MPRA

Munich Personal RePEc Archive

A tutorial note on the properties of
ARIMA optimal forecasts

Galimberti, Jaqueson K.

The University of Manchester

10 January 2012

Online at https://mpra.ub.uni-muenchen.de/40766/
MPRA Paper No. 40766, posted 20 Aug 2012 23:28 UTC



A tutorial note on the properties of ARIMA optimal forecasts™

Jaqueson K. Galimberti'

First draft: January 10, 2012.
This version: August 20, 2012.

Abstract
Assuming an ARIMA (p,1,q) model represents the data, I show how optimal forecasts can be computed and
derive general expressions for its main properties of interest. Namely, I present stepwise derivations of expres-
sions for the variances of forecast errors, and the covariances between them at arbitrary forecasting horizons.

Matricial forms for these expressions are also presented to facilitate computational implementation.

1 Preliminaries

Lets say that a time series of observations y, was found (or estimated) to be represented by the ARIMA (p,1,q)

model given by

O(L)(1-L) y =6 (L), (1)

where v, is a white noise sequence with given (or estimated) variance 62, ¢ (L) and 6 (L) are lag polynomials
given by

q
¢(L)=1—iaju', O(L)=1-Y b;L’, )
j=1 j=1

which are taken as the p-order stationary autoregressive operator and the g-order invertible moving average oper-

ator, respectivelly. As usual, to ensure stationarity and invertibility the roots of

1-Y apx) =0and 1-Y bix’ =0 A3)
j=1 j=1
must lie outside the (complex) unit circle, respectivelly.

Although our main purpose here is to analyze the properties of the forecast errors obtained from the ARIMA (p, 1, q)
model, to facilitate our derivations we neglect the difference operator at some moments by using a simple change

of variable given by

x=(1-L)y, 4)

*This is written for didactic purposes, supposedly a handy reference. Famous textbook references on the topic are found in Hamilton
(1994); Box et al. (2008). Although not aimed for publication, citations, comments, and suggestions are welcome.
TEmail: jakaga2002@yahoo.com.br. Website: https:/sites.google.com/site/jkgeconoeng/.




such that (1) reduces to an ARMA (p,q) form given by
¢ (L) Xt = 0 (L) Vr. (5)

In what follows we first show how optimal forecasts for y,j, as given by the conditional expectation operator
E;_1 [yi+1], can be computed from the model specification in (4)-(5). Next, in section §3 we obtain expressions
for the forecast errors and use these to compute conditional variances and covariances of these errors for varying

forecasting horizons h.

2 Optimal Forecasts

2.1 For the differenced series

Focusing on the ARMA (p, q) form of (5), notice that from (2) we can represent x; as determined by its own lagged

values and the sequence of innovations,

)4 q
=Y. apx_j— Y by j+v, (6)
= =

which in turn can be easily extended for any desired horizon A,

P q
Xeh = Y Ai%i4h—j— Y DjVisn—j+ Vi (7
=1 =1

For the computation of forecasts and its errors it is helpful to decompose the summations in (7) into the pieces of
information that are known at the period at which the forecast is being made, here r — 1, and those not yet known,

which leads to

h h
Xevh = Zajxﬁi’hfj_ ijvt+hfj+vt+h+
j=1 j=1
P q
+ Y aixqnj— Y, bivien—j, )]
j=h+1 j=h+1

where the first line contains the information not yet known to the forecaster, and the second line contains only
information already observed. Optimal forecasts can then be obtained using the conditional expectation operator,

E,_ [e], which applied to (8) leads to

h P q
E; 1 [Xi4) = ZajEt—l [Xesn—j] + Z AjXpip—j— Z bivignj, )
Jj=1 Jj=h+1 j=h+1

from which forecasts for any horizon & can be computed recursively based solely on information available on

period t — 1.



2.2 For the integrated series

Once the forecasts for the differenced series x;, were computed, to obtain the forecasts for the integrated series y;

first notice that substituting (4) back into E;_; [x, ;] we obtain

Eii i) = Bt |[(1=1) v (10)

The issue now is to find a way to disentangle E;_; [y;4] from the RHS of (10). To do this notice that from the
binomial theorem of elementary algebra we have that the difference operator can be expressed as an Ith order

polynomial in the lag operator as given by

(1-L) = i(l> (1)L, (11)

=0\

where (5) denotes a binomial coefficient, which in factorial form can be computed as ﬁ Substituting (11)

into (10) we find that

L7 '
E [ = E lz ( ) (_1)th+h—j1 ; (12)
=0\

ZI‘, (j) (—1)/ ym.;] , (13)

J=1

= E_ b’erh] +E

where the last equation is found by separating the first element of the summation and solving for the coefficient
given j = 0. We can decompose the remaining summation even further by noticing that E,_ [y,+h, j} = Yirh—j
for any j > h, given that the value inside of the expectation brackets was already observed for these cases. Thus,
decomposing the summation in (13) and rearranging terms we arrive at

min{h.l} ( I

E1[isn) = E—1[X4n]— Z, j) (=1) Eroy [yran—j] +

- i (1> =1 Yienjs (14)

j=ht1 \J

which provides a recursive formula for computation of forecasts for the integrated series at any forecasting horizon
using only the observations of the integrated series known at period ¢t — 1 and the forecasts previously computed

for the differenced series, as given by (9).



3 Forecast Errors and Its Properties

3.1 For the differenced series

Letting e (x;;) denote the error of the forecast made using information from period 7 — 1 for the value of the

differenced series at period ¢ + A, we have that

e(Xen) = Xan—Ei—1[xiqn], (15)
h
= Z {aj (xrn—j— Ei—1 [Xe4n—j]) = bjvien—j } +Vitn, (16)
=1

where (16) is obtained by simple substitution of (8) and (9) into the definition of the forecast error in (15). But
notice that, from (15), e (x,14—;) = X4n—j — Ei—1 [Xr45—;] forany j=1,...,h. Substituting this into (16) we arrive

at a recursive formula for the forecast error,

=

e(Xi1n) Z{a] Xeh—j) = biVesn—j} + Vesn- (17)

It is important to remember that though the forecasts errors for any horizon /# can be computed recursively from
(17), these measures, obviously, cannot be computed numerically before the actual realizations of the forecasted
series have been observed. Our interest here is of course on the symbolic expressions for these forecast errors so
that we can compute conditional variances and covariances for them. Before going through that, notice that there

is an even simpler recursive form for the forecast errors given by

xz+h 25 Vi+h—js (18)
with
J
50: 1 and 5j: Zakéj_k—bj. (19)
k=1

Now, letting Gez(x ) denote the conditional variance of the forecast error e (x;1;) we have that from its defini-
1

tion

oy = Eit [(Cuan) — B fe(uan)))?] (20)

= B [e(un)’] e

2
h
= E (Z@'WH[}) ) (22)
J=0

where the simplification in (21) is obtained by direct application of the expectation operator to (15) (or 18), and
(22) substitutes (18) into (21). Further, from the assumption that v; ~ IID (O, sz) we have that the expectation

of the cross-products between the terms of the summation in (22) are null, i.e., E;_ [v,vs] = 0V # s, while the



expectation of the squared terms are the variance of v, i.e., E;—; [v}| = 67. Thus the conditional variance of the

forecast errors for any horizon / are given by

2 _ 2 2
Oyay) = O 207 (23)

Conditional covariances of the forecast errors can be computed in a similar way. Letting o, ) denote

Xt+hXe+h—1
the conditional covariance between the forecast errors e (x;1,) and e (x;.,_;), for any I = 1,...,h, we have from

definition that

Oty iprriny) = Er—rle(esn)e(Xern—1)], (24)

h h—l
= Lk [(Z(Sjvwrh—j) < 6jvt+h—l—j>] . (25)
=0 =0

Now, it is evident from (25) that the product of the two summations lead to a total of (h+ 1) (h—[-+ 1) terms.
However, only the (2 — [+ 1) terms of the second summation will lead to squared terms of v, such that following
the same reasoning as for the computation of the variance, from the assumption that v, is IID we have that (25)

reduces to

h—1
2
Oelsnrsn-r) = O L 6i01ss (26)
J=

Notice that for / > h the conditional covariance is null given that e (x;,;_;) = 0 for this case.

Finally, notice that (23) results as a special case of (26) when [ = 0. It may be useful for computation to
consider a matricial form for these expressions, resulting in a matrix of variances/covariances of the forecast
errors. Letting the column vector with / -+ 1 forecast errors on the differenced series be denoted by e (xp)’ =

e(x) e(x+1) ... e(x;) |»theforecasterrors (co-)variance matrix is defined by Ex = E; [e (xn)e (xh)/]
and from (26) is given by
Ex = AsA50y, 27)

where A is a lower triangular matrix formed with the §; coefficients from (19). Specifically,

& 0 e 0
8 & 0 .. 0
As=1| & Y & e 0 . (28)
I O Op—1 Op—2 -+ 0o |




3.2 For the integrated series

To obtain similar measures for the integrated series we are going to first establish the relationship between the
forecast error for the differenced series and that for the integrated series, so that we can then make use of the
expressions we have already obtained in the previous subsection. To start notice that from (4) and (11) we have

that

I I .
Xt+h = Z <J) (_I)Jyt+h—j; (29)

j=0

which substituted into the definition of the differenced series forecast error, (15), results in
L /g ) L/ )
e(Xpn) = Z ( ) (=1)! yepn—j— Z ( ) (=1)! yepn—j+
=0 \J j=ht1 N

h .
-y <I> (=1 Ey [yisn—j] (30)

=0\

h .
= Y (1) (=1 Ysh—j — E—1 [yisn—j]) » (31)

=0\

where in (30) we are already incorporating a decomposition of the expected value of the summation in (29) into
the portion of terms already known at the time of the forecast and those not yet known, just as we did in (14), and
in (31) we are just simplifying the summations in (30) by removing the terms that cancel each other in the first
two summations and then aggregating the remainder with the last summation of expected values.

Now, if we apply the definition of the forecast error function to the integrated series forecasts we have that
e (Vi+n) = Yern — Er—1 [Vesn] (32)
which for any j =0,...,h can be equivalently put as
e (Visn—j) = Yern—j— Er—1 [Vern—j] - (33)

Substituting (33) into (31) we arrive at a recursive formula for the integrated series forecast error, i.e.,

h .
e(Xyn) = Eb(j) (—=1)e (yH—h—j) ) (34)
h .
= e(Vin) +j; (j) (=1) e (Vin—j) , (35)
h .
e(en) = e(xen) —j:ZI (j) (=1 e (vrsn-j) » (36)

where (35) is obtained by releasing the first term of the summation in (34), and the recursive formula in (36) is
obtained by rearranging the terms in (35). Although (36) already provides a way to obtain the forecast errors for

the integrated series from those calculated for the differenced series in (18), we can go further and simplify it to



be determined solely from the forecast errors for the differenced series. Repeating the recursive substitutions in

(36) a few times, we find that this formula can be generalized into

e(yisn) ZB] Xithoj) s 37
with
(41!
hi= Jla—n’ (38)

which therefore establish a direct relationship between the forecast errors for the differenced series and the forecast
errors for the integrated series, where the (non-negative integer) order of integration is arbitrary.
To obtain an expression for the conditional variance of forecast errors for the integrated series we can use

(37)-(38) with the definition of this measure, as in (21),

oy = Eit o0, (39)

)’t+h)
h 2
(Zﬁje (rn ,)) : (40)
j=0

where the square of the summation can be expressed as a squared multinomial

h

Gf(y,+h) = YBE- [@ (xt+h—j)2}+

Jj=0

h h
+2Y Y BiBiE 1 [e(xisnj) e(xisni)] s (41)

J=01=j+1

with the expectation operator already solved for the parameters. But notice that the two expectations left to be
solved in (41) correspond to the definitions of the conditional variance and covariance, given by (21) and (24)

respectivelly, though we need to adjust the period of the forecast. Doing that we find that

h—j
2 2V s2
Oany) = O “2)
h—1
_ 2
e(¥pnjeent) Gv;)&zfjfﬁhfl% (43)

Substituting (42) and (43) into (41) we arrive at a formula for the conditional variance of the forecast error for the

integrated series

2 2 2
G e(Vitn) ZB ex,+h + Z Z ﬁlﬁl exHh JoXeth—l ) (44)

Jj=0I=j+1
which can be indirectly computed from the given (or estimated) variance 63, and the autoregressive and moving
average parameters of the ARIMA (p,I,q) model in (1)-(2), using (42), (43), and the definitions of the & and 8

parameters given in (19) and (38), respectivelly.



We can follow a similar approach to obtain an expression for the conditional covariance between forecast

errors on the integrated series. From the definition of the conditional covariance, (24), we have that

Ge(yH»h,yHrhfl) = El‘fl [e (yt+h)e(yt+h—l)] ) (45)

h h—1
Ei_ [(Z&ﬁie (xt+hi)> (X;,)ﬁie (xz+h1i)>] ; (46)

where in (46) we have substituted (37) adjusting the indexes. The product of the two summations obviously will
have (h+1)(h—1+1) terms, which can be decomposed into (2 —1[+ 1) squared terms and h(h—1+ 1) cross-

product terms. Such a decomposition is given by

h-l
Oe(yipnyiint) = ;)ﬁiﬁHiElfl {e(xt+h—l—i)2}+
=
h—ll+i—1
+ Y Y BiBE -1 [e(Xn—i—i) e (rin—i)] +
i=0 k=0
h—1  h
+ Y Y BBE-1[e(ipn—i—i)e(xini)]- 47)
i=Ok=ITi+1

Again, we can identify the expressions under expectations with the definitions of the conditional variance and

covariance for the forecast error on the differenced variable. Namely, we have that

h—1—i
2 _ 2 2
Ce(vppa) — Ov Z() ot (48)
m=
min{h—I—ih—k}
_ 2
Gg<xr+h—l—i7xz+h—k) = 6 ZO ah_l_i_mah_k—m’ 49)
m—

where the minimization determining the last value for m into the summation in (49) will always pick the first
option (h — [ — i) under the conditions implied by the first double summation in (47), and the second option (& — k)
under the second double summation in (47). Substituting (48) and (49) into (47) we obtain our final expression

for the conditional covariance of the forecast errors on the integrated variable, i.e.,

h=1
— . . 2
Oelynyern-i) = gﬁlﬁl+lde(xt+lz—l—i>+
i

h=Il+i—1

+ Z Z ﬁiﬁkc@(anfzfiwwnfk)Jr

i=0 k=0
h=l h

+ Z Z ﬁiﬁkce(xtJrh—l—ivxtJrh—k)' (50)

i=0k=I+i+1

As with the differenced series, notice that (44) results as a special case of (50) when [ = 0. Again, we can turn
these expressions into an unique matricial form to obtain the matrix of variances/covariances of forecast errors

on the integrated series. Following previous notation, this matrix is defined as £y = E;_; [e(yn)e(yn)'] and from



(50) can be computed by
Ty :AﬁZxA’ﬁ, 51

where Aﬁ is a lower triangular matrix constructed with the 3 ; coefficients from (38) in the same way as (28), i.e.,

By O . .0
B Bo o - 0
Ag=1| B B Bo - 0 |- (52)

Br Bi1 B2 -+ Bo
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