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2 Romén Salmerén et al.

Despite its relevance, there is not single and general methodology to diagnose the existence
of collinearity. Commonly applied measures include the Variance Inflation Factor (VIF) (Fox
and Monette, 1992; Garcia et al, 2015a; Marquardt, 1970; Theil, 1971), the eigenvalues obtained
through the Condition Index (CI) (Belsley, 1982; Belsley et al, 1980), the Condition Number
(CN) (Marshall and Olkin, 1965, 1969; Casella, 1980b; Belsley et al, 1980; Casella, 1980a; Besley,
1991; Lazaridis, 2007), the Variance Decomposition Proportions (VDP), used to analyze the
correlations between different vectors and their angles (Rawlings et al, 1998; Wichers, 1975),
and the biplot method, which when used to visually diagnose collinearity problems is called a
collinearity biplot (Friendly and Kwan, 2009). Another much-discussed issue in the literature
is that there is no statistical test to objectively determine the presence of collinearity but only
‘rules of thumb’. For instance, it is generally accepted that when the VIF is higher than 10, there
is collinearity. Other authors suggest that one should consider collinearity to be present given
VIF values higher than 4. In the case of the CN; it is considered that the collinearity is moderate
for values below 30, high for values between 30 and 100 and unacceptable for values higher than
100. The threshold can vary from author to author. Other collinearity measures, for example the
Red indicator proposed by Kovacs et al (2005), do not even have an established threshold.

Regardless of the indicator used, once near collinearity is detected, it is necessary to select
an appropriate methodology to estimate the model. It is not the goal of this paper to analyze
the best estimation method in presence of collinearity, but ridge estimation (RE) (Hoerl and
Kennard, 1970b,a) is certainly one of the most commonly applied methods. Figure 1 shows
that extending RE to incorporate the CN |, and collinearity diagnostic indicators in general,
is motivated by the need to verify that after applying this estimation methodology from an
appropriately chosen k value, the collinearity has been mitigated to a sufficient extent to not be
a problem for the estimation. Thus, the question is, what should one expect in terms of
an appropriately chosen k value? For example, Hoerl et al (1975) proposed a value

of k = g‘f; that has a probability greater than 0.5 of producing estimations with a
smaller mean square error (MSE) than ordinary least squares. However, this choice
does not guarantee that the CN of X’X+kI will be less than the established threshold.
Another example can be found in McDonald (2010), where different criteria for
selecting k are proposed. One of these criteria leads to VIF values higher than 10,
indicating that collinearity has not been mitigated. The same occurs if we apply the
expression proposed by Hoerl et al (1975) to the example of McDonald (2010).

Therefore, if our goal is to mitigate collinearity, we should not only seek to reduce
the MSE but also to select a value of k that produces CN values that are less than
the established threshold. Thus, to avoid that the CN of X'X + kI will be high
after the application of RE, the next step could be to develop criteria to select k&
that consider not only the MSE but also collinearity diagnostic measures. Then, a
possible criterion for selecting k could be to select the value of k£ that presents the
lowest MSE and a CN value lower than the established threshold. Therefore, it is
sensible to extend the CN to be applied after RE.

In this case, while the detection of collinearity after the application of ordinary least squares
(OLS) is a widely discussed problem for which many different indicators (CN, VIF, CI, VDP, Red,
etc.) have been proposed, there are few references regarding the application of these measures
within RE. The extension of these measures to RE requests a special analysis, such as that in
Garcia et al (2015a), who presented an extension of the VIF to RE by applying the augmented
model proposed by Marquardt (1970). Thus, Garcia et al (2015a) showed that the expression of
the VIF as traditionally applied in RE does not satisfy the following conditions: decreasing in k,
continuous for £ = 0 and always equal to or higher than one. Thus, the diagnosis generated by
the expression traditionally applied in RE can be misleading or even erroneous.
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Fig. 1: Collinearity diagnostic in ridge estimation

Recall that Belsley et al (1980) established that the regressors must be of unit length and
not centered to correctly calculate the CN in OLS. However, by following Belsley et al (1980),
Lazaridis (2007, pp.130) showed that different scenarios for a given model lead to different values
of the CN in OLS. The main goal of this paper is to analyze how different transformations of the
original data (such as the standardization widely applied in data with collinearity or unit length
recommended by Belsley et al (1980) for the calculation of the CN) affect the calculation of the
CN in OLS and RE. In this sense, Belsley et al (1980) highlighted that in OLS, “the
general problem of optimal scaling-column scaling that results in a data matrix X
with minimal condition number k(X) remains unsolved. However, scaling for equal
column lengths (which our unit column length is but a simple means for effecting)
has known near-optimal properties in this regard (pp. 184).” It is also is important to
recognize that when RE is applied, the matrix X’X is transformed into X’X + kI, and then the
transformations performed on the matrix X’X are not retained in the matrix X’X + kI.

Finally, although the most widely applied measure to detect collinearity is the VIF, its ap-
plication is not always possible. For example, this is the case when any of the independent
variables is qualitative because of the problems generated in the coefficient of determination of
the auxiliary regression. Another example could be a moderated regression when the
interaction term is obtained from a dichotomous variable. Furthermore, the VIF is
not robust to the presence of high leverage points (outliers) and can be affected by
the sample size (the coefficient of determination and the size of the data tend to
be inversely related, such that with a small number of observations, it is easy to
obtain a high coefficient of determination). Furthermore, taking into account the
expression for the estimated variance of the estimated parameters, high VIF values
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might not imply high estimated variance because it can be countered by the ratio
of the variance of the error terms divided by the variation in the respective inde-
pendent variable. In these cases, an alternative is the CIN. For this reason, this paper
focuses on the CN, presenting two expressions to extend it to RE and analyzing its properties.
The structure of the paper is as follows: Section 2 presents the CN in OLS, while Sections 3
and 4 show, under different assumptions for the matrix of the augmented model proposed by
Marquardt (1970), two extensions of the CN to RE. The results are illustrated with an empirical
application presented in Section 5. Finally, section 6 provides the main conclusions.

2 The Condition Number in OLS

Given the linear regression model

y =XpB+u, (1)
where the well-known basic hypotheses are verified and the dimension of the matrix X =
(X1...X,,) is nxm (n>m), where X; is n x 1 with j = 1,...,m, and the condition number

is defined, following Belsley et al (1980); Rawlings et al (1998), as follows:

Hmaz
K(X) = ; (2)
Hmin
where 1 are the singular values of the matrix X with j = 1,...,m. It is known that K(X) > 1.
If the columns of X are orthogonal, then K(X) = 1, which means that this is the lower bound
and K (X) tends to infinity in the case of perfect multicollinearity; see Lazaridis (2007).

Since the eigenvalues of the matrix X'X, \;, with j = 1,...,m, coincide’ with the square of
singular values of matrix X, that is u? = J)j, it is possible to define the condition number with
the following expression:
K(X) = /3. Q
main
Belsley et al (1980) stated that values of K (X) lower than 20 imply light collinearity, values be-
tween 20 and 30 imply moderate collinearity, and values higher than 30 imply strong collinearity.

In addition, Belsley et al (1980) established that the regressors must be of unit length and not
centered. Based on this statement, we derive the following considerations are presented:

a) It is not clear that the data should not be centered. Belsley (1984) argues that mean-centering
typically masks the role of the constant term in any underlying near dependencies. In contrast,
Marquardt (1980) states that centering observations removes the nonessential ill conditioning.
Further, we can suppose that the data are centered if we do not wish to study the influence
of the independent term.

b) What does it mean that the data should have unit length? Belsley et al (1980), page 120,
argued that having unit length is similar to transforming the cross-products matrix X’X into
a correlation matrix, except that the mean zero property is not needed. This is to say that
each variable should be divided by its standard deviation multiplied by the square root of
the number of observations. However, Draper and Smith (1998) and Greene (1993) held that
the unit length should be obtained by dividing each variable by its length, it is to say, by the
square root of the sum of every element squared.

1 The singular value decomposition of X is X = UDV’ where U'U = I = V’V. Thus, the matrix X'X =
VDU'UDV’ = VD?V’.
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Transformation of variables and the Condition Number in Ridge Estimation 5

Regarding the first question, we should highlight that the decision of whether to center the
data is not a minor question. In fact, Garcia et al (2015b) showed that the values of the CN
in OLS are different and that transforming the data can lead to different conclusions about
the existence of collinearity. These authors recommended centering the data, and the present
paper will review this recommendation. Regarding the definition of the term ’unit length,’” this
paper will consider the definitions of Belsley et al (1980) and Draper and Smith (1998) and an
additional transformation, namely, dividing every variable by its standard deviation. Thus, the
extensions to RE proposed in the following sections are performed under the following scenarios:

S.1) original uncentered data.

) original centered data.

) original uncentered data divided by their standard deviation.

S.4) original centered data divided by their standard deviation (typified data?).

) original data divided by their standard deviation multiplied by the square root of the number

of observations.

S.6) original centered data divided by their standard deviation multiplied by the square root of
the number of observations (standardized data®).

S.7) original uncentered data divided by the square root of the sum of every variable squared
(we will consider this transformation to be the unit length).

S.8) original centered data divided by the square root of the sum of every variable squared®.

From an algebraic perspective, it has not considered the first column of ones (intercept) in matrix
X because of the following:

— When the variables are centered, the intercept is lost and the first column of the resulting
matrix X contains zeros. Then, one of the eigenvalues will be zero, and consequently, the
condition number will be infinite. For this reason, in scenarios S.2, S.4, S.6 and S.8, it is not
possible to consider the intercept in matrix X.

— If there is an intercept, it is not possible to divide by its variance because the latter is zero. For
this reason, in situations S.3, S.4, S.5, S.6 and S.8, it is not possible to include the intercept
in matrix X.

However, from an econometric perspective, it is possible to contemplate the existence of an
intercept in scenarios S.1 and S.7. Thus, two additional scenarios are considered:

S.9) original uncentered data (S.1), where X contents an intercept.
S.10) original uncentered data divided by the square root of the sum of every variable squared

(S.7), where X contains an intercept.

Finally, to illustrate the influence of the transformation of the data on the calculation of the
CN, we calculate it in OLS for the above scenarios and for the following sets of data previously
considered in the literature:

Data 1: 14 observations with 365 days of aging (see Alkhamisi and MacNeill (2015)).
Data 2: 10 observations of the percentage of GNP spent on total national research and develop-
ment expenditures by country from 1972 to 1986 (see Alkhamisi and MacNeill (2015)).

2 If the data are typified, their mean is zero, variance is equal to 1 and the cross products matrix is equal to
the correlation matrix multiplied by the number of observations.
3 If the data are standardized, their mean is zero, variance is equal to 1 divided by the number of observations

and the the cross products matrix is equal to the correlation matrix.
n
4 Note that if data are centered, this transformation coincides with standardization since (EZQ =
i=1

J
n(Var(X;) —X;) =n-Var(X;) for j=1,...,m.
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Data 1 Data 2 Data 3 Data 4 Data 5

S.1 21.05 93.68 57.509 12235103125.707 29931285.78
S.2 52.15 12.33 5.25 10799690757.19 10968511.56
S.3 10.25 171.74 41.09 3109.65 3109.65
S.4 42.67 12.1 3.209 7085.38 7085.38
S.5 10.25 171.74 41.09 3109.65 3109.65
S.6 42.67 12.1 3.209 7085.38 7085.38
S.7 9.602 86.08 25.506 1590.76 1590.76
S.8 42.67 12.1 3.209 7085.38 7085.38
S.9 608.08 410.03  1811.52 87917026016.11 21854820807.84
S.10 | 251.901  232.32 50.09 92055.89 92055.89

Table 1: Calculation of the CN in OLS for different data sets

Data 3: 21 observations of the oxidation of ammonia to nitric acid (see Alkhamisi and MacNeill
(2015)).

Data 4: 16 observations of the percentage of the conversion of n-heptane to acetylene (see Macedo
(2015)).

Data 5: The above data set but after modifying the scale of one of the independent variables by
multiplying it by 10,000 (see Macedo (2015)).

From Table 1 it is possible to conclude the following:

— In the first three data sets, whether one concludes that collinearity exists changes depending
on the scenario considered given the decision threshold of CN> 30.

— The results from all of data sets show the number of condition matches for situations S.3 and
S.5 and for situations S.4 and S.6 (recall that S.6 and S.8 coincide in this case). This will be
shown in Appendix A.

— From data sets 4 and 5, if the data are not transformed (scenarios S.1, S.2 and S.9), then the
CN is affected by the changes in scale. Thus, as stated by Stewart (1987), the remedy for this
problem is to adopt a standard scaling of the columns before computing the condition number,
but what the standard should be is by no means clear.

Then, it seems evident that the transformation of the data is necessary, but it is unclear which
transformation is more appropriate. Answering this question for RE is the main goal of this

paper.

3 Condition Number in Ridge Estimation: extension 1

The augmented model proposed by Marquardt (1970) allows us to know the columns of matrix
X associated with matrix X’X + kI, thereby making it feasible to transform this matrix. For this
reason, to extend the CN to be applied in RE, we begin with the augmented model given by

¥ = X5 @)

X
where Xﬁm)m = (\/Elm) and Y (ppm)x1 = <(};>, with I, being the identity matrix of

order m and 0,,, a zero vector with m rows.

By denoting the CN in the RE as K (X*, k) it can be obtained as follows:

K(XP k) = [ dmes (5)

6min
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Transformation of variables and the Condition Number in Ridge Estimation 7

K (XR, k)

K(X)

k

Fig. 2: The continuity, monotony and limit of the condition number

where d;, j = 1,...,m, are the eigenvalues of the matrix (X)'X%. Since (X)X = X'X + kI
and from the dlagonahzatlon X'X = QD,,Q’, where Dy, is a diagonal matrix of eigenvalues and
Q is orthogonal (QQ’ = 1), it is verified that X'X + kI =QD,, Q' +kQQ' = Q(D,, + kI)Q'.
Thus, we obtain that 6; = A; 4+ k. Consequently, the CN in RE is given by

)\maa: + k

K(XE k) = .
(X5, k) S——"

(6)
It is easy to show that K (X% k) < K(X) for all k. Furthermore, Appendix B shows that
K (X% k) is decreasing in k, continuous for k = 0 (that is to say that it coincides with the CN
obtained in OLS) and always equal to or higher than 1. From these properties, it is clear that
K (X k) will present a representation similar to Figure 2.

Taking into account the scenarios established in section 2, it is possible to distinguish the following
situations:

1) Scenario S.1 for X, then expression (6) will be denoted as Ky (X', k).

Scenario S.8 for X, then expression
Scenario S.9 for X, then expression
Scenario S.10 for X, then expression

will be denoted as Koy (X%, k).
will be denoted as K (X' k)
) will be denoted as Ky (X k).

2) Scenario S.2 for X, then expression will be denoted as KC(XR, k).
3) Scenario S.3 for X, then expression will be denoted as Ky (X, k).
4) Scenario S.4 for X, then expression (6) will be denoted as K (X%, k).
5) will be denoted as Kyrg(X%, k).
6) Scenario S.6 for X, then expression
7) Scenario S.7 for X, then expression will be denoted as Ky ( XR k).

)

)

)

(6)

(6)

(6)

(6)

Scenario S.5 for X, then expression (6)
(6) will be denoted as Kg(X' k).

(6)

(6)

(6)

(6

4 Condition Number in Ridge Estimation: extension 2

Although the previously presented extension verifies the properties highlighted in the introduc-
X
tion (continuity, monotony and being equal to or higher than one), the matrix X = ( NG >
m

does not have vectors of unit length. Therefore, this section proposes an alternative extension
for calculating the CN in RE, distinguishing the same ten scenarios.
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4.1 Centered or uncentered variables

Beginning with the matrix X in S.1 or S.2, we will encounter a problem because the matrix
X
XFP = (\/EI ) is not in S.1 or S.2. Then, we argue that to correctly extend the CN to RE, the

matrix X has to be in S.1 (uncentered columns) or S.2 (centered columns).

Scenario 1

If X is in S.1, then X% = (\/%(I ) is in S.1, and hence, the CN in RE will be obtained from

the eigenvalues (XR)/ X = X’X + EI. Thus, the resulting eigenvalues should coincide with the
eigenvalues obtained from Ky (X%, k).

Scenario 2

However, if X is not in S.2, we should transform it in the following way:
X = X1 Xi— X 1
Xe=X-iX= S

anfyl"'Xnm*Xm 1

nx1

However, Xg = (\/)%IC ) is not in S.2, and the following transformation is needed xg =

XE — "X Then, 5

RY (R _ (XR _ 'RXR)/ (XR . 'RXR) — X! X¢ + kI, — T
(XC) Xc c 1V Ac c 1V Ao cAc +rlp nrm
= X'X + kI, —nX X — I, (7)
n—+m
where:

1 1---1

iR - xXE_y vk _

(n4+m)x1 . ’ C n+m’ . -

mxXm

Expression (7) allows us to define the CN associated with matrix xZ, which we will denote as
Kc(x%, k). Note that there is not a closed expression, but it is easily programmable.

4.2 Typified variables

When transforming matrix X in S.3 or S.4, that is,

X1 L. Xim L 0
\/VGT(Xl) \/V(IT(Xm) vV Var(Xy)
Xyr=X-02= : ., : , 2= : - : ’
Xn1 . Xnm 0 1
\/Var(Xl) \/Var(Xm) VVar(X,,)
51 XE = (\/EXI ) where the variables in X have zero mean, and thus, Y? = n@ forj=1,...,m.
m
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or o o
X=Xy 0 X=Xy

\/Var(Xl) \/Va'r(Xm)

Xr=(X-iX) - 2=Xc 2= S : :
Xp1—X1 .. Xom—Xum
\/Var(Xl) \/Var(Xm)

we will encounter a problem because matrix X = ( \/EXI ) is not in S.3 (uncentered columns)
m

or S.4 (centered columns) and the CN will not be correctly extended to RE.
Scenario 3

Beginning from matrix X in S.3 (the variance of each column is 1), to obtain that X% is in S.3,
the following transformation is required XET = XgT - 2y, where:

X
X[}?T:<\/EviT>a

1
—_— 0 0
Var(XﬁUT)
0 B — 0
QUT = . VUJT(.)(?,UT) . )
0 0 e ——
VGT(XZ,UT)
where XfUT is the j-th column of X{}T and j = 1,...,m. In this case:

(XgT)/XgT = Qur - (XgT)/XgT - Qur = Rur - (X/UTXUT + I<;Im) - Qur
= Qur (QX'X02 + kL) - Qur. (8)

Scenario /

When beginning from matrix X in S.4 (the mean and variance of each column are zero and
one, respectively), to obtain that X is in S.4, the following transformation is required: x% =

(X¥ - iRX?) - 27, where®:
—1

_ X <R . VEk B nn+m)+(n+m-1)-k
r- (5L, Mt oo ([T .

In this case,

(x) %8 = 2 (X? - iRiﬁ)/ (X¥ - iRX?) 2

_ X XX _ Kk
_QT(Q(XX nxx)9+k1m n+mﬂ)QT. 9)

6 1f XE = (\/%(I ), where the variables contained in X have zero mean and variance equal to one, and it is
m

verified that Yf = n@ and Var (XJR) = % for 5 =1,...,m (see Appendix C).
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Expressions (8) and (9) allow us to define the CN associated with matrix x%, or x%, which we

will denote as Ky (x?, k) and K7 (x%, k), respectively. Note that there is not a closed expression,
but it is easily programmable.

4.3 Standardized variables

By transforming matrix X in S.5 or S.6, we obtain the following:

X11 .. Xim
N 1 1 - \/n~Va7‘(X1) \/n-Var(Xm)
XUS:7'X'Q:7XUT : . ,
vn vn Xar ... Xum
\/n»VaT(Xl) \/n‘Var(Xm)
or
X11—-X, X=X
B 1 1 1 \/n~Var(X1) \/n-Var(Xm)
Xe=— (X-iX) 2=— X 2=— X = : - ;
S \/ﬁ ( 1 ) \/ﬁ C \/ﬁ T . . . ?

Xp1—=X1 . Xpm—Xu
\/n~Va7'(X1) \/7L~V(L7'(Xm)

we will encounter a problem because matrix X% = < \/%(I .

or S.6 (centered columns), and the CN will not be correctly extended to RE.

) is not in S.5 (uncentered columns)

Scenario 5

Beginning from matrix X in S.5 (the variance of each column is 1), to obtain that X' is in S.5,
the following transformation is required XES = XES - 2y, where:

X
ngz(ﬂ[is>v

1
0 . 0
\/(n+m)~Var(XﬁUS)
) 0 T Vl o 0
Q = — .Q = n+m)-Var 2,Us s
BV : :
0 0 e L
\/(ner)-Var(XfL’Us)
where XfUS is the j-the column of ng with 7 = 1,...,m. In this case,

(ng)/xgs = QUS . (XES)/ng . 'QUS = -QUS . (jv(/USjv(US + ]{JI) . QUS
1
= Qus - (nnx’xn+ k;I) s

1
n—+m

n
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Scenario 6

However, beginning from matrix X in S.6 (the mean and variance of each column is zero and

%, respectively), to obtain that X is in S.6, the following transformation is required xg' =

(Xg” — inf;) - 25, where:":

X§:< X > X"y vk | QS:(\/(n+m)+(n+m—1)~k>_1_lm.

VI, n+m n+m

In this case,

S / S
(x5) xf = g (X? - inﬁ) (X? - iRX’;) 025

g <1Q (X/X — TLX/X> 2+ kI, — kﬂ) s. (11)
n n m

Then, expressions (10) and (11) allow us to define the CN associated with matrix x%¢ or xZ,
which we will denote as Kyg(x', k) and Kg(x', k), respectively. Note that there is not a closed
expression, but it is easily programmable.

4.4 Unit length variables

Scenario 7

In this section, we assume that X = (\/%(I ) allows X to be is in S.7. In the case in which X

is not in S.7, it should be transformed in the following way:

1

N a0

Xup =X Qur, up= SRRV )
0 1

where [|X;|| = [ >° X7, with j = 1,...,m. That is to say, )Nij,UL = H);J:II such that ||)~(j’ULH =1
=1 J
However, X, = <\)/(EUIL > is not in S.7, and to have X’ be in S.7, the following transformation
m

is required: XEL = XEL .QgL, where

1 .. 0
X1l
R . . .
Ny = : - : )
0 e L
IXE ool

TIXE = X , where the variables contained in X present zero mean and variance equal to 1, and it is
VELn, "

verified that Yf = HL’;Z y Var (Xf) = W for j=1,...,m (see Appendix C).
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being XfUL the j-th column of X%, with j = 1,...,m and with HX;?ULH =4/ ‘_1)?%7(”4 +k=

VIXjuollP+k=vVi+kforj=1,...,m.

In this case,

/ 4 / ~ ~
(x{7) x{, = (QgL) (X{r) X{p920, = 20, (XIULXUL + klm) (074
= 20, (RuLX'XQuL + kL) 20, (12)
Expression (12) allows us to define the CN associated with matrix x{{;, which we will denote

as Ky (xf, k). Note that, similar to the cases above, there is not a closed expression, but it is
easily programmable.

Scenario 8

Now, we will see that if matrix X is centered, this transformation (scenario S.8) coincides with
scenario S.6. Indeed, Appendix D shows that working with centered data, the transformation

1
B B 0
Xcvr = (X —iX) 2cur, Rcur = oo )
0 - =
(X ||

is inadequate since the columns of matrix XCU 1. do not have length equal to 1. In that case, the
correct transformation will be given by

1 DY
) B . TR
Xcvr = (X —iX) 2cur = XeRovr, Reuvr = S ;
DY e 1
0 [ Xom,cll

where ij,c is the j-th column of X with j=1,...,m. That is to say,

n

HX]‘,CHQ = Z‘)}?j,C = Z (X” —Xj)2 =n-Var (Xj)7 ] = L...,m,
=1

i=1

and then 'QC'UL = ﬁ() -
Ho n, XA, = (XUt ) i i d the followi f ion i ired:
wever, again, X = NG is not in S.8, and the following transformation is required:

—R ~
R — R R R _XR
xty, = (XByy, — 1"y ) 28y = XEQous, where

_L ... 0
X
n , \/E " [l I',CH ' .
XCUL:1m7 Rcyr = : .. : )
o .- 1

[ Xm,c ||
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Table 2: VIF values in ridge regression for X, Xg and X3
k X1 X X3 k X4 Xo X3
0 154.948757  37.268158  222.814314 0 154.9488 37.2682 222.8143
0.01 39.399287 21.955079 49.459193 0.1 6.7362 6.1326 7.0842
0.02 24.114188 16.601705 28.446546 0.2 3.8902 3.713 3.9924
0.03 17.718249 13.469864 20.168229 0.3 2.8876 2.802 2.937
0.04 14.135007 11.385386 15.720666 0.4 2.3768 2.3257 2.4063
0.05 11.824723 9.892666 12.938903 0.5 2.0684 2.034 2.0882
0.06 10.204944 8.769506 11.032729 0.6 1.8626 1.8377 1.8769
0.07 9.003767 7.893256 9.644171 0.7 1.716 1.6971 1.7269
0.08 8.076331 7.190354 8.587250 0.8 1.6067 1.5918 1.6153
0.09 7.338069 6.613907 7.755671 0.9 1.5223 1.5101 1.5293
0.1 6.736164 6.132574 7.084235 1 1.4553 1.4452 1.4611

and where )N(fc is the j-th column of ig with j = 1,...,m. That is (see Appendix C),

n—+m n+m

- - 2 N
IRil? = (Xhe) =3 (x5 -%7)
i=1 =1

= (n—i—m)'Var(Xg’j) = (n—i—m);f;—m—l)k’ ji=1,...,m,

and then 28, = 25.
In that case,

i k
(XgUL)/XgUL = ‘QgUL (QCUL (X/X — TLX/X) QCUL — kIm — n—|—mﬂ) QgUL
1 /< k /

5 Empirical application

To illustrate the contribution of this paper, we analyze the data collected by Wissel (2009)
but extend the sample with data from 1995 to 2011 obtained from Economic reports of the
President Economic reports of the President (2011). The variables considered are mortgage debt
outstanding (in trillions of dollars), Y, personal consumption (in trillions of dollars), Xy, personal
income (in trillions of dollars), X5, and consumer credit outstanding (in trillions of dollars), Xs.
This data set was previously analyzed by Salmerén et al (2016) via RE, which yielded the VIF
values reported in Table 2. Note that the VIF value obtained via OLS (k = 0) is always higher
than 10, indicating the presence of collinearity.

Table 3 shows the CN in OLS obtained from expression (3) from data in scenarios S.1-S.10. Note
that different transformations of the original data lead to different CN values, and in all cases,
the values are higher than 30, which is the threshold above which the model is considered to
exhibit severe collinearity. Indeed, as anticipated, the results for scenarios S.3 and S.5 coincide,
as do the results for scenarios S.4, S.6 and S.8.

We present the CN values in RE from extensions 1 (see section 3) and 2 (see section 4) for
different values of k£ in Tables 4 and 5, respectively. We can establish the following:

— The CN also provides different values in RE in scenarios S.1-S.10. Consequently, we can affirm
that different transformations of the data lead to different conclusions regarding whether
collinearity has been mitigated.
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Table 3: CN values in OLS from data in scenarios S.1-S.10
Scenario S.1 S.2 S.3 S.4 S.5
CN 5942.57595218  5609.76501621  75.16946674  33.19428616  75.16946674

Scenario S.6 S.7 S.8 S.9 S.10
CN 33.19428616  60.09226704  33.19428616  87249657.88750964  233.88678067

— In scenarios S.1, S.2 and S.9, the results are excessively high and inconsistent. For k = 1, it
is established that there is a high degree of collinearity.

— For scenarios S.3 and S.4, the CN decreases slowly, while for S.5, S.6, S.7, S.8 and S.10 it
decreases substantially more rapidly.

— For extension 1, the CN in RE is always continuous for k£ = 0. For extension 2, it is also
continuous for k£ = 0 except in S.3 and S.5.

— The CN is always decreasing in k and higher than 1.

— In OLS, the CN coincides in scenarios S.4, S.6 and S.8, while in RE it coincides in scenarios
S.6 and S.8.

— Establishing 20 as the threshold above which collinearity is a concern, we conclude the fol-
lowing:
— In scenarios S.1, S.2, S.3 and S.9, collinearity is not mitigated for the considered values

of k (the CN is always higher than 30).

— In scenario S.5, the CN is lower than 20 for & > 0.2.
— In scenario S.4, the CN is lower than 20 for k > 0.08.
— In scenarios S.6, S.7, S.8 and S.10, the CN is lower than 20 for k£ > 0.01.
If we compare these conclusions with those obtained from the VIF in Table 2, and because the
collinearity is mitigated for values of the VIF < 10 (which is the case for values of k > 0.07),
we conclude that the results are consistent only in scenario S.4.

From these considerations, we recommend calculating the CN in RE based on scenario S.4, that
is, from typified data (taking the mean values of the original data and dividing them by the
standard deviation). Thus, the CN in OLS should also be calculated is the same way. In this
case, the recommendation of Belsley et al (1980) should not be followed: having unit length is
similar to transforming the cross-products matrix X’X into a correlation matrix, except that
the mean zero property is not needed (scenario S.5). Note that in this case, the results will be
consistent with those obtained from the VIF with the threshold VIF< 4.

Table 6 reports the difference between the values obtained for the CN in extensions 1 and 2 in
each proposed scenario. Note the following:

— The two extensions nearly coincide in scenarios S.1, S.7, S.9 and S.10 (there is a difference of
less than 1077).
— Both extensions present values that are very similar in scenarios S.2 and S.4 (there is a
difference of less than 1073) and in S.6 and S.8 (there is a difference of less than 1072).
— The two extensions present different values for scenarios S.3 and S.5.
To confirm these findings, we offer a simulation analysis for the following matrix in scenarios S.1
to S.10:
X =[Z1, Zy +v- W], X=[Z, Zy, Zy+Zs+~v-W],
X =[Zy, Z, Z3, Zy +Zo + Z3 +v- W],
where Z;, 1 = 1,2, 3, and W have been independently generated from a normally typified matrix;
that is, we consider matrices with 2, 3 and 4 independent variables with different degrees of linear
relationships as a function of the parameter v. We have considered the following:
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Table 4: Values of CN in RE from extension 1 and data in scenarios S.1-S.10

k KU(XRvk) Kc(XR,k) KUT(XRak) KT(XRvk) KUS(XRzk)
0 5942.57595218  5609.76501621 75.16946674 33.19428616 75.16946674
0.1 5942.57580567 5609.76288895 64.05068737 18.25046713 28.34847761
0.2 5942.57565916  5609.76076170 56.74835869 14.01895889 20.80880563
0.3  5942.57551265 5609.75863446 51.48335761 11.81344632 17.22026098
0.4 5942.57536614  5609.75650721 47.45615300 10.40645118 15.01966267
0.5 5942.57521964  5609.75437997 44.24716843 9.40966605 13.49489584
0.6 5942.57507313 5609.75225273 41.61226706 8.65629049 12.35870496
0.7 5942.57492662  5609.75012549 39.39846174 8.06124049 11.47003716
0.8  5942.57478011 5609.74799826 37.50436341 7.57597326 10.75046568
0.9 5942.57463360 56097.4587102 35.85976659 7.17050835 10.15244992
1 5942.57448710  5609.74374379 34.41431134 6.82519811 9.64527315
k Ks(XF k) Kyo(XT k) Keur(XE k) Kuyi(XT k) Kyra(XT, k)
0 33.19428616 60.09226704 33.19428616 87249657.88750964 233.88678067
0.1 5.47164817 5.53831084 5.47164817 25585350.55549748 6.37231440
0.2 3.95754764 3.98718809 3.95754764 18493513.77817653 4.56183814
0.3 3.28913038 3.30839233 3.28913038 15214243.27781145 3.76941719
0.4 2.89486438 2.90933595 2.89486438 13226288.51196591 3.30257135
0.5 2.62909088 2.64080648 2.62909088 11857231.28391437 2.98761930
0.6 2.43540130 2.44531983 2.43540130 10840819.35944916 2.75772559
0.7 2.28679508 2.29544341 2.28679508 10047734.50294692 2.58100163
0.8 2.16853196 2.17623071 2.16853196 9406595.12800260 2.44006913
0.9 2.07180330 2.07876240 2.07180330 8874355.41049992 2.32455247
1 1.99098430 1.99734895 1.99098430 8423311.00126480 2.22782891
k Ky (XF, k) KcXF k) Kur(XF k) Kr(XF k)  Kus(XF,k)
0 5942.57595218 5609.76501621 75.16946674 33.19428616 75.16946674
0.01 5942.57593753  5609.76480348 73.79014391 29.91512663 59.35826733
0.02  5942.57592288  5609.76459076 72.48408367 27.44927546 50.59592564
0.03  5942.57590822 5609.76437803 71.24502226 25.50805913 44.83688777
0.04  5942.57589357 5609.76416531 70.06742088 23.92849097 40.68276961
0.05 5942.57587892 5609.76395258 68.94636128 22.61066650 37.50436341
0.06  5942.57586427  5609.76373986 67.87745917 21.48948698 34.97121496
0.07 5942.57584962 5609.76352713 66.85679187 20.52047573 32.89093934
0.08  5942.57583497  5609.76331440 65.88083770 19.67207403 31.14293085
0.09 5942.57582032 5609.76310168 64.94642473 18.92118581 29.64723577
0.1 5942.57580567  5609.76288895 64.05068737 18.25046713 28.34847761
k Ks(XT k)  Kur(XF k) KeourL(XT k) Ky (XT k) Kupa (X k)
0 33.19428616 60.09226704 33.19428616 87249657.88750964 233.88678067
0.01 15.33044156 16.65203518 15.33044156 60746880.67926855 19.86201719
0.02 11.48597416 12.02671221 11.48597416 49349444.05888925 14.08758600
0.03 9.58583554 9.90193716 9.58583554 42630764.91315606 11.52382919
0.04 8.40254741 8.61851209 8.40254741 38072980.07538167 9.99542679
0.05 7.57597326 7.73705117 7.57597326 34721075.27531780 8.95295873
0.06 6.95707226 7.08415797 6.95707226 32122619.62489100 8.18405792
0.07 6.47153515 6.57579191 6.47153515 30031958.63986814 7.58702885
0.08 6.07762206 6.16563442 6.07762206 28302685.60632128 7.10626687
0.09 5.74984578 5.82578676 5.74984578 26841402.82737018 6.70846934
0.1 5.47164817 5.53831084 5.47164817 25585350.55549748 6.37231440
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Table 5: Values of CN in RE from extension 2 and data in scenarios S.1-S.10

k KU(XRvk) KC(XR’k) KUT(XRvk) KT(XR7k) KUS(XRvk)
0 5942.57595218  5609.76501621  61.52013310 33.19428616 61.52013310
0.1 5942.57580567  5609.76300686 52.35231857 18.24759858 23.27996638
0.2 5942.57565916  5609.76099752  46.37328099  14.01455992  17.34775137
0.3  5942.57551265  5609.75898817  42.06955841 11.80789664  14.70218266
0.4  5942.57536614  5609.75697883  38.78179575  10.39994565  13.15178250
0.5  5942.57521964  5609.75496950 36.16503228 9.40232755 12.07006872
0.6 5942.57507313 5609.75296016 34.01882866 8.64820536 11.23871754
0.7  5942.57492662  5609.75095083  32.21768889 8.05247364 10.56553411
0.8 5942.57478011  5609.74894150  30.67849460 7.56657577 10.00266999
0.9 5942.57463360 5609.74693217  29.34371999 7.16052176 9.52151901
1 5942.57448710  5609.74492284  28.17211789 6.81465712 9.10337373
k Ks(xB k) Kuo(x® k)  Kouo(x% k) Ky (xT k) Kypit(xT, k)
0 33.19428616  60.09226704 33.19428616 87249657.88750964  233.88678067
0.1 5.45828586 5.53831084 5.45828586 25585350.55549821 6.37231440
0.2 3.93880510 3.98718809 3.93880510 18493513.77817661 4.56183814
0.3 3.26645371 3.30839233 3.26645371 15214243.27781127 3.76941719
0.4 2.86901519 2.90933595 2.86901519 13226288.51196609 3.30257135
0.5 2.60056281 2.64080648 2.60056281 11857231.28391432 2.98761930
0.6 2.40454854 2.44531983 2.40454854 10840819.35944930 2.75772559
0.7 2.25388778 2.29544341 2.25388778 10047734.50294686 2.58100163
0.8 2.13378475 2.17623071 2.13378475 9406595.12800262 2.44006913
0.9 2.03539171 2.07876240 2.03539171 8874355.41050002 2.32455247
1 1.95305509 1.99734895 1.95305509 8423311.00126478 2.22782891
k Ky (x™, k) Kc(x" k) Kur(x™, k) Kr(x®k)  Kus(x7,k)
0 5942.57595218 56097.6501621 61.52013310 33.19428616 61.52013310
0.01  5942.57593753  56097.6481527  60.35997779  29.91465600  48.50884067
0.02  5942.57592287 56097.6461434  59.28058218  27.44841176  41.34474191
0.03 5942.57590822  56097.6441340  58.25956994  25.50685524  36.64569279
0.04 5942.57589357  56097.6421247  57.29071241  23.92698531  33.26234083
0.05 5942.57587892  56097.6401153  56.36931403  22.60888827  30.67849460
0.06  5942.57586427 56097.6381060  55.49143704  21.48745917  28.62332213
0.07  5942.57584962 56097.6360966 54.65366073 20.51821694  26.93926130
0.08 5942.57583497  56097.6340873  53.85296454  19.66959965  25.52759643
0.09 5942.57582032 56097.6320780  53.08665579  18.91850880  24.32292279
0.1 5942.57580567  56097.6300686  52.35231857  18.24759858  23.27996638
k Ks(xB k)  Kup(x k) Kceur(xF k) Kyt (xT, k) Kypit(xT, k)
0 33.19428616  60.09226704 33.19428616 87249657.88750964  233.88678067
0.01 15.32659029  16.65203518 15.32659029 60746880.67926394 19.86201719
0.02  11.48022083 12.02671221 11.48022083 49349444.05888682 14.08758600
0.03 9.57865585 9.90193716 9.57865585 42630764.91315262 11.52382919
0.04 8.39418270 8.61851209 8.39418270 38072980.07537316 9.99542679
0.05 7.56657577 7.73705117 7.56657577 34721075.27531861 8.95295873
0.06 6.94674923 7.08415797 6.94674923 32122619.62489043 8.18405792
0.07 6.46036747 6.57579191 6.46036747 30031958.63986744 7.58702885
0.08 6.06567357 6.16563442 6.06567357 28302685.60631992 7.10626687
0.09 5.73716859 5.82578676 5.73716859 26841402.82737157 6.70846934
0.1 5.45828586 5.53831084 5.45828586 25585350.55549821 6.37231440
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Table 6: Difference in the CN between extensions 1 and 2 in scenarios S.1-S.10
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— 7 € [0.1, 10] with intervals of 0.01 considering 991 values. Note that the collinearity decreases
as 7y increases.
— The sizes of the generated sample are 20, 50, 100, 150 and 200.

Figure 3 displays the Mean Absolute Error (MAE) of the differences in each scenario between
extensions 1 and 2 in the 991 simulations, that is,

991
1

R R
g1 2 2 1K (X k), — K (x.k), |
r=1 k
where | = U, UT,US,C,T,S,UL,CUL,Uit,ULit. The results are depicted from left to right for
the 2, 3 and 4 variables. Every trend line corresponds to one of the considered sample sizes: 20,
blue circles; 50, green diamonds; 100, red pluses; 150, cyan stars; and 200, magenta squares. Note
the following;:

MAE =

— The MAE decreases as the sample size increases.
— In all cases, the highest errors correspond to scenarios S.2, S.6 and S.8.
— The highest MAE is lower than 0.4.

Thus, it has been shown that the two extensions present similar results. Therefore, we recommend
obtaining the CN from the first extension, which is easier to calculate. Moreover, since the first
extension has a closed expression, it was possible to show that the three desirable properties
established in Garcfa et al (2015a) are verified. That is, the CN in OLS and RE should be
calculated from K7 (X k).

6 Conclusions

Ridge estimation is applied to estimate a linear model in which collinearity has been detected.
Then, it is necessary to determine whether the collinearity has been mitigated after the applica-
tion of this estimation approach. This fact motivates extending collinearity diagnostic indicators
to ridge estimation (see Figure 1). In this paper, we have presented an extension of the condition
number to ridge estimation under two approaches.

First, we extended it by requiring the presence of matrix X in different scenarios. This
extension verifies the properties of being continuous in k£ = 0, monotonous decreasing in k and
higher than 1. However, in this case, matrix (X%)'X® does not, for example, have unit length or
is not typified. For this reason, we present a second extension by requiring matrix (X*)' X% to be
present in various scenarios. In this second case, it is not possible to obtain an algebraic closed-
form expression for the CN, and consequently, is not possible to analyze whether the desirable
properties are verified.

Given the results, we recommend calculating the CN from typified data, as in this case, the
conclusions are similar to those obtained with the VIF. Further, although we are aware that,
given the definition of the condition number, the second extension is the natural one,
as both extensions lead to similar results, with very small differences, we consider it
appropriate to use the first one because it is easier to apply. Thanks to the closed-form
expression of the CN, it was possible to show that it verifies the properties established in Garcia
et al (2015a).

Finally, since the calculation of the CN in OLS leads to different results depending on the
data transformations, we also recommend calculating the CN in OLS using typified data to be
consistent with the option recommended in RE. Note that typified data coincide with unit length
centered data, in contrast to the statement of Belsley et al (1980).
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Two independet variables
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Fig. 3: MAE in scenarios S.1-S.10 for 2, 3 and 4 variables
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A Equivalence for transformations in OLS

Taking into account the notation given in Section 4, we now show that the CN in OLS coincides in scenarios S.3
and S.5, and in S.4 and S.6.
Since

- = <, = 1
X Xur = QX'X02, Xj¢Xyg = —2X'X80,
n

it is verified that if § is an eigenvalue of ingf(UT, then @ = %5 is an eigenvalue of i,Us)ZUS- In this case,

~ Amax %6maz Omazx ~
K (XUS> - «/amm =\t " ,/%m - K(XUT).

X, X7 =02 (x’x - ni’i> 2, XXg= %n (x’x - ni’i) 0,

However, as

it is verified that if § is an eigenvalue of )~(’T)~(T, then o = %6 is an eigenvalue of igf(s In this case,
S Omazx l(SWMII 6mar S
K<XS): / = 711 = - :K(XT)
Amin ;67711'71 6m1n

B Properties of the CN in RE: extension 1

The Condition Number (CN) was previously applied by Riley (1955) to show that the matrix A + kI is better
conditioned than the matrix A and to show that the CN of the matrix A+ kI is always lower than that of matrix A
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for k > 0. Casella (1980a) developed some properties of the CN associated with ridge estimation. In this appendix,
it is shown that K(XR, k) is decreasing in k, continuous for k = 0 and always equal to or higher than one.

Decreasing in k: As f(k) = %fﬁz, it is obtained that
mn

)_ )\min+k*)\masz _ )\min*AmaI <0
Amin + k)2 Amin + k)2 =7
since 0 < Apin < Amaz (because X’X is positive defined, its eigenvalues are real positive numbers).
In this case, since K (X% k) = \/f(z) and the positive square root is a strictly monotone function, it is
verified that K(X%, k) is decreasing in k.
Continuous for k = 0: It is evident that

0
il

KOCT,0) = /372 = K (x),

min

as K(X) is the condition number associated with model (1).
Always equal to or higher than 1: It is evident that

E oA k
lim K(X® k)= lim LT L T
k—+oco k—+oco k >\mzn =+ k k—+oco

Then, since the first value is given by K(X) > 1, is decreasing in k and its limit for k — 400 is 1, it must be
the case that it is always equal to or higher than one.

Amaz

Amin -

C Mean and variance of the independent variables of the augmented model

In this appendix, we obtain the mean and variance of the variables contained in matrix X given the model (4)
and under the following assumptions:
— Matrix X has zero mean and variance equal to one (typified).
— Matriz X has zero mean and variance equal to one divided by the number of observations (standardized).
If the original matrix X does not satisfy these conditions, it has to be transformed in the following way:
— For each column of matrix X, we subtract its mean and divide by its standard deviation. Thus, we have that
the columns of X% are given by

X1 —X; X — X
XPo=| AL S 0 VE .0, j=1,...,m
’ VVar(X;) VVar(X;)

In this case:

)]

e p— <iX”’_XJ: +\/ﬁ>: vk

n+m \= /Var(X;y) n+m
1 (X — Xj)? <R \2
Var(X% ) = i k) — (X7,
o) n+m(; Varcxy) ) (K1)
1 n-Var(X;) k _nn+m)+(n+m-—1)k
T ndm \ Var(X;) (n+m)2 (n +m)? '

— For each column of X, we subtract its mean and divide by its standard deviation multiplied by the square
root of the number of observations. Thus, the columns of X% are given by

X1 — X Xnj — X
X5, = Lj i nJ L_0..vVk..0)], j=1,...,m.
’ Vn - Var(X;) Vn-Var(X;)

In this case,

XE = L (v KuX ) VR
ST m & Ve Var(X;) n+m’
1 "L (X — Xj) R \2
Var(X§,) = JZ2 4k X
ar( S,J) n+m<§ n-VaT(XJ)+ < SJ)
_ 1 (n-Var(Xj)Jrk)i k :(n+m)+(n+m71)k
n+m \n-Var(X;) (n+m)? (n+m)? '
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D Order of operations to obtain unit length

Given a vector X of dimension n x 1, the transformed vector Z given by

X; — X X; — X
Zi: = )
[1X]]

In this case,

Var(Z) = 1223—22 _1 1 S (X -X) = VRL(X)
n - n )

1 i=1
1zl = \|S. 22 = Vo Var(Z) #1. (13)
=1

That is, although the transformation leads to a centered vector (zero mean), such vectors do not have unit length.
However, we then consider the transformed vector Z given by

Y; Y; -
i:m;n: L V=X,-X, i=1,...,n
n
PIR S
=1

In this case,

1
" 1
||Z]| = ZZ=y/n-= =1 (14)
=2y

That is, in this case, the transformation leads to a centered vector with variance % (standardized data) and unit
length.



