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Abstract

Stock returns are likely to consist of linear parts as well as nonlinear parts over time. Autore-
gressive or moving average models may be suitable for capturing linearly behaving parts,
whereas nonlinear smooth transitioning or artificial neural network models can be used to
describe the nonlinear habits. In general, none of the aforementioned individual models is
able to capture both linearity and nonlinearity of time series completely. To overcome this,
my study combines two models from the linear and nonlinear field into a hybrid model to
describe and forecast the returns on the Spanish Ibex-35 stock index. Recursive and non-
recursive one-step-ahead and multi-step-ahead forecasting methods are utilised over three
forecast horizons to measure and compare the performance of the hybrid model relative to
the individual models. I find that the hybrid model is able to surpass the individual models
for short horizon one-step-ahead forecasts. The hybrid model seems particularly useful for
predicting the correct sign of the returns, which indicates that the combined model can be
of interest to incorporate in trading strategies.
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1 Introduction

Which model can forecast the future returns of a stock index as accurate as possible? That is
a question that many investors would like to answer. Predicting the returns can be of interest
when incorporating a trading strategy over a longer horizon. A model that can describe the
movement of stock returns universally has yet to be found.

In the field of time series modelling and forecasting there are several different approaches. Most
traditional statistical models include exponential smoothing, autoregressive (AR) and moving
average (MA) models. These models are linear in a sense that the predictions of a variable in
the future are constrained to be linearly dependent on the observations in the past. Because
of the relative simple nature in understanding and implementation, the performance of linear
models has been studied quite elaborately during the past decades.

One of the most important and extensively used linear time series model is the autoregressive
integrated moving average (ARIMA) model. This model gained popularity due to its statistical
properties combined with the model building process, which follows a well-known Box-Jenkins
methodology [5]. Besides that, several different methods like the exponential smoothing model
can be implemented by ARIMA models. One big advantage of ARIMA models is their flex-
ibility. ARIMA models can capture pure AR, pure MA and combined AR and MA (ARMA)
series. However, the greatest drawback of these models is their assumed linear form. Due to
this assumption, no nonlinear patterns can be captured by the ARIMA models. Therefore the
approximation of linear models to explain possibly nonlinear real-word observations are not
always satisfactory.

In many studies the efficient market hypothesis is questioned [11, 17, 34]. The assumption
that complex asset price movements can be described by a random walk model is debatable.
As stated, time series do not always exhibit a linear relation and may very well be nonlinear.
This is well-grounded because the linear models are not always capable of explaining several
agency aspects. These aspects include the possibility that not all agents receive information
simultaneously, the importance of differences in negotiation times or how those agents with
more complex algorithms can make better-informed decisions. The conclusions of papers which
investigate the efficient market hypothesis support both a theoretical as a practical interest in
nonlinear financial time series models.

Broadly used nonlinear models include bilinear models, autoregressive conditional heterosce-
dastic (ARCH) models and smooth transition autoregressive (STAR) models [4, 9]. These
models offset linear models when forecasting nonlinearly behaving time series. Although this
improvement has been noticed, the gain of forecasting with nonlinear models over general linear
models is limited [12]. Because of the fact that nonlinear models are structured for certain
specific nonlinear patterns, they are not able to correctly capture multiple types of nonlinear-
ities simultaneously in time series. This led to the more recent rise of artificial neural network
(ANN) models, which have been suggested as a useful nonlinear alternative for forecasting time
series. The strength of these ANN models lays within their flexible nonlinear modelling capa-
city. These models have the capability to capture multiple types of nonlinearities which may
exhibit in time series data.

Both ANN and ARIMA models are successful models in the nonlinear and linear domain re-
spectively. Yet, none of them is considered as a universal model which is suitable under all



circumstances. If one tries to estimate the parameters of an ARIMA model to account for a
complex nonlinear problem, it is very likely that this model would not capture this nonlinearity
properly as the data generating process differs. In addition, fitting an ANN model for clearly
linear data may be totally inappropriate as well. Moreover, real-world time series data often
consist of complex movements, both linear as well as nonlinear, which can not be captured well
by one of the aforementioned models separately. This leads to a model selection problem with
divergent solutions. Hence, a combination of these two models could yield a viable solution in
the form of a model, which is able to handle both linearity and nonlinearity adequately.

Theoretical and empirical evidences in current literature [25, 27, 28, 35] suggest that, by making
use of dissimilar models or models that capture disjoint characteristics, a hybrid model will give
lower generalization variance or error. The aim of a combined model is that the risk of using
an inappropriate model for the data is minimized or at least reduced. Combining thus reduces
risk of an erroneous model and obtains results which are more in line with the underlying data
and are on average more accurate.

This paper extends the work of Pérez-Rodriguez et al. [29] by making use of a hybrid ARIMA-
ANN model to forecast Ibex-35 stock index returns. They find that ANN models have a better
model fit over STAR models, as the former offers slightly higher trading profits in terms of
one-step-ahead forecasts as in Sharpe ratio. However, they are unable to determine whether the
ANN models are superior over other (non)linear models in the multi-step-ahead case. Empirical
results support that making use of a hybrid model for financial market forecasting can effect-
ively improve accuracy, such that the hybrid model can be used as an alternative to financial
market forecasting tools. Especially when only a short-term time series is investigated, the
hybrid model performs relatively well [37].

In this paper I will propose a method to combine the linear and nonlinear aspects into a hybrid
model for better modelling and forecasting purposes. In section 2 I will review the current
knowledge of forecasting with the individual models as well as with some hybrid models. Section
3 explains the model building process and the forecast methods. The proposed methodology
of the hybrid model consists of two stages. In the first stage a linear ARIMA model is fitted
in order to identify the existing linear components of the data. In the second stage I will
introduce an existing nonlinear ANN model to account for nonlinearity in the sample data.
This is followed in section 4 by a description of the data that I use for my analysis. In section
5 the performance of this hybrid model will be evaluated in comparison with the performance
of the separate linear and nonlinear models in terms of statistical criteria such as goodness of
forecast measures, proportion of times that the signs are correctly predicted, the directional
accuracy test and tests for equality of accuracy of competing forecasts. I produce forecasts of
the models using (recursive) one-step-ahead as well as multi-step-ahead methods. Section 6 and
7 respectively conclude and discuss my findings and give directions for further research.

2 Literature

Forecasting time series data is one the most prominent and widely discussed topics within the
fields of statistical analysis. The possibility of exploiting linearities as well as nonlinearities
within these datasets to improve forecasting performances over short and long horizons could
be of great importance.

In many studies of empirical finance, the efficient market hypothesis is questioned [11, 17, 34].



According to those studies it is doubtful that the random walk model is a reasonable descrip-
tion of asset price movement and that linear modelling techniques are able to capture complex
movements of asset prices [11, 34]. Another often proposed model for capturing financial time
series data is the ARIMA model, which gained popularity due to its statistical properties as well
as the Box-Jenkins building methodology. However, the performance of these linear models can
be poor for seemingly nonlinear data, as the models lack the capability of capturing nonlinear
patterns.

As a result of this lack, the interest in nonlinear models is fueled. Those models are able to
capture more complex movements over time. Among the first were Lapedes and Farber [22] to
attempt to model a nonlinear time series with artificial neural networks. Later on, De Groot and
Wurtz [15] present a detailed analysis of forecasting a univariate time series by making use of
a feedforward neural network for two nonlinear time series, the annual amount of sunspots and
a deterministic chaotic time series. In addition, several large forecasting competitions suggest
that the neural network can be a promising addition to the forecasting toolbox [2].

One of the major developments in neural network modelling and forecasting was the introduc-
tion of combined models. The basic idea behind this multi-model approach is that the ideal
unique capability of the underlying models can capture different patterns in the data. Both
theoretical as empirical findings suggest that the predictive performance of a hybrid model off-
sets the individual model, especially when the models worked with are quite different [3, 36].

Among the first incorporations of such a combined hybrid model is Zhang [37], who proposes a
combination of the linear ARIMA model along with a feedforward ANN model. This model is
then used empirically with three often used real-world nonlinear time series datasets, namely the
sunspot data, Canadian lynx data and the British Pound/US Dollar exchange rate. His findings
indicate that a combined model can be effective to improve forecasting accuracy achieved by
the separate models.

Also Wang and Meng [33] find that the hybrid form of a combined ANN and ARIMA model
improves forecasts of the energy consumption of a province in China relative to those obtained
by the separate models. Furthermore, Khashei et al. [20] propose a novel hybrid model in order
to overcome limitations of ANN models to yield even more accurate results by making use of a
fuzzy regression model.

These positive findings for different non-financial nonlinearly behaving time series, enhanced in-
terest in the application in the financial sector. Khashei et al. [19] presented a hybrid ARIMA-
ANN approach to model financial market predictions. Also Tseng et al. [32] propose a hybrid
model called the SARIMABP, which contained the seasonal ARIMA (SARIMA) model and a
backpropagation ANN model to forecast total production value for the Taiwanese machinery
industry.

Concluding, the combination of an ARIMA model with an ANN model seems to be very fruitful
in multiple fields of research that make use of (possibly nonlinear) time series data. This research
focusses on the forecast comparison with other individual (non)linear models. I also investigate
that if the hybrid model provides superior results, to what extent this model can improve time
series data forecasting in a financial data framework.



3 Methodology

In this section the basic concepts and modelling approaches of the different models are briefly
reviewed. Models of interest include the linear ARIMA model, nonlinear STAR model, artificial
neural network multilayer perceptron (MLP) model and a hybrid model combining ARIMA
and MLP models. After establishing the models, forecast methods are used in order to assess
statistical and economic criteria of out-of-sample forecasts. The dependent variable of interest is
the return (r;). Lagged observations and lagged error terms are the only explanatory variables
being used in the models.

3.1 ARIMA model

There is a broad range of approaches to model time series. A traditional linear model that has
been used extensively over the last 50 years is the ARIMA model. An ARIMA model consists
of three parts, the AR function regresses on historic values of the index, the MA function re-
gresses on a purely random process and the integrated (I) part ensures that the time series is
stationary by differencing. Whereas other models are able to capture nonlinearity, the ARIMA
model deals with non-stationary linear components.

The ARIMA model assumes that the future observation of a variable is a linear function of a
couple of past observations and random errors. Stated otherwise, the underlying process which
generates the time series data with mean g is of the form

S(B)VI(re — p) = 0(B)ey, (1)

where 7; and ¢; resemble the return of the index and the random error at time ¢. The functions
#(B)=1->"  ¢B and (B) =1 — Z?:l 0;B7 are the polynomials in B of degree p and ¢
respectively, where ¢; (for ¢ = 1,2,...,p) and 6; (for j = 1,2,...,q) are the model parameters.
Here p and ¢ are integers which are often referred to as the order of the AR part and the MA
part included in the model. Furthermore, V = (1 — B), where B is the backward shift operator.
In (1) d is also an integer which is often referred to as the order of differencing. The random

errors &; are assumed to be i.i.d. with zero mean and a constant variance o2.

The methodology as described by Box-Jenkins [5] includes three iterative stages of model iden-
tification, parameter estimation and diagnostic checking. The main principle of model identific-
ation is that if a time series is generated according to an ARIMA process, it should have some
properties of theoretical autocorrelation. By comparing the empirical autocorrelation with the
theoretical values, it is often possible to identify one or multiple potential models for the given
time series data. As proposed by Box and Jenkins the autocorrelation function and the partial
autocorrelation function of the observed data are useful basic tools for order identification of
the ARIMA model. Other information criteria like the AIC or the BIC can also be used for
order selection.

In the identification step the data is required to be a stationary time series, since stationarity
is necessary for building an ARIMA model used for forecasting. Stationary time series are
characterized by constant mean and autocorrelation structure over time. When the observed
data does present a trend or heteroscedasticity, transformation in the form of differencing has
to be applied in order to remove the trend and stabilize the variance. Once this is established,
estimation of the parameters in the model is straightforward. For estimating the parameters,
the overall measure of errors is minimized, which can be achieved by making use of a nonlinear



optimization procedure. The last step is a diagnostic check of the adequacy of the model. This
boils down to checking whether the model assumptions which are made about the errors, &y,
are satisfied. Residual plots and diagnostic statistics can be used to examine the goodness of fit
of the proposed model for the historical data. If the model is not able to explain the data well,
a new model should be identified which will be followed by repeating the steps of parameter
estimation and model verification. The structure of the residuals and the diagnostic information
may help to suggest an alternative, better model. This three stage approach for model building
is typically repeated a couple of times until a satisfactory model is selected. This final model
can then be used for the forecasting purposes.

3.2 STAR models

STAR models are especially useful if the data exhibit multiple regimes with potentially different
dynamic properties, but with a smooth transition between those regimes [14, 31]. A simple first-
order STAR model with two regimes is given by

P P
re=go+ Y duri—i + [42520 +> ¢2¢Tti:| Fra(st;v,¢) + et (2)
i=1 i—1

Here 74 represents the stock index return at ¢, ¢j; (for j =1,2;4=0,1,2,...,p) are the unknown
parameters that correspond to each regime j. The function F; 4(s¢;7,c) is the transition func-
tion, which is assumed to be twice differentiable and in the range [0, 1]. The parameter 7 is
the transition rate or the smoothness parameter and ¢ stands for the threshold value, which
represents the change from one regime to another. The number of lags of the transition variable
is given by d. The transition function allows for switching between regimes and introduces non-
linearity into parameters of the model. The transition variable, s;, is usually defined as a linear
combination of lagged returns ry: sp = Z?zl a;re_i. Specification of the transition function
is mostly done by a first-order logistic function (LSTAR) or a first-order exponential function
(ESTAR). The logistic specification (3) and the exponential speficiation (4) of the transition
function are given by

Fra(s;y.c) = {1 +eapl—1(s: —)}7", (3)  Fralsiiv,0) = {1 — eap[—y(st — )’]}. (4)

For both specifications hold that v > 0 and that the transition variable, s;, can be any variable
in the information set W;_;.

The model parameters are estimated by making use of quasi-maximum likelihood (QMLE).
The model building process for STAR models is divided in three separate stages as described
in Granger et al. [14] and Terésvirta [31]. Finally the STAR models are evaluated based on
within-sample performance following Eitrheim and Terésvirta [10].

3.3 MLP model

ANN models are considered to be universal approximators and good forecasters of a wide
variety of nonlinear patterns. The models are able to include regime switches as well as other
nonlinearities. Based on the findings on the MAE and the Diebold and Mariano test [8], provided
in Rodriguez-Perez [29], the choice for the ANN model consist of the MLP model. The MLP
model can be seen as a feedforward network, which means that the connections between the



nodes do not form a cycle. A general form of the nonlinear MLP(p, ¢) model for a single hidden
layer network is

q p
re=fo+ Y ﬂjg<z PijTe—i + ¢0j> + €. (5)
=

=1

Here r; defines the return at time ¢ or also referred to as the system output. The number of
inputs, in this case lagged stock returns, as explanatory variables is given by p. The set of lagged
returns then equals R = (1, r4_1,7¢—2, ...,7+—p)’ including a constant term. The parameter vector
is 0 = (f',¢'), with 8 = (b1, ..., By)" and ¢ = (¢1j, ..., ¢pj) for j = 1,..., ¢ which brings together
all the weights of the network, with ; representing the weights from the hidden unit to the
output unit and ¢;; the weights from the input layer to the hidden unit j. The function g(-)
determines the connections between nodes of the hidden layer and is called the hidden unit
activation function, which enhances the nonlinearity of the model. More clearly, g(-) can take
multiple forms, such as a threshold function, which produces binary (0/1) or (+1) output, or it
can be defined as the sigmoid function, which produces an output between 0 and 1. In (5) &
defines the residual which is assumed to be i.i.d. For a more concise overview and interpretation
of (5) review Kuan and White [21].

3.4 Hybrid model

The proposed ARIMA, STAR and MLP models have achieved successes in modelling and fore-
casting in their own linear or nonlinear domains. However none of the individual models can
be considered as a suitable universal model for all circumstances. Using a linear ARIMA for
modelling complex nonlinear problems may very well be inappropriate. Additionally, STAR and
MLP models can have inferior results when used on a clearly linear problem. Denton [7] showed
that when outliers or multicollinearity exist within the data, the neural networks do outperform
the linear models significantly. Markham and Rakes [26] also found that the performance of
MLP models heavily relies on the size of the sample and the noise level. This concludes that it
is not always a wise choice to simply apply MLP models to any type of data. Since it is difficult
to identify the complete characteristics of a time series dataset, combining both the linear and
nonlinear modelling capabilities can be a good strategy.

It can be opportunistic to consider a time series as composed of a linear autocorrelation structure
and a nonlinear component. Separating the returns in two parts as follows

re = Lt + Ni, (6)

where L; denotes the linear part of the returns and NV; represents the nonlinear component.
These two components can be estimated by making use of the two models. First, the linear
component can be taken account of by modelling an ARIMA model, then the remaining residuals
from this linear model will only contain the nonlinear relationship. If we define ¢; as the residual
at time ¢ from the linear model, then

&t =Tt — ﬁm (7)

where L; resembles the forecasted value for time ¢ of the estimated relationship in (1). The
residuals are of importance in the diagnosis to decide whether the linear models are sufficient. A
linear model is not sufficient if the residuals still contain linear correlation structures. However,
analysis of the residuals is not able to detect any nonlinear patterns in the data. In general there
is currently no universal diagnostic statistic for checking nonlinear autocorrelation relationships.



Even if the model passed the linear diagnostic check, the model may still not be adequate in
modelling the nonlinear relationships. Any significant nonlinear pattern that exhibit in the
residuals will typically indicate the shortcoming of the ARIMA model. By modelling these
residuals using a MLP model, nonlinear relationships can be discovered. A MLP model for the
residuals with n input nodes is given by

et = f(et—1,6t=2, s Et—n) + Mt (8)

The function f(-) is a nonlinear function determined by the neural network and 7, equals the
ii.d. random error at time ¢. Note that if the function f(-) is inappropriate, the error term does
not necessarily have to be random. This underlines the critical importance of correct model
identification. The forecast of (8) can be expressed as N;. By combining the results the forecast
of the returns is of the form

fr = Ly + Ny. (9)

Although this hybrid structure could lead to improvements in performance, there is some part
of subjective judgement of the model order as well as the model adequacy. For example, sub-
optimal models may be used in the hybrid model. The current practice of Box-Jenkins method
focusses on a low order of autocorrelation. Models are considered adequate if low order autocor-
relations are not significantly different from zero, though significant autocorrelations of higher
order may still exist. This form of suboptimality may not affect the usefulness of the hybrid
model as Granger [13] pointed out that in order to produce superior forecasts, the hybrid model
should consist of component models which should be suboptimal.

Concluding, the proposed methodology of the hybrid model consist of mainly two steps. The
first step equals fitting an ARIMA model to analyse the linear part of the data. The second
step then is to develop an ANN model for the residuals from the fitted ARIMA model. Since
the ARIMA model only takes account of the linear structure of the data, the residuals of this
model will contain information about the nonlinearity. The results of the ANN model can
then be used as predictions of the remaining error terms of the ARIMA model. This hybrid
structure combines the linear capabilities of the ARIMA model as well as the ANN model in
determining different patterns. It is likely that this hybrid model is advantageous by modelling
linear as well as nonlinear patterns separately and then combining the forecasts to improve
overall performance.

3.5 Forecasting methods

The produced forecasts are based on one-step-ahead and multi-step-ahead methods. Two notes
on forecasting procedures: firstly, though one-step-ahead forecasts are calculated by using the
estimated parameters and the actual values for lagged returns, also recursive estimation of the
parameters are constructed. This is done by using an expanding window of the sample data
and by updating the parameters each period as a new rolling forecast. Secondly, nonlinear
multi-step-ahead forecasting is not straightforward. Multi-step forecasts are more difficult to
assess than for linear models, because exact analytical solutions are not available most of the
times when the innovation distribution is unknown. For linear models this does not matter as
the multi-step predictors depend on the parameters and historical data and not on the innov-
ation distribution. Monte Carlo simulation can overcome this problem of unknown innovation
distribution for evaluating forecast performance for nonlinear STAR models. For evaluation
purposes simulation with resampling from the residuals of the established STAR model with



1000 replications is considered.

For the ANN model forecasts case, mainly one-step-ahead forecasts are considered in the lit-
erature. This is due to the fact that there is an increased layer of difficulty in the application
of multi-step predictions. The most common method for ANN multi-step forecasting consists
of training a predictor for the one-step-ahead forecast and using it in a recurrent way for the
corresponding multi-step forecast. By making use of this method, the forecasts provided by the
ANN model for the next step are fed back into the input layer of the model until the desired
forecast horizon is reached. This method is usually called the iteration prediction. Applying this
method requires the same number of data points for training as in the one-step-ahead forecasts.

3.6 Statistical and economic criteria of out-of-sample forecasts

The evaluation of the accuracy of the forecasts and the tests are based on h = 1, ..., H forecasting
periods for stock index returns rp, called 7. For performance comparing the linear ARIMA
model, nonlinear STAR and ANN models and the hybrid model are considered.

3.6.1 Statistical measures and tests

In order to be able to compare the predictive ability of the different models, multiple out-of-
sample forecasts criteria and statistical tests are evaluated. The accuracy of the forecast of the
estimated models is compared by making use of the MAE, MAPE, RMSE, Theil’s U-statistic
and the proportion of the times that the signs of the stock index returns are correctly predicted
(Signs). The various hypotheses tests include the Pesaran and Timmermann test [30] for ex-
amining directional prediction accuracy of changes. Under the null hypothesis, observed and
forecasted values are independent.

Also the forecast encompassing test for out-of-sample forecasts given by Clements and Hendry
[6] is incorporated. Under the null hypothesis model i encompasses model j based on the forecast
errors from the two models (e; for model i and e; for model j). This test uses two regressions,
the first involves a least squares regression on e;, = a1+ Ai(e;n —€j5) +up, for h =1, ..., H and
obtains estimated coefficient A;. The second regression obtains estimated coefficient A2 from
ejn = az + Aa(ein, — €j) +up, for h =1,..., H. In both cases I analyse whether ;\1 and 5\2 are
statistically significant and thus indicate that one model encompasses the other.

Furthermore, the differences between RMSE is checked on significance for out-of-sample fore-
casts. This is done by making use of the equality of competitive forecasts by the Diebold and
Mariano forecast test [8], which is a rather general test of the null hypothesis of equal forecast
accuracy between two competing models. Given the one- or multi-step-ahead predictions, and
given the corresponding prediction errors of ej; and egy, the null hypothesis of E[dy] = 0 is
tested, where dj, = g(eypn, eap) (a function of prediction errors). I choose the function g(-) to be
of the absolute type dj, = |e1n| — |ean|.

4 Data

For comparing purposes between the different models I analyse the same dataset as described in
Pérez-Rodriguez et al. [29], which includes one of the official indexes of the Madrid Stock Market,
the Ibex-35 (FP;). This index is composed of the 35 most liquid assets which are listed in the
Computer Assisted Trading System (CATS), which during the analysed period were among the



highest in trading volume in cash pesetas. This index is considered to be highly representative
for the market and is fitted by capitalisation and dividends of the assets included, but not
by expansions in capital. The index is designed to be used as a reference value in derivatives
trading products, e.g., options and futures. The CATS system is introduced onto the Madrid
Stock Market in September 1989, whereas my sample period starts in September 1991 due to a
lack of data. This study makes use of daily closing prices of the Spanish Ibex-35 index ranging
from 10 September 1991 to 10 February 2000, with a total of 2093 observations. This closing
prices series is transformed into a logarithmic value to compute continuous returns according

to the following expression: r, = log( PFE =)

5 Model identification and out-of-sample forecast results

5.1 Model specification and estimation

In this section I am going to analyse the out-of-sample forecasting ability of all the individual
models and the combined hybrid model. This forecasting ability is based on statistical ac-
curacy and economic criteria and is considered for both one- and multi-step-ahead forecasts.
The forecasts produced are compared for three different forecast horizons h = 1, ..., H, where
H € {100,200, 500}. For the forecast horizon of 500 trading days the European stock exchange
crisis of 1998 is included in the forecast period, which makes it particularly suitable for obtain-
ing robust results.

Prior to forecasting, there is an identification and estimation step for the models of interest
for in-sample performance. For the ARIMA(p,d,q) model this boils down to coefficient es-
timation for the in-sample-period of data using different values for the lagged and integrated
variables. I choose p,d = 0 and ¢ = 1 for all the different forecast horizons on the basis of the
BIC. The ARIMA(0,0,1) model is equal to a MA(1) model, so a relative simple moving average
model with one lag is best able to capture the data for the considered combinations of p, d and q.

The two STAR models are identified and estimated in a similar fashion. This modelling proced-
ure is described in Granger and Terdsvirta [14]. The STAR models also include a lagged com-
ponent and an added delay parameter S; = r;_4 which is considered over the range 1 < d < 12.
For all ESTAR models with different time horizons the amount of included lagged variables
p = 1, again based on the BIC. For LSTAR models I find that the best model is specified for
p = 1 for the in-sample-period for establishing 100-trading day forecasts, p = 3 for the 200-
trading day hold-out sample and p = 2 for 500-trading day hold-out sample.

By making use of the linearity test I choose d = 6 for the 100-trading day hold-out sample,
d = 4 for the 200-trading day hold-out sample and d = 1 for the 500-day hold-out sample. The
parameters in the STAR models are estimated by the QMLE method and the BEFGS numerical
algorithm.

Lastly, for the MLP model, I include one hidden layer. In general one hidden layer is specified,
because this is generally effective for capturing nonlinear structures [1]. For the hidden layer
various hidden units or elements are considered, as denoted by ¢q. The parameters p,q and the
activation function g(-) are not chosen upfront. The amount of lags p are calculated by means
of a sequential validation, so models with different combinations of values for p and ¢ are es-
timated. The relevant rank of the parameters that is taken into account is p,q = {1, ...,5}. The
model consists of lagged stock returns which are scaled assuming a uniform distribution within
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the interval [-1,1], this is done for speed improvements and to make sure that the algorithm
does not get stuck in local optima. For the hidden unit activation function g(-) the hyperbolic
tangent function is used, which provides a better fit over other activation functions [16].

Afterwards, the MLP model is trained over a given period using 1500 cycles and cross-validation.
This set is used to estimate the weights of the neural network. For improvements of the in-
sample fitting, the estimated set of weights are used as a set of initial values. Furthermore
cross-validation is performed to avoid overfitting of the data. The models for different combin-
ations of p and ¢ are then analysed in terms of minimisation of the RMSE. Best models are
yielded for p = 2 and g = 4 for all training samples with different forecast horizons.

Once the models are identified and the parameters are estimated, the forecasts can be construc-
ted. The findings of this empirical research are discussed in the next sections.

5.2 Statistical analysis of out-of-sample forecasts

Here I will discuss the model selection procedures which are described in section 3.6.1 focussing
on the the individual models and the combined hybrid model. First of all the basic statistic
properties of the produced forecasts are evaluated together with the market timing ability of
the different models. This is done for all different forecast methods and horizons. Also the
hypothesis of Pesaran and Timmermann [30] of directional accuracy is tested. Furthermore,
the forecast encompassing test is evaluated for all forecasts and finally the Diebold-Mariano
test for equal accuracy is compared for the predictions.

5.2.1 Goodness of forecast results

Table 1 shows the results of the different statistical measures for the forecasts over the different
procedures and horizons. Next to that the Signs-value and P-values of the Pesaran-Timmermann
test for directional accuracy (DA) are given for all models. The main findings of the forecast
evaluation are that even with inclusion of the hybrid model no single model performs best
if evaluated over all different forecasts. In fact, it is noticed that the results are fairly het-
erogeneous over the different models. The simple ARIMA model provides on average pretty
decent forecasts, but those remain somewhat conservative and do not capture the peaks in the
returns. In general the LSTAR and ESTAR models perform reasonably well in terms of the
MAE and MAPE, especially for the longer horizon (recursive) one-step-ahead forecasts. As
in Pérez-Rodriguez et al. [29] it is found that the MLP model provides good forecast for the
short-horizon forecasts, but deteriorates when the forecast horizon is extended. In terms of
MAPE the MLP and hybrid model do not seem to capture the returns very well, since these
values increase rapidly as horizon increases over all forecast methods.

Nevertheless, the MLP model and the hybrid model are of added value. Especially for the short
time horizon forecast, the hybrid model seems particularly useful. The hybrid model surpasses
the nondrift random walk method as calculated in Theil’s U-statistic at all forecast horizon and
forecast method. This means that the Ibex-35 stock index return can be predicted by these
models and that the random walk model does not seem to provide a reasonable description of
the movement of the index return. Next to that, if we look at it from a market timing perspect-
ive the hybrid model gives a slight improvement with respect to the other (non)linear models.
This is seen by the relatively high Signs values. However, this improvement is not significant
most of the times, since we do not reject the null hypothesis of the DA test that forecasts
and realisations are independent. Only for the 200-day horizon one-step-ahead forecast this is
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rejected at a 5% significance level. This shows that the hybrid neural network model does not
perform significantly better than the other (non)linear models, because the null hypothesis of
independent realisations and forecasts is not often rejected.

Concluding, the hybrid model can be useful in predicting the sign of the returns, with relative
low errors for short forecast horizons. Also in terms of surpassing the nondrift random walk
the hybrid model seems superior. However, it is remarkable that the performance over longer
horizons is inferior to the individual (non)linear models in terms of forecast error.

12



ON 'TPAS[ 90URIYIUSIS %G & YR 101 Y (J oY) JO on[ea-J JUeOYIUSIS © S9JRIIPUI 4,

¢—01 £q perdiynur oq pmoys sonea FSINH Pue VN 1TV 210N

“JURISUOD 9 0} PUA) PUR SAN[RA dAI}ISOd UO o¥R]) S[OPOU [[B dSNBIDQ USALS oIk 9sed dojs-1}[NUW 9} Ul 1891 (] 3 I10J Sonfes-J
"UTIN]OD 9UIES 91} UT S[OPOUW WedM)aq IS 9} ST }NSOI oY} et}

SOJRIIPUL , "150) Y(J oY) I0] Ieodde sonfea-J "S[EPOW SUIJSLIDIOJ SATJRUIN[R JO 159) V(] ) PUR JSBIAIOJ JO SSoUPOOS o1y sp10dol a[qe) oy J,

- #879°0 4G008°0 GCeL'T 98V4C C6ST'T T GPS0 «€ETI8°0 69VI'T 997991 T1.L06°0 = x19°0 #LVPL°0 «LTTC'T €¢°COT  0S6L6°0 PHqAH
- %8740 TL06°0 ¥689'T ¥8GYI xE€8CC'T - GvS9'0 ¢I1e’’0  LIVI'T  00°GST  1€06°0 - %190 I8GL°0 6S9¢CT CSVIT %1€96°0 dTIN
- PES0  LT96°0  LL89'T  89'EIT  9CET'T - G660 0926°0 LTET'T %66'80T  9868°0 - %190 8IE6'0 L0CC'T  ¥&'66 LLE6'O UVLST
- 790 ¥e96°0 8LBIT «GCTIT  TEET'T - x999°0  99C6°0 «68C¢T'T 6V EIT x5968°0 - %190 ¥966°0 92CC’T %1086 ¥966°0 HVLSH
- 9790 60960 x0L89'T 9€°€TT  G0EC'T - GvS9'0 ¢6e6'0 8IET'T 06601 48680 - %190 €€¥6°0 66IC'T  L6'86 9966°0 VINTYV
PaYD-dags-13 N
C9'0 xV€G'0 xCIC80 6989'T L0661 8LSC'T G8°0 G940 49€08°0 ISET'T 9¢LST €806'0 8€0 %90 95080 6¥VIc'T <CS80IT %19.6°0 PLqiAH
Ly'0 VIS0 6¢c8°0 G60L°T 99°¢6T <¢09¢'T L8°0  ¢90 ¢<Ie8'0 90ST'T Le'€ST  T.T16°0 TS0 99°0 TIT80 SPICT ¢C'60T 8E86'0 dTN
0€'0 9250 67¥6°0 8889'T xI€TCIT GIET'T 8L°0 xG95°0 6906°0 xGSCT'T %98°601 xI€68°0 480 990 LS€6'0 Svee’'l L6666 ST00'T HVLST
98°0 9¢4°0 <CLS6'0 T889'T 8C6IL xVIEC'T 68°0 S¢S0 90¢6'0 0cET'T €T9IT %0060 060 890 ¥0E6'0 8ECC'T «¥866 FIOO'T dVLSH
66°0 €90 6088°0 %I19.9'T T99VT TPECT €6°0 GTG'0 €8L80 PCET'T G8°GCT 98680 690 <¢S'0 LT98°0 «0T0C'T 8E'COT S086°0 VNIV
poayv-dags-ouo
2015UNIY
9¥'0  ¢S¢'0 LO8LO TFEVL'T LT6VC LIBCT V00 485°0 x608L°0 OICT'T L6°CIT +GT168°0 LV'0 x95°0 xGT16L°0 G90C'T LEOIT €986°0 PHqAH
990 090 €¥6L0 €VPL'T 16°8CC VS6C'1 L9°0 €9°0 ¢l08'0 GesST'T 18691 LOI60  GP'0 £99°0 99080 LSTIC'T 60°CIT  8¢86°0 dTIN
020 790 4€89L°0 €STIL'T PLOVI G8GC'T 8L0 670 9¥L80 66CT'T TO'SIT 98680 L80 €90 08L8°0 TS0C'T x9¢°'T0T V€860 UVLST
8T'0 xG¥S'0 1T¥e80 GG69'T «69°€CT GOVC'T 780 GES'0 FE98'0 x0€IT'T xVO'9TT G968°0 680 €S0 ¥LGR0 LEOTT 9¥'€0T €E86°0 HVLSH
LGS0 CEY9°0  LGL8'0 xT9L9'T TI96VI «8¥EcC'l €6°0 GIG'0 €V.80 €¢CT'T OTLCT L8680 690 <CS'0 984980 xG00¢'T €9°C0T %96L6°0 VINTYV
poaYD-dags-au()
va sudls  [eql ISWY HdVIN  IVIN vVa susls (YL ASIWY AdVIN  AVIN VA suSls YL ISINY ddVIN  HVIN S[PPOIN

005=H 00c=H 00T=H

S[epow [[e I0J 989} V(] PUR SOIISI)RIS UOIIRN[RAS 1SRISIO :T O[qe],

13



5.2.2 Forecast encompassing results

Table 2 reports the findings of the forecast encompassing test, which is a test for a two-by-two
comparison of the competing models. The table shows the P-values of t-statistics on the null hy-
pothesis of \; = 0 and Ay = 0 for all i — j comparisons (for i, j = {ARIM A, ESTAR, LSTAR,
MLP, hybrid}). The general element is denoted by b;;, where ¢ is the i-th row and j is the
j-th column. When referred to bgsrar arrma the P-value for A (lower triangular matrix) is
considered and when referred to barrma psTar (upper triangular matrix) the P-value for 5\2 is
considered.

From table 2 two main results stand out. Firstly, the forecast encompassing test shows that
the ARIMA model almost always encompasses the other models for the longest horizon for
the (recursive) one-step-ahead forecasts. The forecasts of the ARIMA model are condition-
ally more efficient than those of the other models for the forecast horizon H = 500. Given that
biarima < 0.05fori = {ESTAR, LSTAR, M LP, hybrid} for the one-step-ahead and also holds
for i = {ESTAR, hybrid} for the recursive one-step-ahead forecasts. This indicates that A; is
statistically significant (P-value lower than 0.05 in lower triangular matrix). Thus, we reject
the null hypothesis and the ARIMA model encompasses the other models at a 5% significance
level. Secondly, one can see that the hybrid model does not often surpass the other individual
models. In fact, it is shown in the table that the hybrid model is more often being encompassed
than encompassing other models. The times that the hybrid model is encompassed is given
when bpyprig; < 0.05 for j = {ARIMA, ESTAR, LSTAR, MLP} and the time it encompasses
another model is given when b; pyprig < 0.05 for i = {ARIM A, ESTAR, LSTAR, MLP}. Espe-
cially at the 500-trading day forecast for (recursive) one-step-ahead methods, the other models
are conditionally more efficient than the proposed hybrid model. On the other hand, the oppos-
ite holds for the 200-trading day one-step-ahead forecasts, where the hybrid model significantly
encompasses every other model at a 5% significance level.

The reason behind the poor 500-day forecast performance of both the MLP as well as the
hybrid model is most likely due to the fact that overfitting occurs. The 500-trading day fore-
casts includes the European stock exchange crisis which generated high volatility across several
European markets. This volatility is not captured well by the specified (neural network) mod-
els. A solution to overcome this overfitting is to make use of an optimized approximation
algorithm as given by Liu et al. [23]. This algorithm is proposed to solve overfitting by utilizing
a quantitative stopping criterion based on the signal-to-noise-ratio figure (SNRF). The SNRF
estimates ratios of expected prediction errors and based on this figure an optimized approx-
imation algorithm can be proposed. Overfitting is automatically detected by the algorithm
by only making use of the training errors. The algorithm itself has been validated for optimiz-
ing the number of hidden neurons for MLP models and can often increase forecasting power [23].

Nonetheless, the table also shows that in some cases the hybrid model does encompass other
models. Mainly this occurs in the case of the 200-trading day one-step-ahead forecast. This
indicates that for some forecasting methods and horizons, the hybrid model can be slightly bet-
ter in terms of conditional efficiency. Especially during periods of relatively constant volatility
the hybrid model encompasses the other models as both linear as nonlinear parts are captured
adequately.

Therefore I conclude that the hybrid model can serve as an attractive alternative model for
forecasting in some cases. However, it does not consistently produce superior forecasts in
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general. Another remarkable finding is that for the multi-step-ahead case only one model
is encompassed, whereas Pérez-Rodriguez et al. [29] found much more rejections of the null
hypothesis for long horizon multi-step-ahead horizons. This difference in P-values can possibly
be explained by the selection of the training period, as the sample period differs with a lack of
two years, which yields different model parameters and thus different forecasts.

15



‘[9AS] @ouROYIUSIS

%G ® e JUROYIUSIS ST 2y 10 Ty Jeq) S9YRDIPUL 4 “[9POUL [[}-4 S} ST UWN[OD A} PUE [OPOW [[)-L 9} ST MOI B[} ‘T 10] ON[RA-J I} O} I9JaI |
USA\ "[OPOU Y3-L DY) ST UUWN[0D JY) PUE [DPOUT [[)-2 9 ST MO Y[} ‘Y T0J AN[RA- I} 0} 19J91 T WY\ Ty I0J soneA-J 03 spuodse11od Xiryeut
TR[NSURLT) 1OMO] PUE ZY I0] SAN[eA-J 0} SPUOdSaII0D XLTyeurt remSuern) 1odd() POYISW 1SBIVIO] PUR TOZLIOY TR I0J SOOLIYRTI TRNSURLI) OM T,

- 890 98°0 9.0 7.0 PUqLH - 870 060 4all 86'0 PLqLH - 780 6L°0 1.0 ce0 PLIgAH
GL0 €80 €L0 9L0 dTIN 97°0 96°0 0¢0 8L°0 d'TIN 650 690 090 86°0 d'TIN
gg'0 TS0 780 260 YUVLST ¢s'0 190 6T°0 €90 UVLST 8¢'0 670 76°0 060 HVLST
97’0 ¢rv'o 89°0 LV'0 UVLSH 97’0 <CVO0 760 g7'0 UVLSH 87’0 0¥'0 1.0 17°0 HVLSH
¢L'0 x00°0 880 LL°0 - VINIYdV 06'0 980 06°0 120 - VINI4V 090 ¥<0 0L°0 190 VINTYV

preoye-dejs-rynur

- %000 *10°0 *10°0 «00°0  PLIQAT] - G680 xG0°0 *70°0 400 PHA - ¥C0 16°0 LV'0 LT°0 PUQAH
110 - 00T 680 80 dTIN c9°0 %00°0 %00°0 x00°0 d'TIN 6€°0 GL0 180 L2°0 dTIN
%00°0 %000 - 0¢0 90'0 YVLIST 6¢'0 0¢€0 - €60 0L°0 UVLST ¢r'o 0tro YL 0 «70°0 HVLST
%00°0 %000 89°0 *10°0 "HVILSH GT'0 <€0 €10 - 9¢'0 YVLSH ¢r'o 110 98°0 «70°0 HVILSH
01’0 910 G6°0 €6°0 - VINIYV 9¢'0 900 110 1€°0 - VINIYV 8¢'0 ¢9°0 L€°0 (0i70] - VINIYV

(uo1ss0.1801 9ATSINDOT)
peaye-dois-ou()

- 000 4000 4000 %000 PLAAH - €30 9z°0 &all] 620 PUqLH - 110 €00 61°0 910 PLqAH
<90 - %00°0 %00°0 %00°0 d'TIN *60°0 9¢°0 €60 68°0 dTIN c9°0 170 290 6.0 d'TIN
%000 %000 - %000 %000 YVLST +70'0  8G0 290 080 UVLST 0ov'0 €10 670 aT'0 HVLST
0T°'0 800 170 - %000 HVILSH %600 670 ego 880 HVLISH Y0 ve¢0 ¥L0 LT°0 HVLSH
€80 L8O ce0 69°0 - VINIYdV %600 L€0 geo (0i70] - VINIYV ¢g'0 ¢€0 9¢°0 €20 VINIYV

peete-dejs-au()
PUAAH JTIN YVIST YVISH VINIYV PUAAH JTIN YVIST YVISH VINIYV PUAAH JTIN YMVIST YVISH VINIYV

00¢=H

00¢=H

00T=H S[PPOIN

SUOISSOIZOT

GO uo peseq suostredmod (-1 d[qissod [[e 10] Ty pue Ty UO SOIISIIRIS-] ISNCOI-A}IDI)SLPINSOIIDY O} M POIRIDOSSE SoNfeA-J g 9[qel,

16



5.2.3 Diebold and Mariano test results

Also I compare the produced forecasts by means of forecast accuracy by making use of the
Diebold and Mariano (DM) test considering the MAE loss function, which table 3 shows. The
test examines whether there is a significant difference in the MAE of the forecasts obtained
from the different models. The performed DM test is based on the absolute difference between
the MAE of two models, i.e. dj = |ejp| — |ean|. The P-value associated with this outcome is
given in the upper triangular matrix for each combination of models over each horizon. The
lower triangular matrix is omitted because the matrix is diagonal symmetric, but with a multi-
plication of -1 of the upper triangular matrix. The es forecast errors are shown in the columns
and the ey errors in the rows.

In the table multiple findings stand out. For the long horizon one-step-ahead forecasts, the
MAE of both the MLP and the hybrid model are significantly larger than those of the ARIMA
model. This indicates that the ARIMA model is relatively good at predicting the stock index
returns compared to (combined) neural network models over longer horizons. This holds for the
500-trading day one-step-ahead forecast as well as the 200-trading day recursive forecasts for
the MLP model. The MLP model produces significantly inferior forecasts and does not seem
to capture the movement of the stock index out-of-sample.

For the short forecast horizon of 100 trading days, the MLP and hybrid model perform well over
all three forecast methods. However, the MAE is not significantly lower than other models at the
conventional 5% significance level, but is in some cases at the 10% significance level. Concluding,
the hybrid model seem to capture the stock index return fairly well for short forecast horizons
of 100- and 200-trading days. However, as time horizon grows, the forecasts reduce in terms
of forecast accuracy. Also table 3 shows evidence of no superior model or forecast method in
general for the sample.
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6 Conclusions

I analysed five different models for forecasting the out-of-sample daily returns of the Ibex-35
index. The models of interest are the linear ARIMA model, the nonlinear ESTAR and LSTAR
smooth transition autoregressive models, an artificial neural network MLP model and a com-
bined hybrid ARIMA-MLP model. The comparison between these forecasts is carried out on
basis of a set of statistical criteria, while making use of different forecast methods and multiple
forecast horizons in order to obtain robust results.

As shown in Pérez-Rodriguez et al. [29], the random walk model is not a reasonable description
of the movement of the Ibex-35 stock index returns. This indicates a rejection of the efficient
market hypothesis and argues that nonlinear models may be more appropriate. Pérez-Rodriguez
et al. suggest that ANN techniques may be a more appropriate direction for improvement of
forecasting ability. This seems to hold for some cases of the one-step-ahead forecasts. For fur-
ther improvement I propose a combined ARIMA-MLP model. This model is able to capture
both the linear and the nonlinear habits of the stock index returns. This property could be of
potential added benefit over the individual MLP and ARIMA models.

Empirical analysis of the statistical properties of the produced forecasts shows that the hybrid
model can be particularly useful for short forecast horizons of 100- and 200-trading days, but
deteriorates as horizon grows. Also, the hybrid model is not always able to deliver superior
forecasts over the other proposed methods. I find that the ARIMA and STAR models produce
superior forecasts for 500-trading days. Over long horizons the forecast error increases and
MAPE explodes. Despite the fact that the market timing ability of the hybrid model is not
always significant, the hybrid model does a better job at correctly predicting the sign of the
index return than the other models do. This also holds for longer forecast horizons.

This pattern of fruitful short horizon forecasts, but inferior long horizon forecasts also resides in
the forecast encompassing test. For one-step-ahead forecasts and at short horizons the hybrid
model encompasses several other individual models, but at longer horizons all other individual
models encompass the hybrid model.

Furthermore this holds for the Diebold and Mariano test for different absolute forecast errors
as well. For small horizons it can not be rejected that the hybrid model produces equal fore-
casts in terms of MAE. However for longer horizons, it is rejected with a 5% significance level
that the hybrid model produces equal forecasts, due to relatively high MAE values at expense
of the hybrid model. The inclusion of the crash of European stock indices shows that the hy-
brid model is not able to produce adequate forecasts for this period of unforeseen high volatility.

After assessing and comparing different statistical criteria, I conclude that the return on the
Ibex-35 index can be predicted well by making use of a hybrid ARIMA-MLP model for a
relatively short time horizon, which is also supported by Zhang [37]. However, these findings
do not persist for longer time horizons with high volatility. Therefore, the hybrid model can
deliver a slight improvement in investment strategies for short-period forecasting over individual
(non)linear models.
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7 Discussions

In my empirical research the performance of the proposed hybrid ARIMA-MLP model is solely
evaluated for one stock index return series, this lead to limitations of the possible forecast im-
provement of the hybrid model. A possibly interesting research direction is to investigate the
performance of the hybrid model for aggregated stock returns or bonds as these have different,
possibly correlated, movements which the model might be capable of to account for.

Besides that, the proposed model is also heavily dependent on the period that is used for model
training. Multiple training periods, or longer periods with cross-validation could make sure
that no overfitting occurs in-sample and better forecasts can be made in different states of the
economy. To improve longer horizon forecasting overfitting needs to reduce. Due to the fact
that a European stock exchange crash is included in the longer horizon, the benefit of a (hybrid)
neural network model is marginal. The proposed model is not able to handle periods of volat-
ility clustering well within the stock index return data. I propose a method in section 5.2.2, as
used by Liu et al. [23], which can overcome overfitting and may be valuable for producing less
training-period dependent forecasts.

In this paper I make use of the hybrid ARIMA-MLP model as proposed by Zhang [37]. How-
ever, Khashei and Bijari [19] suggest a slight modification which seem to benefit forecasting
purposes. Their model also consists of a sum of a linear and a nonlinear component, but
handles the produced errors of the ARIMA model somewhat different. Instead of approaching
a suitable fit by making use of only the lagged errors, also past original return values, present
ARIMA-forecasted return values and past error sequence values are given as input to the ANN
model. This method shows to have better performance than Zhangs method in various applic-
ations in terms of accuracy of the forecasts. Whether this method could benefit stock index
returns forecasting remains for further research.

Next to that, not only observed or predicted values for the stock index, but also macroeconomic
variables could be of great influence on predicting the movement of the stock index returns.
Changes in GDP, incomes or the housing market may heavily effect the underlying stocks in
the index and have additional explanatory power when forecasting the index. Adding these
variables as input for (hybrid) neural network models may yield interesting results.

Furthermore the choice of the activation function and the the rescaling of the input data remains
for discussion. In this research I consider the relationship between one input and one neuron to
be defined by a hyperbolic tangent activation function. However, Kalman and Kwasny [18] dis-
cuss whether the hyperbolic tangent function should be used instead of for example the sigmoid
function. On the other hand, empirical results obtained by Maier and Dandy [24] indicate that
not only the hyperbolic tangent function is preferred over the logistic sigmoid function in terms
of computation speed, but also in forecast performance. However, my study lacks a comparison
between the performance of the logistic sigmoid function and the hyperbolic tangent function.

Lastly, the rescaling of the inputs to [-1, 1] limits the output range of the activation func-
tion approximately to [-0.7616, 0.7616]. These bounds are far away from the extreme limits
of the activation function. A small range of output values will make the output less sensitive
to the change of the weights between the hidden layer and the output layer, which will make
the training process more difficult. On the other hand, because the neurons in MLP models
are linearly combinations with many weights, any rescaling of the input vector can be effect-
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ively offset by changing the corresponding weights and biases. This gives reasonable doubt
whether standardization of the input data may be a better choice than to rescale them into a
small interval, especially when the data size is large enough to show presence of extreme returns.
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