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Statistical Inference for the Expected Utility Portfolio
in High Dimensions

Taras Bodnar*“, Solomiia Dmytriv

Abstract—In this paper, using the shrinkage-based approach for
portfolio weights and modern results from random matrix theory
we construct an effective procedure for testing the efficiency of the
expected utility (EU) portfolio and discuss the asymptotic behavior
of the proposed test statistic under the high-dimensional asymptotic
regime, namely when the number of assets p increases at the same
rate as the sample size n such that their ratio p/n approaches a
positive constant ¢ € (0, 1) as n — oco. We provide an extensive
simulation study where the power function and receiver operating
characteristic curves of the test are analyzed. In the empirical study,
the methodology is applied to the returns of S&P 500 constituents.

Index Terms—Finance, portfolio analysis, mean-variance
optimal portfolio, statistical test, shrinkage estimator, random
matrix theory.

I. INTRODUCTION

OLLOWING the mean-variance approach of [1], which is
F considered to be one of the most popular portfolio choice
strategies, the weights of an optimal portfolio are obtained by the
mean-variance tradeoff aiming to minimize the portfolio vari-
ance while maximizing the portfolio return. This set of optimal
portfolios determines the efficient frontier in the mean-variance
space. The Markowitz approach formalizes the advantages of
portfolio diversification and has become a benchmark for both
researchers and practitioners in portfolio management.
Markowitz optimal portfolios, also known as mean-variance
optimal portfolios, can also be obtained as solutions of other op-
timization problems (e.g., [2]), like by maximizing the expected
quadratic utility function (see, [3]) expressed as

wp — %W’Ew — maz subjectto w'l, =1, (1)
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where w = (w1, ..., wp)’ is the vector of portfolio weights, 1,
is the p-dimensional vector of ones, ¢ and 3 are the mean vector
and the covariance matrix of the random vector of asset returns
x = (21,...,xp)". The quantity v > 0 measures the investors
attitude towards risk. If v = oo, then the investor is fully risk
averse and determines the investment strategy by minimizing the
portfolio variance without paying attention to the expected port-
folio return, i.e., she constructs the so-called global minimum
variance (GMYV) portfolio. Under the assumption that the asset
returns are normally distributed, the problem of maximization
the mean-variance objective function (1) is equivalent to the
maximization of the expected exponential utility, which implies
constant absolute risk aversion (CARA). In this case, v is equal
to the investors absolute risk aversion coefficient (see, e.g., [3]).
We denote the solution of (1) by wry and it is given by

271117 1
WEU = =7 7 Qu, (2)
1% 1,
where
pIRE W% LS Yl
Q=" "— 21— 3)
1,3 1,

The case of fully risk averse investor, i.e., v = o0, leads to the
weights of the GMV portfolio expressed as

>'1,

T~ 4
1y,

wWaMmv =

The derived formulas of optimal portfolio weights (2) and (4)
cannot directly be used in practice, since they both depend on
unknown parameters of the data generating process. The mean
vector p and the covariance matrix X are not observable in
practice and have to be estimated by using historical data for
asset returns. This, however, introduces further sources of risk
into the investment process, namely the estimation risk which
has been ignored for a long time in finance.

The most commonly used approach to estimate the weights of
optimal portfolios is based on simple replacing the unknown first
two moments of the asset returns by their sample counterparts.
As a result, we obtain a “plug-in” estimator for the optimal
portfolio weights also known as its sample estimator, which is
a traditional way to construct a portfolio in practice. Assuming
that the asset returns are independent and normally distributed
[4] obtain the asymptotic distribution of the sample estimator
of the EU portfolio weights, while the corresponding exact
distributional results can be found in [5]. Further theoretical and
practically relevant findings related to the characterization of
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the distribution of the sample estimator of the optimal portfolio
weights and their characteristics can be found in [6], [7], [8],
[9], among others.

The use of the “plug-in” estimators in practice has been widely
criticized in statistical and financial literature. One of the main
drawbacks of the sample estimators is the investor overoptimism
about the optimality of the constructed portfolio. Several studies
(see, e.g., [10], [11], [12]) show with theoretical and empirical
arguments that the plug-in estimator of the efficient frontier
overestimates the location of the true efficient frontier in the
mean-variance space. This leads to too optimistic trading
strategies which perform in practice typically much worse than
expected.

In recent years, other types of estimators for the optimal
portfolio weights have been introduced in the literature. Some
estimators attempt to improve the estimators for the parameters
of the asset returns. Relying on the idea of [13] we can use a
shrinkage estimator for the mean vector and for the covariance
matrix or its inverse (see, e.g., [14] and [15]). Alternatively, one
can apply the shrinkage method directly to portfolio weights as
suggested by [16], [17], [18], etc. The goal of the approach is to
reduce the estimation uncertainty and to decrease the variance
in the estimated portfolio weights.

The problem of assessing the estimation risk, when an optimal
portfolio is constructed, becomes very challenging from the
high-dimensional perspectives, i.e., when both the number of
included assets p and the sample size n tend to infinity simulta-
neously such that p/n tends to the concentration ratio ¢ > 0 as
n — oo (see, [19], [20]). Under the classical asymptotic regime,
when the number of assets p is fixed and substantially smaller
then the sample size n, the traditional “plug-in” estimator of
optimal portfolio weights is consistent (see, [4], [S5]). On the
other hand, the sample estimators of the mean vector and of
the covariance matrix are not longer feasible under the high-
dimensional asymptotics ([21], [20], [22]), which has a negative
impact on the performance of the asset allocation strategy.
Moreover, the inverse covariance matrix does not exist anymore
for ¢ > 1 and the optimal portfolios cannot be constructed in a
traditional way.

The high-dimensional treatment of the portfolio problem is
not only of theoretical interest, but also of great importance in
practice. Nowadays, the technological advances and the avail-
ability of financial information make the whole universe of
assets easily accessible for private and institutional investors
(see, [23]). As aresult, the investors have a possibility to allocate
their wealth into thousands of stocks around the world. However,
the sample size of asset returns at selected frequency cannot
be enlarged without increasing the time span of the collected
data. Typically, one restricts the estimation period to a few
years to mitigate the impact of time-varying characteristics of
the asset returns. This leads to portfolios consisting of hun-
dreds of assets estimated over a relatively short period of time.
Therefore, new results on constructing optimal portfolios in this
high-dimensional setting are in great demand. Similarly as in
the low-dimensional case, the first line of the research deals
with deriving improved estimators for the mean vector and the
covariance matrix of asset returns. These are used to obtain

improved plug-in estimators of the optimal portfolio weights
(see, [24], [25]). The second possibility is to improve the es-
timators of the optimal portfolio weights directly. This can be
achieved by taking their functional dependence on the mean
vector and of covariance matrix into account. Following this
approach [26] suggest the optimal shrinkage estimator for the
GMV portfolio weights, while [27] propose the optimal shrink-
age estimator for the EU portfolio weights. Both estimators are
derived by using recent results in random matrix theory and
appear to be feasible even in the case of ¢ > 1. Other optimal
portfolio choice strategies under the high-dimensional regime
were established by [28], [29], [9].

It is important to note that the statistical methods devel-
oped for estimating optimal portfolio weights can be linked
to the classical methods used in statistical signal processing.
For example, the Capon or minimum variance spatial filter is
equivalent to the GMV portfolio in signal processing literature
(see, [30] and [31]). The estimation risk of the high-dimensional
minimum variance beamformer is studied in [28] and [32], while
its constrained versions are discussed in [33]. Moreover, [34]
discuss the finite-sample size effect on minimum variance filter
and [35] present an improved calibration of the precision matrix.
Further literature on the applications of random matrix theory
to signal processing and portfolio optimization can be found in
[36] and references therein.

We contribute to the recent literature in portfolio theory and
signal processing theory by developing new statistical tests on
the weights of the EU portfolio in a high-dimensional setting.
From practical point of view an investor will have an opportunity
to test if the current large portfolio coincides with a prespecified
benchmark portfolio or there are significant deviations. From
the theoretical perspective we contribute by deriving confidence
intervals and test theory for expressions including functions of
both the mean vector and the covariance matrix. This directly
extends the existent results on testing the structure of the covari-
ance matrix in high-dimensional settings (see, e.g., [37], [38],
[39]). The new approach is based on the shrinkage estimator
of the EU portfolio weights and extends the one derived for
the weights of the GMV portfolio in [40] by taking the uncer-
tainty about the estimated mean vector into account when the
high-dimensional asymptotic distribution of the test statistic is
derived. One of the main advantages of the approach is that the
whole high-dimensional vector of portfolio weights can be tested
in a single step. Moreover, the investor can make a decision about
the efficiency of the holding portfolio based on the result of the
testing procedure.

The rest of paper is organized as follows. In Section II, we
describe the existent approaches in testing the finite number
of the EU portfolio weights in both low and high dimensions.
New test based on the shrinkage approach is suggested in Sec-
tion III. Here, the asymptotic distribution of the test statistic
is derived under both the null and the alternative hypotheses
under high-dimensional settings. In Section IV-A, we com-
pare the new test with the existent approaches in terms of
size and power properties, while an empirical illustration is
provided in Section IV-B. Concluding remarks are presented
in Section V.



II. SAMPLE ESTIMATOR OF THE EU PORTFOLIO AND
TEST THEORY

We consider a financial market consisting of p risky assets. Let
x; denote the p-dimensional vector of the returns on risky assets
at time ¢. Suppose that F(x;) = p and Cov(x;) = X where
3 is assumed to be positive definite. Let x;,%2,...,x, be a
sample of asset return vectors consisting of their n independent
realizations and let X,, = (x1,X2,...,X,) stand for the p x
n data matrix. Throughout the paper we assume that the asset
returns are independent and identically normally distributed, i.e.,
x; ~Np(p,2),i=1,...,n.

The sample estimators of p and 3 are given by

1
n—1

D (x5~ Rn) (x5 — %)

j=1
(&)
Replacing @ and ¥ in (2) by their sample estimators from (5),
we obtain the sample estimator of the EU portfolio weights
expressed as

1 — .
_n:— - d Z’I‘L:
X n;xj an
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1,311,
where
L 11,1300
Q=3 - (6)
1,311,

In [4], Y. Okhrin and W. Schmid derive the analytical expres-
sion for the expectation and the covariance matrix of W, and
obtain its asymptotic distribution assuming that the portfolio
size is considerably smaller than the sample size. These results
are extended in [5] who derive the finite-sample distribution of
the estimated EU portfolio weights and use these results in the
derivation of an asymptotic test on the weights which we present
in the next subsection.

A. Tests Based on Mahalanobis Distance

At each time point an investor has to decide whether the
holding portfolio is efficient or it has to be adjusted (see, [41],
[5]). This problem can be presented as a special case of the
general linear hypotheses formulated for the portfolio weights.
Let L denote the k£ x p dimensional matrix of constants with
k < p—1 and let r be the k-dimensional vector of constants.
[5] consider the following hypotheses for linear combinations
of the EU portfolio weights

Hy:Lwgy =r against H, :Lwgy 75 r, (7)

Ifone sets L = [I, Oy ,—x]in (7) where I}, is the k-dimensional
identity matrix and Oy, ,,_ is the k x (p — k) matrix with zeros,
then the null hypothesis states that the first k weights in w g7 are
equal to the corresponding components defined by r. It also has
to be noted that the whole structure of the EU portfolio cannot
be tested by using (7) because of the restriction imposed on the
number of linear combinations which should be smaller than p —
1. Thus, the test on the whole vector of the EU portfolio weights

should be performed by testing at least two null hypotheses of the
form (7) by selecting matrices L in each of the null hypotheses
such that all elements in w g are tested. This leads to a multiple
testing problem also discussed below.

In order to test (7) for a given matrix L and a vector r, [5]
suggest the following test statistic:

, LQ,LI/

)_({IL Q?’L)_(’YL

LQ,L
1,311,

TL—(n—p+1)(v§/L—r)/(

—1
+772(LQ, L'X, Q. %, — LQnini'nQnL')> (WL, — 1),
(8)

where
LY 1
w1 =Ly = 9t
1,311,
In [5], T. Bodnar and W. Schmid show that the test statistic
Ty, is asymptotically non-central y2-distributed with k degrees
of freedom and the non-centrality parameter

+77LQ, R, )

r=n(wyL—r)

LQL 1LQL 1 )
x - + —(LQL'Y/'Q
(1;,211,, v 1 Qu W2( psp

-1

- LQNM’QL’)) (w, — 1) (10)

with
Lz 11
=L == P 4 11
wr = Lwgy s, +77LQp, (1D

when both p and k are relatively small with respect to the sample
size n. As a special case, we obtain the asymptotic distribution

of T, under the null hypothesis in (7) given by 71, 4 X3 where

the symbol 4 denotes the convergence in distribution.

Since the asymptotic distribution of the test statistic 71, is
obtained under classical asymptotic regime, this test, in general,
is not applicable when the portfolio size is comparable to the
sample size. We illustrate this point in Figure 1. Here we plot
the kernel density estimator (KDE) of the distribution of the
test statistic 71, under the null hypothesis together with the
asymptotic x2-distribution (green and red curves, respectively).
For this purpose we generate samples from a multivariate normal
distribution with mean vector and covariance matrix as specified
in the numerical study of Section IV-A. The vector r consists of
the first £ components of the true EU portfolio weights and we
set L = [I}, O k). For each sample we compute the value
of the test statistic 71, and then plot the KDE. To robustify
the conclusions we set v = 5, p = 300, ¢,, = p/n € {0.3,0.8}
and k € {10,30,100}. We observe that already for k& = 10 the
difference between the KDE and the asymptotic distribution is
very large and this evidence becomes stronger if k increases.
For k£ =100 the KDE shifts strongly to the right and is not
shown to retain the same scaling on the x-axis. Table I gives
the realized sizes (estimated probabilities of type I error) of
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Fig. 1. The high-dimensional asymptotic x 2 approximation of the densities of
Tt and Ty, together with their kernel density estimators for v = 5, p = 300,
cn =p/n € {0.3,0.8} and k € {10, 30,100}.

TABLE I
EMPIRICAL SIZES OF THE TESTS BASED ON 7§, AND 71,.. USING 104
INDEPENDENT REPLICATIONS

c=0.3
k=10 k=30 k=100
Ty, 0.526 0.890 1
Tu;e 0.059 0.071 0.172
c=0.8
k=10 k=30 k=100
T 0.216 0.762 1
Tt.c 0.069 0.105 0.220

the considered test based on the 10* independent replications
and with the nominal level o« = 0.05. For different values of
k € {10,30, 100}, it can be seen that T, is highly inconsistent
and has a much higher size than the nominal value o. We
conclude that the test is highly unreliable if we wish to test
many or all weights simultaneously.

B. Improvement of the Test Based on Mahalanobis Distance
for Large-Dimensional Portfolios

In [42], T. Bodnar et al. show that the sample estimator
of the EU portfolio weights is not consistent under the high-
dimensional asymptotic regime, i.e., when p/n — ¢ € [0,1)
as n — oo. Moreover, they derive a consistent estimator for

the elements of wy and use these findings to construct a
high-dimensional asymptotic test on the finite number of linear
combinations of the EU portfolio weights.

Let Lbeak x pmatrix of constants as defined in Section II-A
and let

X . L3 1 A
waemviL = LWamy = ,Aidz)» § =% QnXy,
13,01,
LQ.x,
and 7y, = _/Qix_” (12)
XnQan

Assuming that k is finite, i.e., considerably smaller than both p
and n, [42] prove that

~ a.s. A A a.s.
womvih — Lwany, Se=(1—cp)s—cp =5 (13)
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for ¢, = p/n — c € 0,1) as n — oo with

LQu
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s=p'Qu and 7ny = (14)
The symbol “3" denotes the almost surely convergence.

Using (13), [42] propose a high-dimensional asymptotic test
on the hypotheses (7) with the test statistic given by

Tie = (n—p) (Wee — 1) QL (WrLe — 1), (15)

where

WLie = Womvie +7 " Sefin.e (16)
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are the consistent and the sample estimators of the variance of
the GMV portfolio (4), that is (see, e.g., [26, p.387])

1

V. 3 Vamy = o
¢ 1,311,

fore, =p/n —ce0,1)asn — oc.

The application of the results of Theorem 4.4 in [42] leads
to the high-dimensional asymptotic distribution of 71,.. under
both hypotheses in (7). Namely, it holds that the asymptotic
distribution of 77,.. under H; is a non-central x2-distribution



with k degrees of freedom and non-centrality parameter given
by

Ae = (n—p)(wr — I')IQE}C(WL —r), (19)

1_
Q.. = <(s " EJr(s + c)’yl> 14 VGMV> (1-— C)LQLT
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2(1 —e)c*(s+c¢) _SQ}nLTI,L' 20)

Moreover, T1,.. 4, X3 under H.

In Figure 1, we present the KDE of the distribution of 7f,;.
(blue curve) and compare it to its high-dimensional asymptotic
distribution (red curve). The kernel density estimator as well
as the realized sizes of the test are obtained under the same
simulation setup as one used at the end of Section II-A. The
approximation works well and much better than in the case of
Ty, for smaller values of k, but discrepancy becomes large if
k increases. The same conclusion can be drawn from Table 1.
Here the method proposed by [42] has a much better realized
size which still increases dramatically with growing k.

III. TEST BASED ON THE SHRINKAGE APPROACH

Both tests based on the Mahalanobis distance are designed
to test a finite number of linear restrictions imposed on the EU
portfolio weights. Although the high-dimensional test shows a
considerable improvement in terms of the size (see, Figures 1
and Table 1), this test, similarly to the test based on the statis-
tic T1,, cannot be applied to test the structure of the whole
EU portfolio. In practice, one has to fix the number k of the
EU portfolio weights (or their linear restrictions) and apply
the test T1,.. several times in order to cover the whole vector
wgy. This approach is a single-step multiple test (see, [43])
with the number of marginal hypotheses to be tested equal to
[p/k] + 1. Since the dependence structure between the marginal
tests is very complicated, one has to monitor the overall type
I error rate by using the so-called Bonferroni correction (see,
[43]). This would worse the power properties of each indi-
vidual test, especially when the number of tests is relatively
large.

As a solution to this challenging problem, we suggest a new
approach for testing the structure of the EU portfolio by a single
test. The new procedure is based on the shrinkage estimator of
the EU portfolio weights as suggested by [27] and extend our
previous results obtained for the GMV portfolio in [40], which
is a very special case of the EU portfolio. In contrast to the EU
portfolio, the weights of the GMV portfolio do not depend on
the mean vector. As a result, the derivation of the test for the
EU portfolio becomes a very challenging task and completely
new results in random matrix theory have to be derived to
handle it.

A. Optimal Shrinkage Estimator of the EU Portfolio Weights

The shrinkage estimator for the EU portfolio weights is a
convex combination of the sample estimator and a fixed well
behaved target portfolio b € R” with bounded expected return
and variance, i.e., R, = b’ < coand V, = b’ 'b < oo uni-
formly in p. Thus, the shrinkage estimator is expressed as

Wase = anWey + (1 —a,)b with b1, =1, (21)

where o, is the shrinkage intensity. One of the main ideas behind
the shrinkage estimator (21) is to reduce the large variability
present in the sample estimator W g7 by shrinking it to a vector of
constants. This approach might introduce a bias in the estimator,
but on the other side it reduces the variability of the sample
estimator considerably.

In [27], T. Bodnar, Y. Okhrin, and N. Parolya determine the
optimal shrinkage intensity «, as the solution of the maximiza-
tion problem based on the mean-variance objective function. It
is given by

o Gy b) (=1 Sh) o

" (Wgy —b)E(Wgy —b)’

Since the expression of o}, depends on both the population mean
vector and covariance matrix and on their sample counterparts,
it cannot directly be applied applied in practice. As such,
[27] propose a two-stage procedure. First, the deterministic
quantity o* which is asymptotically equivalent to o), is found.
Second, it is consistently estimated under the high-dimensional
asymptotic regime.

It holds that (see, [27, Theorem 2.1])

o =

-1

77t ((RGMV - Ry) (14+15) +~ (Vs — VGMV)+%8)

Youv _ 9 (VG]WV‘F%(RZ; — RG]\/IV)) +~72 ((ffccjs +Vy
(23)

(e}

1.3 'n
where RG’]\/[V = ].,1027,
P

T, is the expected return of the GMV
portfolio. Following [27] we assume throughout the paper that
uniformly in p the quadratic form 1’3711, is bounded away
from zero and /X' is bounded from above by some pos-
itive constant. These conditions guarantee among others the
boundedness of Rg v, Vaary and s as p — oo, thus, keeping
the limiting expressions coming further well defined asymp-
totically. Consistent estimators for the variance of the GMV
portfolio Vgasv and for the slope parameter of the efficient
frontier s are given in (18) and (13), respectively. [27] show
that the sample estimators of Rgasv, Ry, and Vj, are consistent,
that is

1)_<n

13

!

P a.s
a1 Remv,
1,311,

Rauv =

. a.s (24)
Ry =b'x, = Ry,

Vi, =b'S,b %5V,

forp/n — c€[0,1)as n — .



Hence, a consistent estimator for o* is constructed as

1 ((RGMV - Ry) (1+1%Cn) (U — VC)"‘%&)
1Y2n -2 (Vfr%(}%b — RGMV)) -2 ((icjij)LB)JrV;
(25)

while the bona fide shrinkage estimator for the weights of the
EU portfolio is expressed as

WBrasE = G.Wgy + (1 — &;)b. (26)

Next, we prove that & is asymptotically normally distributed.
This result will then be used to derive a test for the structure of

the EU portfolio in Section III-B. Let o* = % and &) = g".
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R S (g
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B
(28)

where the symbol op(1) denotes a sequence which tends al-
most surely to zero. In Theorem 1, we derive the asymptotic
distribution of t.

Theorem 1: Let xy,...,x, be independent and identically
distributed with x; ~ N, (p, X) fori = 1,...,n with 3 posi-
tive definite. Then it holds that

forp/n — ¢ € [0,1) as n — oo where Q,, is given in Eq. (30).
Since

Bo%B for L 5ecel0,1) as n— oo,
n

the application of Slutsky’s lemma (c.f., [44, Theorem 1.5]) leads
to the asymptotic distribution of &, as given in Theorem 2.

Theorem 2: Under the assumptions of Theorem 1, it holds
that

Va(as —a’) % N0, Ca), 31)
for p/n — ¢ € [0,1) as n — oo where
1
Cy = ﬁd'ﬂad. (32)

Finally, using (13), (18), and (24) a consistent estimator for
C, is given by

A 1 -
Co = =—d'Qqued, (33)
B2 '

n
where Qa;c is a consistent estimator for €2, expressed as Eq.
(34) shown at the bottom of this page.

Remark 1: In the case of the investor who invests into the
GMV portfolio (7 = o), the formulas (23) and (25) simplify to

of = (1—=c)(Vo — Vemv)
Vemuv + (1 =)V — Vamv)

and

o (=0T

C Vet (-0 Vo)
Moreover, the application of Theorem 1 leads to
2(1 —e)A(Ly + 1)
(- 0Ly + 0

V(& — ) = N (0, (2 - ¢)Ly + c))

(35)
for p/n —c€ (0,1) as n — oo with L, = V,/Vauy — 1,
which coincides with the results obtained in Theorem 2 of [40].
B. Test Based on a Shrinkage Estimator

We use the properties of the shrinkage intensity o and of

Vvnt A N5(0,9,) (29) 1its consistent estimator & to derive an asymptotic test on the
VG%(;JFD 0 0 Vamv —2Vamv (Ry — Ramv)
0 2 Yoy 0 0 W2,
Q. = 0 0 otV 3R, — Raav)  —2(Ry — Romv)’ (30)
Vamv 0 2(Ry — Ramv) Vo 0
—2Vamv(Ry — Remv) 2VEyy  —2(Ry — Ramv)? 0 2V)?
% 0 0 V. —2V.(Ry — Remv)
0 9 Ve 0 0 212
Qe = 0 0 2WerDre  9R Royny)  —2(Ry — Reoav)? (34)
o V. A 9 2(RAb - RAGJWV) 13 Q
—2V.(Ry — Ramv)  2V2 —2(Ry, — Raumv)? 0 2Vb2



structure of the EU portfolio. The testing hypotheses are given
by

Hy:wgy =wqg against Hj:wgy # wo, (36)

which, in contrast to the hypotheses considered in Section II,
allow to test the structure of the whole vector of the EU port-
folio weights by using a single test avoiding the problem of
multiplicity.

Following [40], the idea behind a statistical test based on the
shrinkage approach is the usage of wy as a fixed target portfolio,
i.e., toset b = wy in (21). Since wy is the EU optimal portfolio
under the null hypothesis in (36), its expected return and variance
should satisfy

Ry, = Ramv + ’)/718 and Vi, = Vouv + ’}725. 37
As a result, the numerator in (23) becomes
A1
A(wo) = (Ramv — Ry) (’Y_l + 1—c>
v %s
+ Ve = Vamv) + 1o
—c
1 -2
= =y s (1+—— ) 4y %+ L —s5=0,
1—c 1—c
(38)
proving that
o =0 under Hj. (39)

Hence, for testing (36), one can derive a test on the hypotheses

Hy:a*(wp) =0 against Hy:a'(wo) #0, (40)

where the notation a*(wyg) denotes the optimal shrinkage in-
tensity as in (23) computed with target portfolio w. It has to
be noted that the hypotheses (36) and (40) are not equivalent.
Namely, it is shown in (38) that the null hypothesis in (36)
implies (40), but the implication in the other direction is not
obviously true. Nevertheless, if either the mean or the variance
of the target portfolio coincide with those of the EU portfolio
then the hypotheses (36) and (40) are equivalent. Moreover, the
rejection of the null hypothesis in (40) ensures the rejection of
the null hypothesis in (36) meaning that w is not the EU optimal
portfolio.

Let &% (wq) be the consistent estimator of a*(wg) as con-
structed in (25) when the shrinkage target is b = w(. Then the
application of Theorem 2 shows that

&k (wo) “3 0for 2 5 ce [0,1) asn — oo,
n

when the null hypothesis in (36) is true.

Moreover, since the numerator in the expression of a* (wy) in
(23) under the null hypothesis in (40) is equal to zero, i.e. A = 0
where A is defined before (27), we get the following stochastic
representation of \/nd;(wy) expressed as

S
1 -1
\/ﬁé{i(WO) = Edbﬁt7 dO = 1’16271 .
' B s
1

(41)

and t is defined in (28). The application of Theorem 1 then leads
to the following result
Theorem 3: Assume that the conditions of Theorem 1 are
fulfilled. Then, under the null hypothesis in (40), it holds that
Vnéi(wo) 5 N (0, Ca), 42)
for p/n —c€[0,1) as n— oo with Cyy = édbﬂado
where €2, is given in (30) and B is defined before (27).

Replacing B? and §2,, by their consistent estimators BZ and
Q.c, we get a consistent estimator for Cl;o expressed as

A 1
Ca'O =

0= Ed{)fla;cdo . (43)

Then for testing hypotheses (40), we obtain the following test
statistic

CAVO('O d Qa'cdo
; 0 ;

where & (wo) with b = wy and €., are given in (25) and (34),
respectively. Under the null hypothesis in (40) we get that

T, % N(0,1)

forp/n — ¢ € [0,1) as m — oo and, hence, the hypothesis that
wy are the weights of the EU portfolio is rejected as soon as
|Tw| > 21-p5/2 Where z_g/5 is the (1 — 3/2) quantile of the
standard normal distribution. Under the alternative hypothesis
in (40), it does not hold that &7 (wo) “3' 0 and consequently, the
test based on T, can detect the deviation in the null hypotheses
of both (36) and (40).

Remark 2: Using that s = y(Rw, — Raamv) (see, (37)) and
Rwo and RG MV are consistent estimators of Ry, and Raarv,
respectively (see, (24)), another consistent estimator of €2,
under H in (40) is given by Eq. (46).

VC(W(RWO*I%GMV)+1)

T 0 0 V. —2V.(Rw, — Raurv)
- 0 2 0 0 2172
Roe = 0 0 200w Rew) DB D) 9k, Roury) ~2(Ruwy — Reay)? | @O
ch 0 2(waD - RGMV) Vwo 0
—2V.(Rw, — Ramv) 2V2 —2(Rw, — Ramv)? 0 2V,
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Fig. 2.
sities of T, and T, together with their kernel density estimators for v = 5,
p=300and ¢,, = p/n € {0.3,0.8}.

The high-dimensional asymptotic normal approximation of the den-

TABLE I ~
EMPIRICAL SIZES OF THE TWO TESTS BASED ON T, AND T, USING 10%
INDEPENDENT REPLICATIONS.

c=03 c¢c=0.8
T.  0.052 0.053
T,  0.051 0.052

Then, the hypotheses in (40) can also be tested by using the
following test statistic

fa — \/ﬁm (45)

d6ﬂa;cd0

which is asymptotically standard normally distributed under H
in (40).

Remark 3: Using the duality between the test theory and
confidence interval (see, [45]), the null hypothesis in (40) and
consequently in (36) are rejected at significance level 3 as soon
as the (1 — /) confidence interval constructed for a*(wyq) does
not include zero. This confidence interval in the case of the test
T, has the boundaries

21
I Tk

NG B ) (47)

ac(wo)

while for the test based on fa we get

+ 2175/2 \/ d6§:2a;cd(] .

N B,

To assess the precision of the asymptotic distribution we use
a similar setting as in the last section. In Figure 2, we show
the KDEs of the distribution of the test statistics 71, and T},
under the null hypothesis together with their high-dimensional
asymptotic distribution. The latter approximates the simulated
exact distributions very precisely, although the fit appears to
be slightly better for 7,. The empirical size on both cases is
close to the nominal size of 5% as it is shown in Table II.
Summarizing, we conclude that the derived high-dimensional
asymptotic distributions provide good approximations for the
distributions of the proposed test statistics for different values
of c.

(48)

drp(wo)

IV. SIMULATION AND EMPIRICAL STUDY

The performance of the derived tests is investigated through-
out an extensive simulation study. In particular, we explore the
behavior of the tests with respect to their power functions and
receiver operative characteristic curves. Additionally, we apply
in this section the derived inference procedures to real data.

A. Simulation Study

The sample of asset returns x1,Xo, . . . , Xy, are generated in-
dependently from NV, (p, 32). To mimic the behavior of real data
we generate the eigenvalues of population covariance matrix 3
according to the law A; = 0.1e%C-1/P =1 .. p (see, [27])
and take its eigenvectors from the spectral decomposition of the
standard Wishart random matrix. Then, the covariance matrix is
given as follows

Y = OAQ, (49)

where A is a diagonal matrix of the predefined eigenvalues and
® is ap x p matrix of eigenvectors. By changing the value of 9,
we can control the conditional index of the covariance matrix for
different values of c. We set condition index equals to 450. This
setting reflects the parametrisation we observed in the empirical
study in the next section. The elements of the mean vector are
randomly generated from U (—0.2,0.2), which also corresponds
to the natural behavior of daily asset returns.

We assume that the portfolio weights and thus the shrinkage
intensity change due to a change in the mean of asset returns.
Under the alternative hypothesis, there is an additive shift to the
mean vector of the asset returns defined as

= e, (50)

where

e=—a-(1,...,1,0,...,0),
—

m m

where a = 0.01k, k€ {0,1,2,...,35}, m = 0.5p. Thus, we
assume that the expected return on the first m assets decreases.

We conduct the test at the 5% level of significance. We put
p =300 and ¢ € {0.3,0.8}. The number of repetitions is 10*
and v = 5. For the ROC curves we fix a at 0.08. The results are
illustrated in Figure 3. It can be seen that both tests T}, and T,
display an overall consistency and a good performance in terms
of power functions and ROC curves. The behavior is better for
smaller values of c and not substantially worse in case of ¢ = 0.8.
The test based on the test statistic given in (45) outperforms the
test given in (44) and for this reason it is used in the empirical
illustration in Section IV-B.

B. Empirical Study

In this section, we apply the derived theoretical results to
real data. The objective is to determine the periods where the
shrinkage intensity is significantly different from zero and thus
the EU optimal portfolio is significantly different from the target
or the benchmark portfolio b. This study is based on daily return
data of all companies listed in the S&P 500 index for the period
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Fig. 3. Empirical power functions of the proposed tests as a function of the
change a (left) and ROC curves of two tests for a = 0.08 (right) for different
values of ¢ according to the scenario given in (50) and p = 300.

from April 1999 to March 2020. We assume that the investor
allocates her wealth to portfolios of size p € {100,300} with
daily reallocation. She selects the first p assets in alphabetic order
from the available data. Note that due permanent changes in the
index composition, only 369 out of 500 assets were included
in the index over the whole time span. For this reason and to
guarantee comparability of the results we cannot consider all 500
assets. The sample size n is chosen to attain ¢ € {0.3,0.5,0.8},
i.e. n = p/c. We put v = 5 which is a common value for the
risk aversion coefficient in financial literature. As the target
portfolio we consider the equally weighted portfolio with all
weights equal 1/p. Despite of its simplicity this portfolio appears
to show a superior long-run performance and dominates many
more sophisticated trading strategies (see, [46]).

Figure 4 shows the time series of estimated shrinkage in-
tensities together with 95% confidence intervals as defined in
(48). If ¢ = 0.3, then the shrinkage intensity is close to one
indicating that the EU portfolio clearly dominates benchmark in
the convex combination. This is due to the fact, that the investor
has more historical data to estimate the unknown parameters and
the estimation risk is relatively low. If ¢ increases, the sample
available for a portfolio of a fixed size gets smaller and the
shrinkage intensity shifts towards zero. The benchmark portfolio
gets higher weight and for ¢ = 0.8 it even becomes dominant.
The same reasoning applies if we analyse the impact of increase
in p from 100 to 300. Fixed ¢ and larger p increase the sample
size n and has a stabilizing impact on the shrinkage intensity.

We cannot reject the null hypothesis of the test based on T,
in (45) that the shrinkage intensity is zero if the confidence
intervals cover the zero value (see, Remark 3 above). The figures
reveal that we never opt for Hy if ¢ = 0.3 or 0.5. Thus, for this
parameter constellation the portfolio weights of the EU portfolio
are always significantly different from the weights of the equally
weighted portfolio. The situation changes for ¢ = 0.8 where we
do have periods with not rejected Hy in (40). Similar behavior
is observed for p = 300 too, however, here the intensities and
their variances are more stable leading to less periods with not
rejected Hy.

Recall that a non-rejection of H in (40) does not guarantee
that the weights of the EU portfolio coincide with the weights
of the target portfolio. To elaborate on the difference between
the two portfolios and to get more economic insight into the
dynamics of the intensities we consider Figure 5. Here we
plot the differences between the means and variances of the
GMV and the equally weighted benchmark. These quantities
determine the behavior of the empirical shrinkage intensity in
(23). On the one hand, we observe in Figure 4 that the shrinkage
intensity increases during a crisis period, e.g., 2002-2003 and
2008-2010. This seems to be surprising since the volatility of
returns is high in this period and the equally weighted port-
folio is believed to reduce the risk. However, Figure 5 shows
that the variance of the benchmark portfolio is much higher
(i.e., V(, > VC) and its return is much lower (i.e., ]%b < RGMV)
compared to the GMV portfolio in the crisis period leading to
a higher relative precision and efficiency of the EU portfolio.
On another hand, the mean returns and the variances are almost
indistinguishable in calm periods leading to shrinkage intensities
closer to zero and even insignificant for larger c’s. Thus, we
conclude that non-rejecting Hy is driven by high similarity
between the mean and the variance of the target and GMV
portfolios.

V. SUMMARY

This paper is dedicated to portfolio selection problems driven
by high-dimensional financial data sets. In particular, we deal
with optimal asset allocation in a high-dimensional asymptotic
regime, namely when the number of assets and the sample size
tend to infinity at the same rate. Due to the curse of dimensional-
ity in the parameter estimation process, asset allocation for such
portfolios becomes a challenging task. Using the techniques
from the theory of random matrices, new inferential procedures
based on the optimal shrinkage intensity for testing the efficiency
of the high-dimensional EU portfolio are developed and the
asymptotic distributions of the proposed test statistics are de-
rived. In extensive simulations, we show that the suggested tests
have excellent performance characteristics for various values
of c. The practical advantage of the proposed procedures are
demonstrated in an empirical study based on stocks included
into the S&P 500 index. Namely, we found that depending on
the value of p/n there are periods of time where one can clearly
reject the null hypothesis of equality between the EU portfolio
and the equally weighted portfolio. Moreover, the EU portfolio
is dominating the benchmark in these periods. In particular, we
show that one can undoubtedly beat the naive portfolio during
volatile time periods, which brings some new insights into the
understanding of the expected utility portfolios. This fact is
surprising because if the volatility of returns is high the equally
weighted portfolio is widely believed to reduce the risk. On
the other hand, in calm periods the mean returns and variances
of assets are almost indistinguishable leading to a similarity
between the mean and the variance of the target and GMV
portfolios.

Another issue, which is of central importance is the assump-
tion of normality that we impose on the distribution of the asset
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Fig. 4.

Estimated shrinkage intensities for the equally weighted portfolio as the target portfolio (p = 100 on the right and p = 300 on the left) with 95% pointwise

confidence intervals. The black dots indicate the periods with rejected Hy (1-values) and not rejected Hg (0-values).
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Fig. 5. Components of the estimated shrinkage intensity given in (25) using
equally weighted target for ¢ = 0.8, p = 300 and v = 5.

returns. Although the asset returns are clearly not normally
distributed our procedure gives an effective method how to
assess the difference between high-dimensional benchmark and
optimal portfolio in a simplistic way and heavy-tailed returns
might make our conclusions even more extreme. In general, we
expect the asymptotic distribution of optimal shrinkage intensity
to depend of the fourth moment (kurtosis). This interesting topic
will be investigated in a separate paper and is left for future
research. Furthermore, an extension to a multivariate shrinkage
intensity can introduce more flexibility into the model by letting
each asset to be shrunk individually. The asset-specific intensity
mimics the risk of each asset and allows us to evaluate their
individual proximity to the benchmark. Such setting would
allow for more general tests and, particularly, for building
tracking portfolios. This will be also considered in future re-
search projects.



APPENDIX

In this section the proofs of the theoretical results are given.
The proof of Theorem 1 is based on Lemmas 1-2.

Lemma 1: Let z1, ..., z,, be an independent sample from the
p-dimensional standard normal distribution and let

1 n
-1 Z(ZJ
j=1

 —2)(z; — 2) (51)
be the corresponding sample covariance matrix. Let mj, mo,
and m3 be the p-dimensional vector of constants with the

Euclidean norms equal to one. Then

m)S,m; — 1

m5,S, tmy — -
\/ﬁ m/2551 n 1 l—cp
mésﬁlmfi T 1-c,
2
i} N4 (O> Ee(m17m25m3) o A) ) (52)
with
1 603, 012615 03
P 1 0= 02
o _ Z, 23 23 33
(m, my, my) 012013 Oa3 0.5+ 0.503; 023 |’ (>3)
02, 03, 023 1
where
012 = T}grslc(mllmQ)v
013 = r}gr:,lc(mllmg)’
025 = litn (mms)
and
A= —? (1-c)? (1—(.(,)r3 (1—(:0)3 , (54)
e T e ey
TTe Tof T T-of

where the symbol o denotes the Hadamard (elementwise) prod-
uct of matrices.

Proof of Lemma 1 Since (n — 1)S,, has a p-dimensional
Wishart distribution with the identity covariance matrix, we
get that there exists a p x (n — 1) matrix Z whose entries
are independent and standard normally distributed such that
(n—1)S, = 77'. The application of Theorem 2 in [47] leads
to (52) with ® as in (53) and A given by

A1 Az Ao Ao
Ao A3 A3z A3

with

Ao =

1—/:+ AAFL(2) /aa+ Lar(2),

[ oo ([ ane)

where the function F.(z) denotes the cumulative distribution
function of the Marchenko-Pastur law (see, [21]) for ¢ < 1
expressed as

Az =

dF.( —\/ (ay —2)(z —a )l q,(2)dz,
where a. = (1 £ /c)?. The moments of F.(z) present in A
can be found in [48, Lemma 14]. This completes the proof of
the lemma. u
Lemma 2: Under the conditions of Theorem 1 it holds that
E_lu
~1
e 1;2 1,
e TO R
b'x, —b'u
b'S,b — b'Eb

Cn
1—c,

Vih =

% N5 (0,8)
=p/n—c€[0,1) asn — oo with

11 12 &3 S &is
§12 22 &23 &ou &os
§13 23 &33 &34 &35 |
§14 21 &34 Caa a5
§15 &25 &35 &5 Ess

(55)

for ¢,

[
I

(56)

R2GMV)
2 1 2VGMV 2
€22 = op vz, €33 3= e ((s)* +e—1),
baa =V, &5 = 2V2, E1p = (1 26)3 B

GIMV

b}

_ 1 1 *
where £11 = =0 Varry (s* +

_ 2 R
€13 = (o A 6y = 11, &5 = — 75 R,
2 R 2 2R
€23 = rop v €24 =0, 520 = -1, 534 = 12,
R2
&5 = —12R%, &5 =0and s = s + —<MV 4,

ProofofLemma?2 Leta' = (al,ag,ag,ajg?)/be an arbitrary
vector of constants. Next, we show that v/na’h 4N (0,a'Ea),
which will prove the statement of the lemma.

Since x1, ..., X, are independent and identically distributed
with x; ~ N,(p,X), we get that x; = p+ Xz; where
Z1,...,Z, are independent standard normally distributed and
>1/2 is the symmetric square root of 3. Moreover, it holds
that

Xp = p+ X2z, and zA:n = 21/287L21/27

where
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To this end, we have that Z,, and S,, are independent with \/nZz,,
standard normally distributed and (n — 1)S,, standard Wishart
distributed.

Letv = X 1/2 4. We get

\/ﬁa’h = Hl(Zn, Sn) + Hg(zn),

with
Hl zn7 n —al\/llz 11 \/ /2 1X f
1z
1’2 1z cn 1,37'%,

/1,271, \/’Elxn ,/1’211 VXL EIR,

1311, 1
15"
+ a2 p\f(l,z 11 1Cn>

% 3-1% 1
)_{/ 271)_{ n“=n “n
¥, B /n 3%, 1-c¢,

b'S,b
+ asb'Eby/n ( - 1)

b’>Xb
= dll (zn)\/ﬁhl (zm Sn)

and
1
Hy(7,) = ar——/n (1x %, - 1,5 ")
1
+as TV (K2 % - B =)
+ asv/n(b'x, —b'p)
a
= 1 _3(3 \/ﬁ ((Zn -+ dg)/ (Zn + dg) — d/2d2 — Cn)
with
a5b’2b
CLQ]_/ 1
ap /1,571 NV +2,)(v+72,) |
as(v+z,) (v +2z,)
1- mn
dy= ¢
as

ai ~1/2 A4 1/2
— 1 —X"*b
2(1—cy) Pty ) ’

and
b'®1/28, $1/2b
b'>b
s-1/28131/21,
Ty 1,
1,3 /281 (v4-7,,)
\/1’ - 1lp\/ u+zn) (v+Zn,)

(v+2zn) (V+Zn)

1
1

hl (Z'ru Sn) =

1—c,
- 1 1512(u43,)
1—cn \/1’1)2*1lp\/(u+in)’(u+2n)
1

1-cy

Since S,, and Z,, are independent the conditional distribution
of Hy(Zn, S») givenz,, = v coincides with H; (v, S,,). Further-
more, the application of Lemma 1 to \/nh; (v, S,,) proves that it
is asymptotically normally distributed and, thus, the asymptotic
stochastic representation of H;(Z,,S,,) is given by Eq. (57)

shown at the bottom of this page, where w; AN (0,1) and is
independent of Z,, and hence of H5(Z,,). Finally, we have that
n(Z, + dz)'(Z, + dz) has a non-central x? distribution with
p degrees of freedom and noncentrality parameter nd,ds. The
application of [49] leads to

\/f) (TL (Zn —+ dg)/ (Zn —+ dQ) _ nd/2d2 _ 1)
p p
4 ( , 5d2)
and, consequently,
Cn, d,d
Hy(Z,) < IC as( /2 +4 i 2 0. (58)

where wy 5 N(0,1).
Using that v'Z,, “3 0 and 7,7, “3 ¢, the application of
Slutsky’s lemma (c.f., [44, Theorem 1.5]) leads to
Vna'’h % N(0,a'Za)

for p/n = ¢+ o(n"'/?) as n — oo where = is given in (56).
Since a is an arbitrary vector, the statement of Lemma 2 is
proved. |
Proof of Theorem 1: Tt holds that
1
1!
cy, P H)

_1_
1 /I §—1
p_ I_Cnlpz 1p>>7

—Veuv =—VeuvVamv (1;2;1117—1 - 1;2‘1117)

Remv — Ramv = Vauy <(1;7ﬁ:7_11)_(n

— Ramv <llpﬁ3n11

S>

»1/2b

»-1/21, (v+1z,)

oA d; (57)

2
Hy(Z,v,S,) £ \[wl d
Cc

Vb'Eb’ \/ypg—l 1, VW +2,) (v +7,)




(1—cn)Ve
0

Remv _ Reoumv
Vamv V.

0
0

D= | (1-ca)Ve(

_(]- - Cn)VcRGMV
—(1 = cn)VeVamv
— )V,

(1

2
RGmv
¢ Vemv

(59)
0
0

—~
—
|
o
3
~
o R O O O
— o O O O

X

Xn)? 1

1 Rgmv
1—cn Vomv

(1 - cn)Vemv (1;2;13_% +

I -1z
(1p2n Xy — 1

1 R2? -
GMV <1;En11p _

)

—Cn

1;,21;1)

1—c, Vamv

I §1—1
e 1p)

Hence,

wit

Remv — Ramv
V. — Vamv
S.— 8
Ry — Ry
Vi = Vi

vn =Dy/nh,

h h defined in (55) and D in Eq. (59) shown at the top of this

page. R .

The application of Rgarv 2 Ramy and V, 3 Vg for
p/n — ¢ € [0,1) as n — oo, the results of Lemma 2, and Slut-
sky’s lemma (c.f., [44, Theorem 1.5]) complete the proof of the

theorem.
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