =\ "
Ay = (T¢rw4,rIQ) =+ Z (2‘4,1,t (C.57a)
teT;
1 /
57 < |5 -1 oy (=)
Ga) = Ay |8ay (Tprwa,dg)  + ) Figp, ( Zay : (C.57b)
teT;

By exploiting the central term in the equality chain in eq. (C.25), we can simplify the two
addenda in eq. (C.37) as:

T () ()
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= 74 zevee (11) 013 0 28] ) Qivee ({018 094)) zin)

I
o=\,
= 9y] (24,z,t> 1y (C.58)

and

oy (=0 \ !
= —2ﬂi,z)t (24,l,t> vi,}- (C.59)

v\ o (=Y,
—2 (dl,l <A4,l> +) .ui,l),t <Z4,l,t) ) ’Yil)] } : (C.60)

This is the kernel of a multivariate normal distribution with parameters:

~1
< - =\
A4,l = (T¢rw4,rIQ) ! + Z (247:1,1}) ] (C.61a)

teT;

T ~
Ca1 =Ny

/

=’ - oy (=0 )7

‘:Z,l (T4’rw4,rIQ) 1+ 2%(1,1),,9 (2‘4,1,1‘) ] . (C.61b)
teT;
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C.3.7 Full conditional distribution of Wijk,t

The full conditional distribution for the latent variable wjj; for every i = 1,...,1, j =
L k=1,...,Kandt=1,...,T:

p(Wiji | Xiji 151, Gs,) ~ PG(1, Ziijks, ) - (C.62)

To shorten the notation, define ;j ; = z;g;jk,- The full conditional is derived by integrating
out the latent allocation variable dj 1, as follows:

P(Wijk | Xijk 1 5t, Gs;)
= / /p(wl]k,tl dijk,f‘xijk,i/ St, gStl Pst)p(,ost) dpstddijk,t

/ /P xzjkt/ dij 1| Wik £ 5t, Gs,r s P(Wijk ) P (0s,)
fQ P Xijk,tr Wijk,tr 1]kt|St/ gstl PS¢) dqut

/ /P Xijk,tr Wijk,tr 1]kt|5trgs,upst)
xz]ktr z]kt|5t/gst/pst)

dijt 11— pg, \ Dijict ik
// pst5{o} qut> j ( 2pt> ] exp{_%wizjkt_*—xijk,twijk,t}p(wijk,f)p(pst)
o dijke (1 1—pg, \ Dijk,
b pSt(S{O}(xz]kt)) " ( 2p t) j t(exp{lqutxz;kt}/(l +exp{¢1]kt})) ijks

exp{ Wi 1 Xijk (1 — dijes) } Wik ¢
_/ /exp{Kl]k ill]l] t} (1+pr{]¢ijkt})1—1]dijklt eXp{ . lpl]kt} (wijk,t)p(pst)dpstddijk,t
_ /D/p

1+ exp{ijket  eXp{WijiXijit}

exp{Wijxijki b exp{Wij:/2}
_ (14 1+ exp{ijx,+}

exp{Wijx:/2}

) [exp{_lpizjk,twijk,t/ 2}p(wijk,t)]

°< exp{_’nbz'zjk,twijk,t/ 2}p(wijit) - (C.63)

dps,ddijk s

p(pos;) dos,dd;jx ¢

dps,ddjy. s

1—djjy s
] [exp{ —l/)izjk,twijk,t /Z}P(wijk,t)] p(ps,) dps, ddij s

Since p(wjjkt) ~ PG(1,0), by Theorem 1 in Polson et al. (2013) the result follows.

C.3.8 Full conditional distribution of dj ;

The full conditional posterior probabilities for the latent allocation variables d;j ;, which
select the component of the mixture in eq. (3.3), for each t = 1,...,T and for every i =
1,...,1,j=1,...,Jand k =1, ..., K, are given by:
ﬁ(dijk,t =1|X,s, Gsi/ pst)
P(dijs = 11X, 8,Gs,, p5,) + Pldije = 0| X, 8, G, pg,)
Pdijk: = 0|X,s,Gs,, pg,)
Pdije = 11X, 8,Gs,, p,) + P(dijis = 0| X, 8,5y, p5,)

(C.64a)

p(dijkt = 1|X,8,Gs,, p5,) =

(C.64b)

p(dij: = 0|X,s,Gs,, p,) =

The un-normalised posterior probabilities are given by:
pdijks = 11X, 8,Gs,, p5,) = 5040y (Xijk 1) (C.65a)

exp {(Zigijk,st)xijk,t}
1+ exp{zigijks )

ﬁ(dijk,t = 0|XI S, gst/psf) = (1 - Pst) (C65b)
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We have obtained the result starting from eq. (3.18) after having integrated out the latent
variables ), as follows:

Pldiied| X5, Guvrp,,) o P(X,5(Ges, iy i) (i)
1—dis (exp{z}gijk,s, } ) i 1~ Miet)

(1 + exp{zigjji,s, 1)~
(exp{zi8ijis, }) " 1=
1+ exp{z;8ijks, }

diik, y
= pSt]kt(S{O} (xifkrt)dljk't(l o pSt)

(C.66)

it
= [Psré{o}(xijk,t)] " [(1 — Ps;)

C.3.9 Full conditional distribution of p;

For eachregime !l =1, ..., L, the full conditional distribution for the mixing probability p; of
the observation model in eq (3.2) is given by:

p(01|X,D,s) = p(pi|D,s) ~ Be(d, by), (C.67)

with:
= Ni +a} (C.68a)
by = N)+1bY. (C.68b)

We get this result starting from eq. (3.18) and integrating out the latent variables (, as fol-
lows:

Pl X, D,5) (o) [ L(X,D,slp1,G1)p(G1) A
LS it it 1—d;
°‘ /G [ITITTTIe™ [5{0}(xijk,t)} (L —py)

Xijet (1= dij t)
| (exp{ZQgijk,l}> dgl] =

(1—djjt)
<1 + exp{zigijk,l}> ™

N! | P
=p; (1 —p)Nogy" T (1 — )t !
1 =0 _ -
_ plI\]1+”1 1(1 . pl)N(’ﬁ-b,pfl , (C.69)

where we have defined the counting variables, for every [l = 1,...,L:

I

Z YY) Wdigs =1} (C.70a)
(7 i=1 j=1 k=1
I J K

Y Y Y 1{di = 0}. (C.70b)
te7} i=1j=1k=1
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C.3.10 Full conditional distribution of y,

The full conditional distribution for the intercept term of the second equation of the model

is given by:
p(mly s Zi)
with:

teT;

~ Nu(fiy, Yi),

/
- o | —o—1 _
iy =Y (Ille + ) YL, 1) ,

- __q1-1
Y, = [lel—l +Y, 1} ,
for eachregimel =1,.. .,

p(mly s, Zy) o< 7t(p;) p(yls, Z, 1)

o

°<e><p{ mY, uz

F‘z Yz

_ } TTexp
teT,

teT;

xexp —=
2 teT;

C.3.11 Full conditional distribution of X,

P i
Y, i+ Y wE

(C.71)

(C.72a)

(C.72b)

L. We have derived the updated hyper-parameters from:

{—— ye—m) T (ye - ﬂz)}

- 2}’;211!‘1] }

w (TE + Y )uz—2(2y§211+ﬁ§7z

1) wl Y. (C73)

The full conditional distribution for the covariance of the error term of the second equation

of the model is given by: )
p(Zly s, ) ~ IWm(, Y1),
with:
v =v,+ 1,
Y=Y+ (yi—m)y:—m),
teT;

for eachregimel =1,.. .,

p(Ely s, py) o< (X)) p(yls, uy, Ep)

vl+m 1 1 —
o Xy exp{—itr (‘I’l):l 1)}

_ VAm=14Ty 1 |
= %] Poexpq |t

teT;

teT;

tr (?l):.l_l> + tr (

7 +m—14Ty

= [T 2

1
exp — E

(F) + Y (

[Tl exp

yt —

teT;

(C.74)

(C.75a)
(C.75b)

L. We have derived the updated hyper-parameters from:

{30 —myE -

Ny — F‘l)] }

Y (ye—m)(y: P‘z)/qu)
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_Utm=14T; 1 — ’ -1
=@ exp g o (| [ Y+ Yo (ye—m)(ye—m) | & ,

teT;
(C.76)
where we have used the property of linearity of the trace operator.
C.3.12 Full conditional distribution of ¢; .
The full conditional distribution of each row | = 1,...,L of the transition matrix of the

hidden Markov chain, under the assumption that the initial distribution of the state s; is
independent from the transition matrix &, that is p(so|E) = p(so), is given by:

p(Gi:ls) ~ Dir(e), (C.77)

where:
¢ = (c1+Nj(s),...,.cL + Ny (s)) - (C.78)

It can be derived from:

p(8yls) o 7T(§z )p(s|g;.)

L L
1
«H«:Ck TTIT6  psole)
= g=1k=1
cr—1 L N (s
“H l,l;c H Lk p(solE)
k:1 k=1
+N
— ]‘[ gck L (5ol E) - (C.79)

Concerning the notation, we denoted the collection of hidden states up to time ¢ by st =
(so,---,st) and we used Nj j(s) = Yy 1(s;—1 = i)1(s; = j) for counting the number of transi-
tions from state i to state j up to time T. Under the assumption p(so|=) = p(so), we obtain
the full conditional posterior in eq. (C.77). By contrast, if the initial distribution of sy de-
pends on the transition matrix (for example, when it coincides with the ergodic distribution

7*(E)), we have:
p(&1.ls) < gi(&; )" (E), (C.80)

where ¢;(¢; .) is the kernel of the Dirichlet distribution in eq. (C.79). We can sample from
it via a Metropolis Hastings step, either for a single or for multiple rows of the transition
matrix, using g;(Z; .) as proposal for row I. See Frithwirth-Schnatter (2006) for further details.

C.3.13 Full conditional distribution of s;

For sampling the trajectory s = (s1,...,s7), we can adopt two approaches: (i) update s; for
eacht =1,...,T using a single-move Gibbs sampler step. This implies sampling each state
s¢ from its posterior distribution conditioning on all the other states. (ii) update the whole
path s from the full joint conditional distribution in a multi-move Gibbs sampler step, also
called the Forward-Filtering-Backward-Sampling (FFBS) algorithm (see Frithwirth-Schnatter
(2006)).

Define s_+ = (Sq,...,5¢-1,5t41,---,57)". Since the hidden chain is assumed to be first
order Markov, we can derive the full conditional distribution for the each state s;:

P(5t|s—t/ X/ Yy, D/ Q/ g/l’l/ Z“/ E‘/ P, w/ ¢/ T) = P(St|5t7115t+1/ th Yy, D/ gl K, Z“/ E/P) . (C81)
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Staring from the complete data likelihood in eq. (3.18) for a given time t and integrating out
the latent variables (D, Q);), we obtain the un-normalised posterior probability of state I at
timet for! € {1,...,L}:

p(st =llsi—1 = u, 541 =0, X0, y1,0, G, 1, L, B) & 4] 1, (C.82)
where qf/uv is given by:
, 1—x
1+ exp{z;gij, }

¢ L exp{zigijk, it
Gw=111T10—01) pr+ (1 —p;)

i=1j=1 1+ exp{zggijk,l}

_ 1 _
I 2exp {5 0 ) E e - )}

L 1{s;_1=u} L 1{s;;1=0}
(e (kng ) s
8= =

By normalizing one gets:

¢
- q
p(si=1ls;1=1u, 841 =0, X, y,p,G, 4L E) = Lo Vi, (C.84)

T vL t
Zlkzl Tk o

Combining together all possible L values of the state variable, we can recognise that the
posterior distribution of the state latent variable at time ¢ follows a categorical distribution
/.

with probability vector pl, = (P} ,or- - -/ P1 10)"

L
p(st’Sf—l =U 541 =7, Xt/ Yt P, g/"‘/ Z; E) & H(q;/uv)l{st:l} . (C85)
I=1

If we consider conditioning on (s;_1, s;+1) instead of on the specific couple (s;—1 = u, s;41 =
v), we get an un-normalised posterior probability (denoted 4}) similar to eq. (C.84), but
without the indicator variables. The result in eq. (C.85) thus translates in:

t

p(st - ”Sl’—ll St+1, Xt/ Yt, glp/,ul Z‘/ E) — ZLq—lqt X lﬁ VZ (C86)
k=1"1k
L
P(St|5t71/5t+1r Xl’/ Yt, g/ p/ ,u/ Z, ‘E) X H(q;)ﬂ{St:Z} . (C87)
1=1

By contrast, the multi-move Gibbs sampler consists in sampling the path from the joint
full conditional distribution p(s|—). It is based on the factorisation of the full joint condi-
tional distribution as the product of the entries of the transition matrix & and the filtered
probabilities. Since the observations (X}, y;) depend only on the contemporaneous value
of the hidden chain sy, filtering the state probabilities is feasible. Staring from the complete
data likelihood in eq. (3.18), we integrate the latent variables (D, (}) and sample the trajec-
tory from the full joint conditional distribution:

p(s|X,y, G,p,m L, EB) x p(X,y,s|G,p,m L) = p(X,yls,G,p,u, L)p(s|2) . (C.88)

Consequently, at each iteration of the Gibbs sampler we firstly compute the filtered state
probabilities using p(X,y|s, G, u, L) as likelihood function. Define X1 = {Xy,..., X, 1}
and y'=! = {yy,...,y:_1}. Since the two observation processes are independent from each
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other as well as from their own past conditionally on the current state, the predictive prob-
ability correspond to the conditional distribution of the observations given the state:

p(X,yilse =L XLy LG, 0,0 %) = p(X,yilse = 1,G,p,4,T)

= p(yilse = L, Zy) - p(Xilse = Loy, G1) (C.89a)
I ] K
= pyelse =L, Zo) - TTT LT T p(xijeelse = Lon, Gi) -
i=1 j=i k=1
(C.89b)

From eq. (C.5), we have that the logarithm of the predictive probability is:

log p(Xe,yilse =1L, XLy, G,p,u,T) =
K

I ]
=logp(yelse = L, Z)) + ), Y Y logp(xijeels: = 1,01, G1) (C.90)
i=1j=1k=1

where:

e 1 )
p(ytlse = Ly, Ly) = (27) /2|5 12 exp {_E(Yy —m)'L, Yy —ﬂz)} (C.91)

eXP{Zigijkl}
Xins = 1lsy =1,01,G;) = (1 — d C.92
p( ijk,t ‘ t P1 l) ( pl)l +eXP{Z;gijk,l} ( )
1
.. — 0 = l, , == —|— 1 —_ . C.93
p(xijie = Olst = L o1, Gr) = pr + (1 = p1)7 Top(Zgn) (C.93)
C.4 Computation for Pooled case
The complete data likelihood from (C.13) reads:
dije (1 —p 1=diji
L) = T T (o) (1)
teTyi=1j=1k= 2
Wijkt 2 /
eXp T, (zi8ijk,1)” + Kiji,t (zi8ijk,1) ¢ P(Wijk) - (C.1)

In the pooling case, we are assuming that the tensor of coefficients in each regime/ = 1,...,L
is given by:
gl :gl'I/ (CZ)

where Zisa I x | x Q x K tensor made of ones and g; € R, foreach ! =1,..., L. Therefore
8ijk1 = 8ILQ, where 1 is a column vector of ones of length Q. We can rewrite the complete
data likelihood as:

I ] K Wit
L(X[0) < [TTITTI Lexp {— 3 (zig110)* +Kijk,t(zigllQ)}
teT)i=1j=1k=1
I Wi,
- HHHQXP{ 2 t(gzs )? +Kijk,t(g15‘f)} ’ (C.3)
T i=1j=1k=1
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where S = zj1o = qu:l zg,+- Then:
L(X0) o exp {— Y Y &f(SE) wijis — 2815'?Kijk,t} , (C4)
teT i,jk

It is assumed that g;, for each I =1, ..., L, has prior distribution:
gilt, wp ~ N (0, twy) . (C.5)

This yields the posterior distribution:

teTrijk

18
p(g1|Q, T, wp) < exp {E Z Zgl wljkt 2ngfK1‘]‘k’t} exp {—ET_ZLZ}

1 z
= exp {E gl + Z Zgl wl]kt 2ngtKijk,t] }

teTrijk

teT i,k

1
=expq 5 |8 (T_wl +) Y (5P wijk,t) — 2 (Z ZS?Kijk/f>

Therefore, foreachl =1,...,L:
(81| Q, T, wyp) ~ N(mz,slz) , (C.7)
with:

1
= (T—wl + Y ) (5F wijk,t) (C.8)

teTi,jk

m = (Z ZSfKi]-k,t) 52 (C.9)

teTrijk

Assume the prior distributions:

7(t) ~ Ga(a®,b") (C.10)
mt(wi|Ay) ~ Exp(AT/2) (C.11)
(M) ~ Ga(d', b)), (C.12)

then the posterior distributions of the variance hyper-parameters 7, w;, A; are obtained as
follows.
The posterior distribution of T is given by:

p(t|g w) < (7)p(g|w, 1)

o« T8~ exp{ }Hexp{ 25201}
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o g1
_ .4 2+
=T exp{ 2[219 +2wlr
~ GiG (aT ~1,26%, Y g—l> . (C.13)
1= Wi

The posterior distribution of w;, for each/ =1,...,L, is given by:

p(wi|g1, T, Ap) o< mw(wi|Ar) p(g1|wy, T)

/\2 )LZ 812
X —— —_ _——
> exp > wl exp ZTwl

~ GiG (1 A2, gl) . (C.14)

The posterior distribution of A; (integrating out w;), foreach/ =1,..., L, is given by:

Pl g1) o< () [ plaif, (i) du
o< (M) p(gilT, Ar)
~ /\alAfl exp {—bf\)\l} ﬁexp {_M}

! 2, Al

1

[ /\?A_Zexp {—% {Zbi\/\l + ‘gl‘ \/?/\l} }
)

~ GiG (a’A — 1,26, g/ \/%) . (C.15)

C.5 Additional Simulations” Output

C.5.1 Size 100,100,3,2

Setup: =] =100,Q =3, M = 2.
We run the Gibbs sampler for N = 500 iterations and the outcome is plotted from Fig. C.5
to C.11(b).
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FIGURE C.5: Hidden Markov chain: true (blue) versus estimated (red).
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FIGURE C.6: Frobenious norm (blue line) and its progressive mean (red line) 9f
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FIGURE C.10: Frobenious norm of the MCMC samples (blue line) and true value
(red line) of the parameter ;.
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FIGURE C.11: Frobenious norm of the MCMC samples (blue line) and true value
(red line) of the parameter 2.

C.5.2 Size 150,150,3,2

Setup: =] =150,Q =3, M = 2.
We run the Gibbs sampler for N = 500 iterations and the outcome is plotted in the following
figures.
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FIGURE C.12: Hidden Markov chain: true (blue) versus estimated (red).

-3
7.8 10 0.02
0.0198
7.78 B
0.0196
7.76
0.0194
7.74 4
0.0192 iy
I
7.72 0.019
0.0188
77F
I 1
‘ J 0.0186
7.68 ‘ h ‘
I ’ ‘ | “ ‘ P‘ 0.0184
N‘ Il I
I ‘ | |
ol U 1 LT |1 T | | oo
N et PO o3 a1 1 v 1 v o
264 . . . . . . . . . o018 . . . . . . . . .
0 50 100 150 200 250 300 350 400 450 500 0 50 100 150 200 250 300 350 400 450

(a) Regime I = 1.

500

(b) Regime ] = 2.

FIGURE C.13: Frobenious norm (blue line) and its progressive mean (red line) 9f
the difference between the true tensor G;" and the MCMC samples of the tensor G;.

1 1
08

08
06

0.6 04
02

\</0.4* S

, S —— :

0.2 021

, [ 1 1 [T11.

e ¢ °
0 2 4 6 8 10 12 14 16 18 20 0 2 4 6 8 10 12 14 16 18 20
Lag Lag

(@) Regime 1.

(b) Regime 2.

FIGURE C.14: ACF of Frobenious norm of the difference betyveen the true tensor
gl* and the MCMC samples of the tensor §;.



C.5. Additional Simulations” Output

167

Posreriar durtizricn 5 v tre - rogime |

FIGURE C.15: Posterior distribution of the mixing probability parameter p; (blue)

Poarerion durrizazicn g v true - rogime 2

(b) Regime 2.

Paatarar dsrrilirien £ o v e

DTB DTQ
(b) Posterior distribution of ¢y 5.

Pagtorar d-srribnrien £ 5 v e

08+ 1 08 F
0.6 0.6
0.7 oy
neE= = neE -
0D&F 1 D5r
oA+ 1 oA -
03 03
[ o2
DA~ = 18 B
DD DI1 EIIE 0.3 Dld a5 DIS 3.7 DIE DTS 1 Dﬂ
(a) Regime 1.
and the true value of the parameter (red).
Paatzrar demibneien & v rme
D1z T T [ RE
0a 01
008 -
Do6 -
04
D02+
. . A
o 0.z D4
(a) Posterior distribution of 1 1.
Paatorar dermibncien & v rme
D1z T T DA
DoE -
02
poe
07
D8+ 4
DI6 -
Do6 - = Dos -
0or
034
k3
b3
002 - 4
D=
o - o
o 0.z D4 [R5 na 1

(c) Posterior distribution of &5 ;.

FIGURE C.16: Posterior distribution (blue) and true value (red) of the transition

probabilities.

(d) Posterior distribution of ¢; 5.




168 Appendix C. Appendix C

Seam eatimasad g s - g | “lean eatiwacod pv T - regine &

! I '| Il | !
! |1|]|'.i|'| W W. rll.‘uh{l W J*.wal“ pl Mjh“?'lp' fj"h'.’l'i-{'-ﬂl’
|'l f' ,Ilnlﬁil'c 'h? y| ' M [T I'JII“‘L{IA['“&“J Fi '-|P\|h-'u,'|i'b}||" V""r-'h _4‘_
(a) Regime 1. (b) Regime 2.

FIGURE C.17: Frobenious norm of the MCMC samples (blue line) and true value
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FIGURE C.18: Frobenious norm of the MCMC samples (blue line) and true value
(red line) of the parameter 2.

C.5.3 Size 200,200,3,2

Setup: I =] =200,Q=3 M =2.
We run the Gibbs sampler for N = 200 iterations and the outcome is plotted in the following
figures.
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FIGURE C.24: Frobenious norm of the MCMC samples (blue line) and true value
(red line) of the parameter ;.
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FIGURE C.25: Frobenious norm of the MCMC samples (blue line) and true value
(red line) of the parameter 2.

C.6 Additional Application’s Output

In this section we report some additional plots concerning the Gibbs sampler’s output for
the estimation of the hyper-parameters in the application described in Section 3.6.
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FIGURE C.26: Posterior distribution (left), MCMC output (middle) and autocorre-
lation function (right) of the global variance parameter 7.

0035 02 02 03 0B 04 00 40 M0 moon Jo0on

(X5 o 00 40 G0 soos 10000

01 . % S 5 . .
| ISR T
oaf |
35 ! 0s} H
02 l
ol - = ol 1
D1 o 6z 62 63 65 b4 o mwn doen am som 10000
nos - ; : : e
.
e
[T 0 by e L sl el | anl | T TTreee T LI A I )
0z
& o ] I )
1
01
ko 1 |
o o 1
w1 a.n oz nan T =y oo down

FIGURE C.27: Posterior distribution (left plots), MCMC output (middle plots) and
autocorrelation functions (right plots) of the level-specific variance parameters ¢.
Each row corresponds to a different valueofr =1,...,R.
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FIGURE C.28: Posterior mean of the variance each marginal of the tensor of co-
efficients, in state 1 (left) and state 2 (right). The cell (h,r) of each matrix, for
h=1,...,3andr =1,...,R, corresponds to the estimated variance f'(ﬁﬂf}h,r,l of

the marginal 'Ygl)'
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FIGURE C.29: Posterior distribution (left plot), MCMC output (middle plots) and
autocorrelation functions (right plots) of the local variance hyper-parameters A.
Regime 1 (blue) and regime 2 (orange).

FIGURE C.30: Posterior distribution (left plots), MCMC output (middle plots) and
autocorrelation functions (right plots) of the transition probabilities of the hidden
Markov chain &, in the order (fop to bottom): ¢11,812,C21,C2,2-

FIGURE C.31: Posterior distribution (left plots), MCMC output (middle plots) and
autocorrelation functions (right plots) of the common coefficient g; in the pooled
model. Regime 1 (blue) and regime 2 (orange).
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D.1 Functional PCA

In this section, denote f(-) = (f1(+),..., fr(-)) a sequence of T random functions f; : R" —
R and let V : R" x R" — R be the covariance operator defined as:

VN = [ oCyfy)dy, (D.1)

where the kernel v : R” x R"” — R, expressed as v(x,y), is the covariance function.

Functional principal component analysis (fPCA) is the infinite-dimensional analogue of
multivariate principal component analysis (PCA), from which it borrows the terminology
and interpretation (see (Ramsay and Silverman, 2005, ch.8) and Ferraty and Vieu (2006)). It
is possible to interpret fPCA as a truncated the Karhunen-Loéve decomposition (Karhunen
(1947), Loeve (1945)). The latter is used to represent a function f : R" — R via an infinite
linear combination of basis functions ¢;(-) with coefficients g; given by:

f(x) = iﬁ,@-(x). (D2)
L

In fPCA, the infinite sum is truncated by keeping only | components, thus reducing the
infinite-dimensional problem into a finite-dimensional one, given by (¢ j(-), B ]'), i=1,...,].
In fact, the purpose of fPCA is to find out the linear combination of principal component
functions (or factors) ¢(-) = (¢i(+),...,&j(-))" and principal component scores (or load-
ings) B = (B1,...,By)’, which best approximates a given function (or series of functions).
The factors represent the main modes of variability and the scores specify the weight of
each principal component function in the approximation of the observed function. Let
f = (fi(-),..., fr(+)) the set of functions approximating the series f = (fi(-),..., fr(-))".
Then each f;(-) is obtained as:

J
fi() = BiE(-) = ;ﬁt,jcjc)- (D.3)
=

For identification purposes, the principal component functions are often constrained to be
orthonormal, thatis ||;(-)|2=1,j=1,...,J and (Zx(-),&;(-)) =0, for k # j.

Different criteria are available for the choice of the number | of principal components
to take in the approximation® of eq. (D.7). We interpret the estimation of the factors as an
eigenproblem (see next paragraph) and, after having sorted the estimated eigenvalues in
decreasing order, we keep the first | eigenfunctions (corresponding to the factors) such that
the proportion of variability explained is above a threshold d. In the empirical analysis,

Notice that the number and shape of the factors necessary to approximate a function provide information about its
complexity.
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regardless of the criterion used, the value of | is generally very small, thus allowing to
interpret and use fPCA as a dimensionality reduction technique for the original series f(-).

There are several ways to estimate the principal component functions, according to the
interpretation of the problem (see Ramsay and Silverman (2005) and Ferraty and Vieu (2006)
for a review). By interpreting them as the eigenfunctions of the covariance operator of the
functions (f1(-), ..., fr(-)), we can estimate each pair (;, p;) of principal component func-
tion and score by solving the eigenproblem:

| Vg0 dx = pici(y) (D.4a)
(&), &) =1 (D.4b)

subject to the additional constraint (8 (-),§;(-)) =0, fork #j. Fort =1,...,T,j=1,...,],
the principal component scores, in the case of orthonormal eigenfunctions, satisfy:

Bi= [ Fil0E(x) dx= (A(),g( ). (D)

Following an alternative approach, each function ¢i(-) is obtained by solving the optimiza-
tion problem:

rr};ax — (/ fr(x)Cx(x )dx> (D.6a)
s.t. Hé‘k(x)Hz =1 (D.6b)

with the additional constraint that ({, ;) = 0, fork # j. Fort =1,...,T,j=1,...,], the
scores are obtained again from eq. (D.5). In both cases, the output is a sequence of est1mated

factors é‘( ) = (Cl( ), C]( ))" and scores B = (.31/ ) ,BT) with ,Bt = ([Stl, ) ,Bt]) for
t=1,...,T. Then, we obtam

()~ E)=BE(), fi()=BiE(). (D.7)

In the paper we follow the first interpretation and estimate the principal component func-
tions and scores by solving an eigenproblem. This poses the preliminary problem of estimat-
ing the covariance of the observed sample of functions f(-). The standard sample covariance
function estimator is given by:

1 T
7 L fi0fi(y). (D-8)
t=1

Alternative non-parametric estimators have been developed in the earlier contributions of
Hall et al. (2006), Li and Hsing (2010), Yao et al. (2005) and Staniswalis and Lee (1998).
In matrix notation, eq. (D.8) is written as v(x,y) = T~ 'f(-)f(-). By exploiting eqs. (D.8)
and (D.7) we get:

T''()f(-) = T'¢(-)B'BZ("). (D.9)

Therefore, the k-th principal component function &(-) and the score B, = (B4, .-, B, 1) =
((fe(-), &1()), .-, (fe (), &(+))), for t = 1,..., T, are obtained by solving the eigenproblem?:

VEk(-) = oxlr(+) (D.10)

2This can also be interpreted as a n-dimensional Fredholm integral equation of the second type, see Atkinson (2009),
Atkinson and Han (2005)
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under the constraints (Zx(-),{i(+)) = 0 for k # jand [|¢k(-)|[2 = 1. One way of solving
the eigenproblem requires to discretize the functions on a specified grid of points {x;}Y ,,
which permits to re-state eq. (D.10) as a finite-dimensional eigenproblem in matrix form.
Then, standard methods used in multivariate PCA are applied for obtaining the solution.
Alternatively, one may assume that both the original functions f;(-) and the eigenfunc-
tions §x(-) can be expressed as a finite linear combination of some chosen basis functions

P(-) = (P1(+),..., ¥x(-)), with different coefficients:

K K
fi(4) = I;dt,klpk(‘) =dip(), ()= k;aj,kal’k(-) =a (), (D.11)

fort =1,...,Tand j = 1,...,]. Given the choice of the basis functions, this reduces
the infinite-dimensional problem for ¢;(-) to a finite-dimensional one for the vector a; =

(aj1,...,ajk)". From egs. (D.1), (D.8) and (D.10) we obtain:

T '4(-)'D'DMa; = p;9(-) a (D.12)
T~'D'DMa;, = pja;, (D.13)

with D = (dy,...,dr) and M = ({x(-), 9;(+)) )k j, which is the identity matrix if the basis
functions form an orthonormal system.

As common practice in multivariate PCA, the estimated eigenvalues pj, p, . .. are then
sorted in decreasing order and the number | of principal component functions to take is
decided on the basis of the proportion of total variation explained | = arg minj{Zj 0j >d}.

D.2 Computations

In this section we provide the details of the computations needed in Section 4.3. We start by
recalling a result from Lyche and Morken (2008) stating some useful properties of B-spline
functions. A comprehensive discussion of spline functions and their properties can be found
in De Boor (2001) and Schumaker (2007).

D.2.1 Proof of Lemma 4.3.0.1

In the following we show the procedure for solving the constrained optimal smoothing
problem in eq. (4.23). Let A" = 1" ® A denote an extended knot sequence (see Section 4.2.1
for the notation). We define the difference /_\fky — /_\;C,;V as the difference between the first co-
ordinate, that is /_\Z}(y — Z;Cky = A¥ — /_\;‘ and Zzly — /_\,f]y = /_\ly — R]V. In this section, for ease
of notation we omit the bar and the superscripts and we implicitly refer to augmented knot
sequences, that is we use A; ; instead of Zz}y .

The integral constraint in eq. (4.23) yields:

bl b2 bl
/ / sm(u,v)dodu = / Sm(u,b2) — 8 (u,ap) du
aq ap

ay
= Syu+1(b1,02) — smt1(b1,a2) — spt1(a1, ba) + sp1(ag, az2)

= Smt1(Agr1,6+1) — Smr1(Agr1,0) = Smr1(Aogt1) +Smr1(Aop) =0
(D.14)

Starting from this result, we look for an equation allowing us to express the coefficient of a
bivariate spline of order k with those of a spline obtained after differentiating it with respect
to both arguments (that is, we look for an analogue of eq. (4.14)).
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Now, we should derive the implication that the previous solution has on the coefficients
c;,; of the spline s,,11(%,v) (e.g.: in the univariate case we end up with 0 = s,,,11(Ag11) —
Sm+1(Ao) = cg — c_py—1 thus implying c_,,_1 = cg)3.

By exploiting known properties of splines (see Lyche and Morken (2008)) we obtain:

0 = Sp41(Agr1,9+1) = Sk1(Ags1,0) = Smr1(Aog+1) + Sme1(Aoo) (D.15)
0=LLe |Bi(Agi1)Bj(Agi1) = BilAgi1)Bj(Ao) — Bi(Ao) Bj(Ag 1) + Bi(A0)Bj(Ao) |
(D.16)

By property (i) and (iii):
e fori = j = githolds:
Bg(Ag+1)Bg(Agt1) — Bg(Agi1)Bg(Ao) — Bg(Ao)Bg(Agi1) + Bg(Ao)Bg(Ao) =1, (D.17)
e fori =j= —m —1itholds:

B_m-1(Ag+1)B-m-1(Ag41) — B_m—1(Ag+1)B-m—1(Ao)
- B—m—l()\O)B—m—l()\g—i—l) + B—m—l(/\O)B—m—1<)‘0) =1, (D.18)

o fori,j ¢ {—m —1,g} the previous equation is always 0 since at least one of the terms
of each product is 0.

Therefore we obtain:

Sm+1(Agi1,g+1) = Smt+1(Ag+1,0) — Sm+1(Aog+1) +Sm+1(Aoo) =0, (D.19)
which implies:
Now, by applying sequentially the recursion linking spline function with its partial deriva-

tives and using a knot sequence (or an extended knot sequence) with equal number of knots
along both directions:

d d d d
g +1(u TJ) i Bm+2 Bm+2( )
dudo’™ dudvl_zm 1]_Zm . ij
d g Bm—‘rZ d < "Bm+2
~ do. _Z i () - @‘7_2_ Cijb; (u)
]_ m—1 i=—m—1
d 8
Y., B0 Z ciiBy (u) (D.21)
dU j=—m—1 i=—m
L m+1 d 3 m+2
= Y. B"*'(u) e ) ciiB]""(v) (D.22)
i=—m j=—m—1

— Z Z ”me+1 Bm+1( )

i=—m j=—m

3They obtain the result by using the properties of B-splines in Lyche and Morken (2008). Some bases are exactly 1,
others 0, reducing the spline function to the coefficient of the unique basis equal to 1.
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Since by definition:

Z Z bijBy"* (1) B (0), (D.23)

i=—mj=—m

by assuming b;; = c Y we get the equality:

d d
a%snﬂrl(u/v) = sm(u, ). (D.24)

It is now necessary to develop the above expression for the constraint on the coefficients
in order to find out the precise relationship between the ¢;; (coefficients of s, 1) and b;;
(coefficients of s,;). This is required in order to derive the solution of eq. (4.23) by minimizing
the first equation, thus solving an unconstrained optimization problem. First, recall that the
coefficients of a univariate spline are related to those of its first order derivative via the
relation:

d F—Ci_
—sm Zc B (u) =spm—1(u) &= i B (D.25)
Aitm — A
In the bivariate case, first define c: i for fixedjandi = —m,..., g, as:
Ci—1,
cl m+1 . (D.26)
i ( )/\z+m+1,] Az,]
Then, iterated application eq. (D.25) along each dimension gives, for j = —m, ..., g:
Cii — Cij1 m+1 c Ci—1 Ci,j—1 — Ci—1,j—1
bz] Cz]y_(m+1)/\,,l, 2 )L":)L"( )A'~ A : .l )]\.._)L.Z] . : )]\
i,j+m+1 7 /Yj Lj+m—+1 7 /Yi,j i+m+1,j = /Y,j i+m+1,j—1 = /M,j—1
_ (m+1)? Cij—Ci-1j  Cij-1—Ci-1j-1 (D.27)
Aijrmer = Aij \ Miemyrj — Aij Aigmrrj1—Aijo1 ) '

This implies that the matrix B has the following top-left (i.e. b_;;,—,;) and bottom-right (i.e.
be ¢) entries:

(m + 1)2 C—m—m —C-m-1,—m C-m-—m-1—"C-m-1,—m-1
by = 4 ’ — ’ 4 , D.28
A L = Acm—m \ Aem — A—m—m M1 — A, —m—1 (D-28)
m—+1)2 Coo — Co Coo]— Cor] o
bog = (m+1) 88 “Ce-lg _ Cgeg-17 Cg-lg-1 ) (D.29)
Aggtm+1 = Agg \ Agrmitg —Agg  Agmiig—1—Agg1

We need conditions for linking the (g +m +1) x (g +m + 1) coefficient matrix B = (b; ;); ; of
the spline function sy, (%, v) and the (g +m +2) x (g + m + 2) coefficient matrix C = (c;;); ;
of the spline function s,,;1(u#,v). In the univariate case they are two vectors whose lengths
differ by one, and the condition to be imposed consists in the equality of the first and last
entry of the coefficient vector of the spline with higher degree. In the bivariate case, instead,
2(g +m+ 1) + 1 constraints are required:

C—m—1,—m—1 ‘ Com—1,—m --- C-m—1,g¢

C,m/,m,1

C— (D.30)

)

Cg,—m—l
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From the previous computations, we obtain the constraint:
Cfmfllfmfl - _Cg,g . (D.31)

We need to incorporate this result obtained from the integral constraint. From eq. (D.27) we
have that*:

m+1)? 1 1
( ) (Ci,j - Ci—l,j) Y

b —
T Nty — Ay [/\i+(m+1),j — Aij

(cij—1— Ci—l,j—l)]

i+(m+1),j—1 — Aij-1
. ; i—1
=D}, [E](Ke.); — Bj; (Ke,j1)i] (D.32)

which, using the shorthand N = (¢ + m + 1) and letting {ey, ..., ex} be the canonical basis
of the space of N x N matrices, gives the following expression for the column vector b ;:

[N N
o i
b, = kzeke;(@@(D;{,kE{(,k) Kc,; — LZ eke,’(®(D§c,k E{(,k) Kc,; 1
L k=1 =1
D E
11511 o
D, .E (KC:,j)l
2252 Ke. :
_ . (Ke.j)2
oo (Ke. )N
I DN,NEN,N_
(N il |
D1,1E1,1 N (K )
] ]— C.i—
Dz,zEz,z K ] rt
( C:,]fl)z
— / . (D.33)
PR (Ke,j—1)n
i DN,NEN,N_

Forj= —m,...,q, we define the (¢ +m + 1) x (¢ + m + 1) diagonal matrix D’ by:

(m+1)? (m+1)* (m+1)*
Acmjimil = Aomj” Amitjomit —Aomir Agjimil — Agj

D/ = diag ( > . (D.34)

and, forj = —m —1,—m,..., g, we define the (g +m + 1) x (¢ + m + 1) diagonal matrix E/
by:

‘ 1 1 1
E/ = dia , Lo . (D.35)
° (Au “Aomj Agj T Aomiri Agrmer T Ag,j)

The matrix K coincides with the matrix representation of the linear operator L which per-
forms first differences L¢., 11 given by the (g +m +1) x (g +m +2):

-1 1

-1 1
O N (D.36)

-1 1

“We used the notation A;: j to mean the (j, j)-th entry of the diagonal matrix A’.
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Therefore, for j = —m, ..., g, the (g + m + 1) x 1 vector of first differences Kc. | is given by:

Com,j — Com—1,

Com+1,j = C—m,j

Kc,; = (D.37)

Cgj — Cg—1j

In order to rewrite eq. (D.32) in more compact form, we introduce the following N x (N +1)
matrices, which allow to select the first (or last, respectively) N columns from another one by
post-multiplication. Let {el, ..., e} be the canonical basis of the space of square matrices
of size N x N and define the N x (N + 1) matrix Py ,, = [e{‘], .. .,eﬁ_l,ON,e%, .. .,e%] with
m € {1,...,N + 1}, which, by pre-multiplying a vector of length (N + 1), selects all but the
m-th entry. The (N + 1) x N matrices S{ ,S! defined as follows, instead, when pre-multiplied

bya (N +1) x (N + 1) matrix A select the sub-matrix made with the first (last, respectively)
N columns and rows A:

.y Si =Py, = N . (D.38)
0 ... 0 1

S{ = PII\I,NH =

For example, if A = [Af|ay 1] = [a1|A!] then AS{ = Af and AS! = A’. Notice also that
the transposed versions, that is S{ = (S{ ) and S! = (S!)’, allow to select rows instead of

columns. It is now possible to rewrite eq. (D.32) as:
D "ME ™ D "mE "1
vec (B) = vec (SféSf) - vec (S{CS{)
DSES DSES1
— DEvec (sfc”:sf) — DFvec (s{ cs/ ) , (D.39)

where, letting {e_,...,es} be the canonical basis for the space of square matrices of size
(g+m+1)x (g+m+1), we defined:

g .

D= ) ee/®D size(g+m+1)?x (g+m+1)>
i=—m
g .

E= ) ee/®FE size(g+m+1)>x(g+m+1)
i=—m
g1 ,

F= )  ee/®E size(g+m+1)>x(g+m+1)?
i=—m—1

C= [KC;,_m|...|KC:,g+1} size (g+m+1+1)x (g+m+1+1),

and S!CS! (respectively, S{ CS{ ) select the bottom-right (respectively, top-left) square sub-
matrix of C of size (¢ +m + 1) x (g +m + 1), denoted (C)% ,, (respectively, (C)g*1

—m—1/*
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Now, we need to include in eq. (D.39) the information obtained in eq. (D.31) from the
integral constraint in eq. (4.23), that is:

C_m_l,_m_l — _Cg/g . (D.40)

To this end, notice that there is no possibility of defining a unique matrix K which is able
to give the desired result by a suitable choice of its entries (as opposed to the univariate
case). This is mainly due to the fact that in the linear system representation of C the terms
C_m-1,—m—1 and cg o are never in the same equation and the constraints on the other coeffi-
cients of K prevent to obtain the result. We propose to solve this issue as follows. Instead of
transforming the matrix C and then vectorize it, reverse the order, that is, vectorize C then
apply a suitable transformation. Then, define the ((¢ +m + 1+ 1)? — 1) x 1 vector:

¢ = Plgymiry12-1,1-vec(C), (D.41)

which corresponds to the vectorization of the matrix C without the element® Com—1,—m—1-
Consider the N x (N + 1) matrix Ly representing the first difference operator L:

Ly = . . (D.42)
-1 1

Since we are dealing with the vectorisation of a matrix, vec (C), we must keep in mind that
taking first differences of the whole vector implies taking differences also between the first
entry of a column and the last of the previous one, which is undesired. Therefore we need to
modify the structure of the difference operator matrix accordingly: we can do it by “shifting”
to the right the blocks of non-zero entries every N — 1 rows, where N is the number of rows
of the original matrix C. Moreover, taking into account the integral constraint® in eq. (D.31)
we get in top right corner 1 instead of 0 whereas the first column of the difference operator
matrix is removed. Consequently, we define K* to be the matrix with number of columns
equal to the size of & (that s, (¢ +m + 1+ 1)? — 1) and number of rows equal to the number of
entries of C minus a row (thatis, (¢ +m + 1)(g + m + 2)), which is lost by taking differences.
We obtain the (g +m +1)(g+m +2) x ((g +m +2)? — 1) block diagonal matrix:

Kll KlN
K*m
K* = K~ , (D.43)

K8

where each (g +m + 1) x (g + m +2) matrix K' = Loims1, fori = —m,..., g whereas KN
isa (g+m+1) x (g+ m+2) with all zeros but the top-right entry and the (¢ +m + 1) x

SWe remove from vec (C) all the entries equal to c_,,_1 1, thus obtaining a vector ¢* of length equal to the length
of vec (C) minus the number of occurrences of c_,,_1,— 1.

®The constraint here has the opposite sign as compared to the univariate case, but it is coherent. In fact, it stems from
the integral constraint and in the univariate case the integral is obtained by taking the difference between the value at the
extrema of integration, while in the bivariate case the values at the top-right and bottom-left corners are added while those
at the other two vertices of the rectangle are subtracted.
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(g + m + 1) square matrix K!! is given by:

K = -1 1 . (D.44)

For example, let Iy, Ic be the number of rows and columns in C, respectively. Then the size
of the matrix K* is (Ic(Ig — 1)) x (IcIg — 1).

By exploiting the previously defined diagonal matrices D/, E/, we define the following
(g +m+1)? x (g +m+1)% block diagonal matrices:

- o
8 ) D1
D= ) ee @D = ) , (D.45)
i=—m S
DS
- g
g ' Efmfl
E= ) eeQF = ) , (D.46)
i=—m B
ES
r E—m—l
8 , E "
F= ) eef@E = , . (D.47)
i=—m B
ES—1

Finally, we define T/, T’ to be two selection matrices of size (g +m +1)% x (g +m +1)(g +
m + 2) which select entries from a vector of length (¢ +m + 1) (g + m 4 2) by pre-multiplication:

1 0 ... 0 0 ... 01
T/ = : C, T = : : ) (D.48)
110 ... 0O 0 ... 0 1

Finally, define A = [ET/ — FT/]K*. We obtain the following equation relating the vectorized
matrices of spline coefficients B and C:

b = vec(B) = D [ETfK*" - FTZK*E] =D [ETf - FTZ} K*¢ = DAG, (D.49)

The next step consists in re-writing the objective function of the optimization problem (4.23)
using matrix notation. First of all, since the B-spline basis for the bivariate spline is the
product of two univariate B-splines, given a sample (z,u,v) = {z;, (4;,v;) }!_; we define the
modified version of the matrix C"*1(u) used in the univariate case as follows:

B’f#(ul)B’f#(m) ngJrl(ul)BT;;l(Ul) B?+1(u1)3?+1(01)

C"u,v) = : s ,
B" 1 (un)B" 5 (0n) ... BN (un)B™ 5 (00) ... BIF(u,)BE(0n)

(D.50)

whose size is n x (g +m + 1)? and generic entry CZ?H (u,v) = B}’:H (ui)B;.;1+1 (v;), with 1, ja
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obtained by inverting’ the linear indexing j = j; + (j» — 1)(g + m + 1). Each row is con-
structed by first fixing the index for the B-spline along the direction of v, that is B;?H_l(l)i),
then considering all the combinations with the B-spline along the direction of u, that is

BZ”H (u;). Then the index j is incremented and the process is iterated until the exhaustion
of the basis. Notice that each row of the matrix corresponds to the same observation point.
This construction is necessary to rewrite a bivariate spline function given the observation
points {(u;, v;) }'_; in matrix form, obtaining a vector of size n x 1:

sm(u,v) = C"(u,v)b. (D.51)

In order to write the matrix form of the integral of the squared derivative (of order £ < m —1)
of the bivariate spline function, start by defining the (¢ +m +1 —£)? x (¢ +m +1 — ()2
matrix of inner products of the B-spline basis functions of order m — ¢ as follows:

m+1—¢pm+1—/¢ m+1—¢pm+1—/¢ m+1—¢npm+1— £ m+1—fpm+1—4
<B m—+{ B —m+L 7 B —m-+l B —m—+L > <B B B —m+L B —m-+l >
Mm,€ = : ’
m+1—€pm+1—¢ pm+1—¢pnm+1—~¢ m+1—¢pm+1—¢ pm+l1—fpm+1—4
(Bl fpmilt, preltpmtl=ty - (pml-tpmil=( pmil-tpmii-()

(D.52)
where the generic entry is M, ¢ ; = <Bm+1 gBmH ¢ Ber1 EB”1+1 %), where iy, iy, j1, j, are
obtained, as for C?j“ (u,v), by inverting the hnear mdexmg i=ii+(—1)(g+m+1—1¢)
and j = j1+ (jo —1)(g +m + 1 — ¢). The inner product is defined in the usual way (see
Algorithm 5.22 in Schumaker (2007) for numerical computation) as:

m+1—¢ pm+1—/4 m+1—¢ pm+1—/4
(B 1-tppti=t, gttt

— Ao m+1—4 m+1—4 m+1-—{ m+1-—{
= B! (u) B; (v) B} (u) B (v) dudov >0. (D.53)
Ao JAg

Under the assumptions made in the text, that is (a1, b1) = (A0, Ag,¢), (a2,b2) = (Au0, Aug),
{1 = Uy =, ny = ny = n, the objective function in eq. (4.23) can be re-written as the sum of
two terms:

by by 2 ) 2
Jo(sm) = / / [s,(qfl’gz) (u, v)] dodu + « Z Z wjj (zlj sm (Ui, v])>
a I i=1j=1
A Ay 12 [ n n 2
8 / 8 S%/Z) (u,v)| dodu+a Z Z wij (Zl] Sm(u;, U])>
Ao - - i=1j=1
A Au 12
. / ¢ 1(15/() (uz U) dvdu +« Z Wi (zy ul/, (] ))2 (D.54)
Moo JAuo b - =
= ]} (Sm) + ][%(Sm) . (D.55)

The double sum has been reduced to a single sum under the hypothesis that the sample con-
sists of a value z; and a point (u;,v;). The third line has been obtained after vectorization.
The extrema of integration are the same as in the univariate case, but now it is necessary to

’The inversion is obtained by solving a linear system with two equations and two unknowns, jy, j», which has a unique
solution: j; =j— (jo—1)(g+m+1) and j, = |j/(g+m +1) |, where | x| denote the integer part of x.
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stress formally that when integrating with respect to v, the extrema of integration in princi-
ple may depend on u. The idea is nonetheless simple: the area of integration consists of the
points included in the square with vertices (Ao, Ao, Ag0, Ag,¢). Concerning the derivative,
by choosing ¢; = ¢, = ¢ = 2 we are performing second-order derivative, thus obtaining a
solution in the class of cubic spline functions.

Let Z = (z;j);j, W = (wjj);; be n x n matrices and z = vec (Z), w = vec (W) be their
vectorization. By exploiting eq. (D.51), the second component of eq. (D.55) can be written in
matrix form as:

22(b) = o (z - C’”“(u,v)B)’w (z — (g, v)B) . (D.56)

As for the first addendum, since the derivative of spline is another spline of lower degree, it
can be represented in matrix form. In particular, it is given by the product of the vectorised

coefficient matrix b and a vector of B-spline basis functions g(u, v) defined as:
g(u,v) = [B’f;’n‘lB’f;l (0),..., B?H (u)B™1(v),..., Bgerl (u)B?H (0)} : (D.57)
This allows to write:

A Au A Mg _(py _
T} (sm) qg/ g sit) (u 0)]> dvdu = gg/ ‘oY g(u,v)’g(u,v)b(@ dovdu
uO u,0

o0 Aoo

A Ay, —
[/ gg/ gguv v)dvdu] b
Ao

="M, 5" = J}(B), (D.58)

where the last line follows from the definition of the matrix M,, . We are left to find an ex-
plicit form for the vectorised coefficient matrix of the original spline of degree m, b, and that

of its (-th derivative, b'". Recall the previous manipulation of the integral constraint gave
a linear relation between b and &, with a restriction was accounted for in the construction
of the matrix K*. In the problem at hand there no constraints, therefore we use the matrix
K defined in eq. (D.36). Finally, notice that we can compute the ¢-th derivative of s,,(u, v)
by simply iterating ¢ times the procedure previous used for the first order derivative, with a
slight modification of the matrices involved. In fact, the size of the matrices need to shrink
at each derivation step (in fact, the degree of a spline determines the length of its coefficient
vector). Therefore, by indexing each matrix with a subscript corresponding to the order of
the derivative, we obtain for the /-th order derivative (similar to eq. (D.49)):

b b. (D.59)

—S,b = [H D, [EhTh . FhTﬁl] K,

All the definitions are provided below in eq. (D.60), (D.62), (D.63), (D.64), (D.65). Notice
however that they are just simple generalisations of the matrices used when we dealing with
the integral constraint: in fact in that case we were considering a first order derivative, while
here we are considering a /-th order derivative. The only significant difference consists in
the substitution of the matrix K with the difference operator matrix Kj, defined in eq. (D.62).
Let {e_,, 41, ..., e¢} be the canonical basis of the space of (¢ +m +1—h) x (§+m+1—h)

matrices, with 1 = 1,...,£. The block diagonal (g + m + 1 — h)? x (g + m + 1 — h)? matrix
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D, is given by:

—mth
D, "
g ' D*m+h+l
D, = 2 eieg ® D;q = i i p (D.60)
i=—m-+h ‘- .
Dh

whereeachblockD{l,forj =-m+h,...,gh=1,...Lisa(g+m+1—h)x(g+m+1—
h) diagonal matrix:

: 1—h)? 1—h)? 1—h)?

D]h:diag (m + ) , (m + ) PN (m + )
A mthjrmii—h — A mahj Amrnaljrmel—h — A mrhel,) Agitmi1—h — Agj

(D.61)

Notice that when ¢ = 1 and the original spline has degree m 4 1 we are back in the previous
case. As previously noted, in dealing with derivatives without constraints, the matrix K
can be substituted by the difference operator matrix defined in eq. (D.42). It has the same
structure and entries for each h = 1, .. ., {, but with different size. Since we are dealing with
the iterative vectorisation of a matrix, we must account that at each derivative the last row of
the original matrix is lost due to differentiation. This is reflected in a reduction of the number
of rows K, by a factor of N at each step, where N is the number of columns of the original
matrix. Finally, since differencing is performed iteratively, the vector to be differenced is the
outcome of the previous iteration, hence its length (which is equal to the number of columns
of Kj,) corresponds to the number of rows of Kj, plus hN. Summarizing, forh = 1,...,¢ we
define the (g+m+1)(¢+m+1—h) x (g+m+1)(g+ m+2— h) matrix:

-1 1
Ky = RPN : (D.62)
-1 1

Similarly, she selection matrices T{:, T;l, with i = 1,...,/, have the structure as T/, T, but
their size is (¢ +m + 1 —h)? x (g +m +1)(g +m + 1 — h). They are defined as follows:

1 0 ... 0 0 ... 0|1
fr£:: - : : T, = | : : - : (D.63)
1[0 ... 0 0 ...0 1

Finally, the matrices E and F are generalized to obtain the (g +m +1—h)? x (g+m+1—h)?
block diagonal matrices:

E "
g . E, "1
E,= ) e ®E= h : , (D.64)
i=—m+h B .
Eh
—m—1
E, "
8 , E "
Fh = 2 el-e; & E;;l = K ’ (D65)
i=—m+h - .
=
Eh
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WhereeaChE{l,withj: —m—1+h,...,g,h=1,...,0isthe (g+m+1—h)x (g+m+
1 — h) diagonal matrix:

L L ) L > . (D.66)

E = diag ..
h A=A g Aoj— A pmgnsr Agimi1-nj— Mg

To sum up, we can re-write the first addendum of the objective function of the optimization
problem in eq. (D.55) in compact form as follows:

1) ="' M, " =b'S/M,,,S/b. (D.67)

Putting together eq. (D.67) and (D.56) we obtain the following matrix representation of the
objective function of the optimisation problem in eq. (4.23):

Ji(b) = B/SZMm/gSgB +a (z - CmH(u,v)E) 'w <z - Cm“(u,v)B) : (D.68)

We can now exploit the linear relation obtained in eq. (D.49) by working out the integral con-
straint and substitute it in eq. (D.68). This transforms the constrained optimization problem
in eq. (4.23) into an unconstrained optimisation problem for €, with objective function:

/
Jo(®) = ¢A'D'S|M,, (S, DAE + & (z — (g, v)DAa) w (z — (g, v)DAa) .
(D.69)
The system of first order necessary conditions for an optimum is obtained from:

41
% — 2A'D'S)M,, ;S,DAE — 2aA'D'C" ! (u,v)' Wz

+ 20 A'D’'C" L (u, v)'WC" 1 (u,v)DAE = 0. (D.70)
Define the following variables for easing the notation:

N,.. = A'D'S)M,, ,S,DA,
H(u,v) = C""(u,v)DA.

Therefore, one gets:

H(u,v)' Wz
H(u,v)Wz. (D.71)

If the condition of the Rouché-Capelli theorem for the system to admit solution is satisfied
and the matrix [N, , + aH(u, v)’'WH(u, v)] has full rank, then the system has a unique
solution €¢*. By contrast, if the matrix is singular the problem admits an infinite number of
solutions which can be obtained by computing the Moore-Penrose pseudo-inverse (denoted
by t):

& = & [Ny + aH(u, v)’'WH(u,v)] " H(u,v)'Wz, (D.72)

with a slight abuse of notation. Among this set of solutions, we choose the one with smallest
norm. As a final step, we use eq. (D.49) and plug-in the optimal value of € for obtaining the

optimal value of the coefficients b

—

b" = DA% . (D.73)
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D.2.2 Eigenproblem

In the following we show the computations required for obtaining eq. (4.29). In this section,
differently from the previous ones, we explicitly denote all the arguments of a function for

making notation clearer. Thus, for example, we have that f;(-) = f;(-,-), where the first is
follows the notation of the previous sections, while the second is according to the notation
of this section. We use the standard estimator for the sample covariance (alternative non-
parametric estimators have been proposed by Hall et al. (2006), Li and Hsing (2010), Yao
et al. (2005) and Staniswalis and Lee (1998)), that is:

(lllmll 12/ m2 fo ll/ml fl’(ZZI mZ) (D74)
Then, the eigenproblem can be formulated as follows, for j = 1,2, .. .:

b1 b
/a /a U(~, °y lz, T’HQ)gj(lz, mz) dlz dWZQ = P]C](f ) . (D75)

In order to solve this problem, we choose to express the eigenfunctions as finite linear com-

binations of the same set of basis functions used for the functions f;(-,-), that is the basis
B-spline functions ¢(-,-) = (¢1(-,-), ..., Pk (-, -)) in eq. (4.26). Define the coefficient vectors
aj = (aj,lr' . .,a]-,K)’. To summarize, we have:

fi( ) = dig(-, }:dtkwk (D.76)
&) =ajp(,,) = Zaj,k¢k<-,->. (D.77)
k=1

By stacking all data together in f(-,-) = (fi(-,-),..., fr(-,-)) and D = (dy,...,dr), we
obtain:

We can thus rewrite eq. (D.75) in matrix notation:
T/ / )'D'DY(lo, ma)p(la, ma)'a; dladmy = pjtp(-,-)'a (D.79)
b
T‘/’('r')lD/D [/a /a P(lp, mp)p(lp, mp) dlydmy | aj = pjp(-,-) aj, (D.80)

then define the matrix of inner products:

— (1) () o (o) ()
M= [ [ i ma)p(la,mo) dlly dm; = s :
o () () o () ()
(D.81)

b
Wi = [ [ wmgm) aram, (D82)

thus obtaining:
T_lD/DMa]' = pja;. (D.83)



D.3. Additional plots 189

In order to obtain a positive semi-definite matrix, we apply the linear transformation u; =

M/ Zaj, where A!/2 is the principal square root of the positive definite matrix A. Then,
re-write the previous equation as an eigenproblem for u; as follows:

T'MY?D'DM"?u; = pju;, (D.84)

which is a standard multivariate eigenproblem for the matrix T~!M'/2D'DM!/2. The num-
ber of components to take, ], is determined by the fraction of variability explained: we sort
the estimated eigenvalues ,5]', forj =1,2,...,in decreasing order. Then, we fix a threshold d
and retain all the pairs of eigenvalues and eigenvectors until the corresponding cumulated
proportion of explained variability reaches, thatis | = arg min].{zj pj >d}.

D.3 Additional plots

FIGURE D.1: First differenced series of S&P500 (left) and NASDAQ (right).

[ ] 2] T ] 1) [ 1 24 E 10

FIGURE D.2: Estimated time series (solid, blue) and forecast (solid, red) with 95% confidence intervals
(dashed, black) of each entry of the vector of fPCA scores {B, }+from j = 1 (top left) to j = | (bottom).

D.4 Bandwidth selection

In this section we present the estimation results under a different specification of the band-
width parameter m. We defined two equally spaced discrete grids, M/ between 0.01 and
0.1 and M7 between 0.01 and 0.3, and for each grid we specify a length of n = 6 or n = 12
points. Therefore, we have in total four different cases MO, MIZMS, M%Z. We estimated
the copula pdf in each period t = 1,..., T for each value of m in each grid and, then we
compute the optimal bandwidth based on least squares cross validation method (LSCV).
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FIGURE D.3: 3D density plot of time series of bivariate copula pdfs, approximated via fPCA, for each year t = 1,..., T, starting from ¢ = 1 in the
top-left panel.
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The least squares cross validation criterion (see Silverman (1986), Wand and Jones (1994))
to be minimized is given by:

LSCV(m) = [ Fuly)dy = 2 Y- For +(x) (D85
m) = fm y)dy Ni:1fm;—1 Xi), .
where
~ 1 N
fm—i(x) = N_1 ;Km(x -y (D.86)
j#i

is the leave-one-out estimate of the pdf. By minimizing the LSCV (m) criterion for each
period, we obtain T = 38 bandwidths. Finally, we choose their mean as the value of m to be
used in the application (the results are similar for all the four grids).

We checked also the results of the procedure for m = 0.05 and Figs. D.4-D.10 report the
corresponding outcome. We considered also cases for values higher values of the bandwidth

above 0.05, by using m = 0.07 and m = 0.11. The results highlighted that such choices lead
to clear oversmoothing, thus we not report here the plots.
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FIGURE D.6: Estimated time series (solid, blue) and forecast (solid, red) with 95% confidence intervals
(dashed, black) of each entry of the vector of fPCA scores { B, }+,from j = 1 (top left) to j = 4 (bottom).
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FIGURE D.4: 3D density plot of time series of bivariate copula pdfs, approximated via fPCA, for each year t = 1,..., T, starting from ¢ = 1 in the
top-left panel.
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FIGURE D.7: Contour plots (first and third row) and the corresponding 3D density plot (second

and fourth row) of the forecasted bivariate copula pdfs, approximated via fPCA, for each horizon

h =1,...,5 (first and second rows) and h = 6,...,10 (third and fourth rows), starting from the
top-left panel.

FIGURE D.8: Upper (left) and lower (right) tail dependence coefficients of the bi-
variate time series (x¢,y;), for t = 1,...,38 (x-axis). Each curve corresponds to a
different threshold u = 0.01,0.02,...,0.20.

0.7 = 1
By ]
0.4 b Ha,.!' 0.9+ J‘y’:
+ \f 0.8 - Sl
a :&! 'v -8 "I * ;’ »nll
Faf 4 0.7 1 |'\ i
st} A TV M A
ﬂ?"lll'; y nﬁrrl'w? *%‘l'll'n' I|?|;I¥
| g \
IIII |||*ll Tl_r_rl 0.5 'g‘ *-JP‘ ||||II
L l { ,'{”'I." 0.4
>
01 0.3
0 20) 30 10 20 30

FIGURE D.9: Upper (left) and lower (right) tail dependence coefficients of the bi-
variate time series (x¢,y;), for t =1,...,38 (x-axis), threshold u = 0.10.
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FIGURE D.10: Upper (left) and lower (right) tail dependence coefficients of the
forecasted bivariate copula pdf crp(-), for h = 1,...,10 (x-axis), threshold u =
0.10.
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