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Abstract

We inspect which model is most accurate in predicting the realised variance of stocks,
by comparing 15 different forecast series generated by four sets of models. The models we
use are: four extensions to the heterogeneous autoregressive (HAR) model, five shrinkage
models, two tree-based machine learning (ML) models and three sets of combined forecasts.
The regular HAR model is used as benchmark. To perform our research, we examine data
from 24 companies included in the Dow Jones Industrial Average. We conclude that among
the ML models random forests generate the highest reduction in MSE, whereas among all
models the forecast combinations perform best. Moreover, we aim to add interpretation to
the ML models by utilising the Shapley additive explanation values. From this we conclude
that the lagged values of the realised variance are the most important features for forecasting

volatility.



1 Introduction

Stock volatility plays a central role in the decision-making process of market participants, from
individual investors to institutional traders. Accurate forecasting of volatility is hence crucial
for risk management, portfolio optimisation and the pricing of derivatives. This research delves
into which models, or combination of models, are best at producing accurate realised variance
forecasts. Volatility forecasting is a widely discussed topic in the academic literature and goes
back decades (Christoffersen and Diebold, 2000; Engle and Patton, 2001; Andersen et al., 2003).
A prominent class of models is the family of ARCH models, first proposed by Engle (1982) and
Bollerslev (1986). ARCH models introduced the concept of time-varying volatility by incor-
porating past information. These models paved the way for subsequent advances and laid the
foundation for more complex approaches to volatility forecasting.

Later on, Corsi (2009) introduced the heterogeneous autoregressive (HAR) model, which
has grown to become a second widely used family of models for forecasting volatility. Corsi
(2009) argued that the ARCH models were inadequate to capture the long-memory effects
of volatility, whereas the HAR model “combines nonparametric realised variance measured at
different frequencies with a parametric autoregressive model” to capture the long-memory of
volatility, according to Christensen et al. (2021). Eventually the HAR model took over the title
of “the benchmark” model in the academic literature (Hansen and Lunde, 2005), previously held
by the GARCH(1,1) model of Bollerslev (1986). This naturally led to several extensions of the
HAR model (Corsi and Reno, 2012; Patton and Sheppard, 2015), from which we include four in
our paper.

In recent years, advances in computational techniques and access to vast amounts of fi-
nancial data have led to the development of more sophisticated volatility forecasting models.
These models incorporate various statistical and econometric methods as well as machine learn-
ing and artificial intelligence algorithms (Christensen et al., 2021; Bucci, 2020). Such advances
have enabled researchers and practitioners to improve the accuracy and reliability of volatility
forecasting. However, there is not much academic literature that evaluates multiple machine
learning (ML) methods for volatility forecasting; there is mainly literature that compares a sin-
gle ML model with benchmark models. Some examples of available literature in this category
are Luong and Dokuchaev (2018) and Khaidem et al. (2016) who investigate random forests
(RF); Audrino and Knaus (2016), Caporin and Poli (2017) and Li et al. (2022) use lasso (LA);
Bucci (2020), Lei et al. (2021) and Rahimikia and Poon (2020) apply neural networks (NN). As
an exception, Christensen et al. (2021) compare several ML methods in their research, so we

aim to extend their work in our research by adding another set of generated forecasts.



The purpose of our research is to investigate whether ML models, or their combined fore-
casts, significantly outperform the benchmark HAR models in forecasting stock volatility. More-
over, we aim to add interpretation to the ML methods in our research in order to uncover the
‘black box’ surrounding ML models.

We examine our research questions by evaluating five HAR-type models and comparing
these models with seven ML models and three model combinations. The dataset we use in
our research includes five macroeconomic- and seven firm-specific variables collected between
January 3, 2000 and December 31, 2021. More specifics on the variables used can be found in
Appendix A. The HAR models we use in our paper are: the standard and log transformed HAR
model from Corsi (2009), the semivariance HAR (SHAR) model from Patton and Sheppard
(2015) and the HARQ model from Bollerslev et al. (2016). Furthermore, we use the following
ML models: Lasso (LA), Ridge Regression (RR), Elastic Net Regression (EN), Adaptive Lasso
(A-LA), Adaptive Elastic Net Regression (A-NE), Random Forest (RF) and Extreme Gradient
Boosting (XGB). Finally, three forecasting combination models are used: a combination of all
HAR models, a combination of all ML models and a combination of all models.

For uncovering the ‘black box’ around ML models, we use the Shapley additive explanation
(SHAP) values of Lundberg and Lee (2017). SHAP values are a commonly used additive feature
attribution method in the context of ML model interpretation (Medeiros et al., 2021; Lim et al.,
2021). The SHAP score is a generalisation of the Shapley value, which determines the contribu-
tion of each input feature to the model’s prediction. This contributes to the current academic
literature as the ‘black box’ around ML methods is often criticised. By including methods of
interpretation, this ‘black box’ can be further exposed. The use of SHAP is a contribution to
the literature as most papers on volatility forecasting only use Accumulated Local Effects (ALE)
for interpreting ML models. Moreover, we use the Model Confidence Set of Hansen et al. (2011)
to further interpret our results.

The findings in this paper can be categorized in two parts. First, the combined forecasts
obtain the highest reduction in mean squared error (MSE) relative to the regular HAR model,
where the highest reduction is seen for the combined forecasts of all models with a reduction of
10.3%. Moreover, according to the Diebold-Mariano test, these combined forecasts significantly
reduce the MSE for more than 50% of the stocks studied, compared to three extensions of the
HAR model, at a 10% significance level. Additionally, the shrinkage models are significantly
outperformed by the combined forecasts. Moreover, the forecasts obtained from the RF model
also show significant reductions in the MSE, making this model most compatible with the

forecast combinations. Second, we find that the lagged values of the realised variance play the



most important role in forecasting volatility, according to their SHAP values. This could be
used to argue for the use of HAR models, and may be the reason why the RF model does not
perform significantly better than the regular HAR model.

Our work contributes to the existing academic literature in the following three ways. First,
we extend the dataset used in Christensen et al. (2021) by adding the positive and negative
semivariances of volatility as described in Section 2. Additionally, the length of the dataset is
extended by three years. Second, as mentioned above, this paper adds the ML interpretation
method of Lundberg and Lee (2017), SHAP values. SHAP values are not extensively studied in
volatility forecasting, as Accumulated Local Effects (ALE) are mostly used to add interpretation
to ML in this field of academic research (Christensen et al., 2021; Kleen and Tetereva, 2022).
Third, this paper contributes by adding a forecast combination of several models, which is a
widely studied topic in the current literature (Timmermann, 2006; Newbold and Harvey, 2002),
but not for volatility forecasting using ML methods.

The remainder of this paper is structured as follows. Section 2 is an overview of the data.
In Section 3 the applied methodology is reviewed. In Section 4, we present the results and

conclude the paper in Section 5.

2 Data

This section describes the data used in this paper. It also provides some relevant summary
statistics on the data. The decision on which data to include in our research is mainly based
on the research by Christensen et al. (2021), with a few exceptions our data mostly coincides
with this paper. Furthermore, we use two additional variables suggested by Kleen and Tetereva
(2022) in this research to extend the dataset of Christensen et al. (2021).

In this paper we use data from 24 firms included in the Dow Jones Industrial Average
(DJIA) index prior to the recomposition on August 31, 2020. The complete list of ticker symbols
of the included companies in this research is: AAPL, BA, CAT, CSCO, CVX, DIS, GE, GS,
HD, IBM, INTC, JNJ, KO, MCD, MMM, MRK, MSFT, NKE, PFE, RTX, TRV, VZ, WMT
and XOM. Six companies are excluded due to limited availability of their data for our sample,
these companies are American Express (AXP), Dow Chemical (DOW), JPMorgan Chase (JPM),
Procter & Gamble (PG), UnitedHealth Group (UNH) and Visa (V). The dataset used in this
paper consists of five macroeconomic variables from the United States and seven firm-specific
variables, covering the period from January 3, 2000 to December 31, 2021, giving a total of
T = 5512 trading days. The variables are collected from various sources, such as the Federal

Reserve Economic Data (FRED) database, Yahoo Finance, and a database constructed by Kleen
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and Tetereva (2022). A general overview of the sources of each variable is given in Appendix A.

The variables are described as follows. First, we look at the six firm-specific variables.
The inclusion of the daily, weekly and monthly lags of realised variance is a commonality in
almost every academic paper on volatility forecasting, starting from Bollerslev (1986). This is
because a significant part of future volatility can be inferred from historical volatility. Hence,
these variables are naturally included in our research. The lagged realised variances are denoted
by RVD, RVW and RVM respectively. The realised variance for each firm comes from the Kleen
and Tetereva (2022) database, from which we compute their lags.

Next, we include two other daily stock-specific variables, the semivariances of the positive
and negative returns, denoted by RV"™ and RV~ respectively. These variables are again obtained
from the database by Kleen and Tetereva (2022). We use these variables to account for a
possible difference in the magnitude of the effect from positive and negative volatility shocks.
Furthermore, we include the dollar trading volume of a firm’s stock on day ¢ ($VOL), which we
transform by first taking its logarithm and then taking the first difference of the logarithmic
transformation. The dollar trading volume is taken from Yahoo Finance. Finally, we include
the one-week momentum of a company (M1W), which is calculated as the weekly difference in
closing prices of a company’s shares, expressed as a percentage. This variable is again obtained
from Yahoo Finance.

Compared to Christensen et al. (2021) we use two different variables, we use RV'T and
RV ™, whereas Christensen et al. (2021) use earnings announcement (EA) and implied volatility
(IV) in their research. We do not include EA and IV due to time constraints, as obtaining these
variables is very time consuming and Christensen et al. (2021) have not published their database
publicly.

Next, we use five macroeconomic variables, which can be described as follows. The first
variable we use is the Economic Political Uncertainty (EPU) index from Baker et al. (2016).
Furthermore, we use the CBOE Volatility Index (VIX), which is a very widely used predictor in
volatility forecasting (Bekaert and Hoerova, 2014; Kleen and Tetereva, 2022). Our next variable
is the US 3-month Treasury bill market rate (US3M), of which we take the first differences to
account for possible non-stationarity. Finally, the Hang Seng stock index (HSI) and the ADS
index proposed by Aruoba et al. (2009) are used as predictors. The HSI is transformed as the
daily return on the log-squared closing prices. Our macroeconomic variables are fully in line
with those used in Christensen et al. (2021).

Table 1 shows a list of all explanatory variables along with some descriptive statistics, where

the above described transformations are executed prior to calculating these statistics. Prior to



estimating our models, we standardise all explanatory variables with their original in-sample
mean and in-sample standard deviation, we do this once and do not update it during our rolling
window estimation approach. We use standardised data to improve the estimation procedure
for shrinkage methods. Additionally, we make use of in-sample data and out-of-sample data.
Our in-sample data covers the period from February 3, 2000 till August 13, 2014 (1775 = 3653),
this sample is used to standardise our data and to perform the initial estimation of our models.
Our out-of-sample data spans from August 14, 2014 till December 31, 2021 (Tpos = 1859), and

this sample is used to compute and evaluate forecasts of volatility.

Table 1: Descriptive statistics

Mean Median Maximum Minimum Std. Deviation Skewness Kurtosis

RVD 252 1.24 166.56 0.12 5.16 13.52 374.28
RVW 252 1.30 76.56 0.20 4.34 7.66 96.07
RVM  2.53 1.35 40.90 0.30 3.73 5.20 39.26
RV* 1.28 0.62 76.88 0.04 2.70 12.09 275.87
RV~ 1.26 0.61 86.40 0.04 2.65 13.91 461.30
M1IW  0.00 0.00 0.29 -0.29 0.04 -0.09 7.01
$VOL 0.00 -0.01 2.49 -2.00 0.35 0.29 2.94
VIX 1993 17.74 82.69 9.14 8.78 2.22 7.80
EPU  109.21 87.49 807.66 3.32 81.78 2.48 9.67
US3M  0.00 0.00 1.34 -1.60 0.05 -3.02 284.59
HSI 0.00 0.00 0.02 0.00 0.00 16.27 373.93
ADS  -30.13 -14.57  913.93 -2648.76  201.45 -7.69 93.63

Notes: The descriptive statistics for US3M and $VOL are calculated after the variables were transformed,

ADS is in percentages.

3 Methodology

This section describes the models we use in our research, together with the metrics we use to
evaluate the forecasts. We use a rolling window estimation approach in our research, where we
re-estimate the models on a daily basis in order to produce the most accurate forecasts. We
start forecasting on August 14, 2014, which gives us a window size of 3653 observations. In
total, 1859 forecasts are made for each model.

The aim in this research is to estimate the quadratic variation of stock returns. However,
the quadratic variation is not directly observable. Therefore, we estimate the realised variance
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as a indication for the quadratic variation. The derivation of the realised variance based on the

five-minute log returns on an asset, rf_ Ay IS given by

R
RVi= i nas M
=1

where R is the number of intraday observations of r?_ s atdayt (R =718),and A =1/R (Kleen
and Tetereva, 2022). RV, is known to be a consistent estimator of the quadratic variation, it is

however not robust to microstructure noise (Andersen et al., 2011).

3.1 HAR Models

The HAR model by Corsi (2009) is a widely used benchmark model in volatility forecasting
literature, e.g. Corsi et al. (2012); Santos and Ziegelmann (2014). Therefore, we use this
model as benchmark in our research. The HAR model relies solely on realised variance as
it regresses the RV on lagged variables of the RV. The regressors in the basic HAR model
are the daily, weekly and monthly lags of the realised variance. These variables are given by
RVZ = RV;, RV/") = 15°% RV, ; and RV,"™ = L 2L RV, ;. We define the lag variables
in a decorrelated way to ensure minimal correlation between the variables. This leads to the
specification of the HAR model as,

RV, = By + BiRV,Y) + BRV ") + BsRV,"™ + ¢, (2)

where [y is the constant term of the model, 3; is the estimated coefficient of the explanatory
variable ¢ and &; the error term for observation ¢.

In extension to the basic HAR model, four additional HAR based models are used which
are mostly in line with the models from Christensen et al. (2021). The first additional model is
the log-version of the HAR model (logHAR), proposed by Corsi (2009). This model is used to
better incorporate the possible nonlinear relationship between current and upcoming volatility.

The model is defined as:

log(RV;) = flo + Bilog(RV,'")) + Balog(RV,")) + B3log(RV,")) + & (3)

The forecasts from this model are different from the regular HAR model as we need to take

Jensen’s inequality into consideration. The forecasts from this model are denoted by

Sy 5 5 5 w 5 m 1
RVi1 = expl(fo + Pilog(RV, ) + alog(RV™)) + fslog(RV"Y) +3V(e))  (4)



Next, to accommodate for different effects of past positive and negative returns we include
the semivariance HAR (SHAR) model in our analysis, introduced by Patton and Sheppard
(2015). The model is denoted as:

RV, = By + By RV,_, + B{ RV;* | + BoRV,"™) + B3RV + &, (5)

where RV,”; and RV,T, are defined as described in Barndorff-Nielsen et al. (2008).
As our third extension to the HAR model is the HARQ model by Bollerslev et al. (2016).
This model takes into account the problem that arises due to the fact that the realised variance

is a generated regressor. The model is specified as:

1

RV, = Bo + (B1 + B1oRQ2 )RV + BoRV™) + B3RV ™ + ¢y, (6)

where RQ; = % Zle rf_(j_l), A is the realised quarticity of a stock.

In general, HAR models can include variables that are unrelated to past returns. In order
to more fully compare our HAR models with our ML, models, we consider the case where the
HAR models use our full dataset. So, in addition to the variables mentioned above, each HAR
model, except the basic HAR model, also includes all available predictors as described in Table
1. For example, the following vector represents the included variables for estimating the HARQ
model (RV,Y, RQ,* RV,Y), RV"), RV M1W,_,,...,ADS, ), where the dots indicate all
the variables included in Table 1. Moreover, we include an extended version of the basic HAR
model which utilizes all predictors, denoted by HAR-X. This leaves us with five HAR models.

Finally, the coefficients in the HAR models are estimated using a least squares approach.

3.2 Shrinkage Methods

The next set of models we investigate in this research are so called shrinkage methods or penalized

regressions. Penalized regressions are generally formulated as

T—h n
G (xt) = Bpxe,  Bp = arg Héin Z (yt+h - 5;9%)2 + Zp (Bn,iz A, wi) | 5 (7)
"oLe=1 i=1

where the penalty function is given by p (84i; A,w;); A is the parameter of the penalty term; w;
are weights on the penalty terms, it holds that w; > 0.

In this paper we look at three different shrinkage methods with two corresponding adaptive
versions of these methods. The difference between these methods lies within the penalty term.

The general formula for the penalty is given as



n

> 0 (BrisAwi) = aXY B+ (1= )XY wilBhl - (®)
=1 =1

i=1
The different models can be obtained by setting different values for «.

The first model we use is the Ridge Regression (RR) of Hoerl and Kennard (1970), this
model is obtained by choosing o = 1. Next we use the Least Absolute Shrinkage and Selection
Operator (LA) from Tibshirani (1996). This method is achieved by setting o = 0 and w; = 1.
The main difference between RR and LA is that LA can shrink the coefficients of variables to
zero, whereas in RR the coefficients of the least important variables never become exactly zero.
In addition, Zou (2006) proposes Adaptive LA (A-LA), which adaptively changes the weights,
w;, of the penalty term based on the parameters of a first step LASSO estimation. Moreover, by
setting w; = 1 and « € [0, 1] we obtain a convex combination of the two previous methods, this
combination is called the Elastic Net (EN), proposed by Zou and Hastie (2005). In our research
we use a = 0.5 instead of an optimal partitioning due to feasibility constraints. Again, we use
an adaptive version of the EN method, the adaptive EN (A-EN). This is obtained similarly to

the A-LA method by adjusting the weights based on a first step estimation.

3.3 Tree-Based Regressions

The random forest model, proposed by Breiman (2001), comprises an ensemble of regression
trees. In this algorithm, each tree is trained on a bootstrapped sample. We employ block
bootstrapping, as this is used in the setting of time series forecasting. The algorithm employs
B provided samples to estimate a tree with K} regions. This is done based on a subset of the
original features for each sample b, where b = 1, .., B, the subsets get randomly selected (Masini
et al., 2023).

By repeating this step B times, we get b different models and take all models as a forecast
combination. Several studies have already shown the efficiency of random forests in the field of
volatility forecasting (Guo et al., 2018; Luong and Dokuchaev, 2018). With the help of bagging,
the RF not only reduces the variance when averaging the regression trees but also reduces
overfitting and improves the generalization of the model.

The forecasts of the RF algorithm are averages of the combination in each tree, denoted by

K,y
Z Crpdrp (wt; §kb>] , 9)

k=1

B

— 1
RV =5 bz_;

where ¢, is the average of values that fall within a region Ry, §k7b is the set of parameters that
define the k-th region and Iy, j(x¢; ék,b) is an indicator function to determine if a set of predictors,
given by x;, falls within a region Ry in the b-th sample (Medeiros et al., 2021).
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The second tree-based model we include in our research is the extreme gradient boosting
(XGBoost) model. Which is one of the most popular ML methods based on the principle of
boosting. XGBoost is an extension of the gradient boosting technique by Friedman (2001), where
the gradient boosting is performed by iteratively correcting the mistakes of the previous model
to obtain a more precise model. However, XGBoost distinguishes itself from traditional gradient
boosting by incorporating a regularization term and employing a second-order approximation
of the loss function. According to Chen and Guestrin (2016), this reduces computational costs
and helps to stop overfitting. The forecast is given by

- t+1
RVt+1 :ka (xt)v fk’ GF, (10)
k=1
where F' represents the space of the regression trees, and f; denotes a single tree structure in

F, with ¢ + 1 additional functions to obtain a forecast as outcome.

3.4 Forecast Combinations

Forecast combinations of different models are widely studied in the academic literature, with the
main question being which weights to use as optimal distribution (Timmermann, 2006; Smith
and Wallis, 2009). In our research we employ an equal weighted distribution for each model,
giving the forecast of model i an weight of 1/m, with m being the number of models used in
the combination. We use three different combinations of models in this research. The first is a
combination of the five HAR models, denoted by FCrar. Second, we make a combination of
the forecasts from the seven ML models, denoted by FCj;r. Third, we estimate a combination
of forecasts from all the models described in this study, denoted by FC,;. The forecasts will
then be given by

— 1 < —
RVig = — 2Rvi¢+l, (11)

where RV i.t+1 is the forecast of the realised variance of model 7 at day ¢ + 1.

3.5 Forecast Evaluation Methods

In our research, we use the Mean Squared Error (MSE) as a metric to evaluate forecasts. This
is a widely used metric in the volatility forecasting literature, as it is one of the only two metrics
for volatility forecasting that is robust to noise (Patton, 2011). The MSE for stock ¢ and model

j is defined as
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MSE, ; = > (RVig1 — RVip)? (12)

|OOS| te00S
where RV ++1 18 the forecasted value of the realised variance and OO.S denotes our out-of-sample
period. However, for each model we obtain 24 MSEs, one for each one of the 24 stocks. To

compare the models we thus need to compute the cross-sectional average relative MSE for each

model, the cross-sectional average MSE of model s relative to model t is given by

N
relMSE, ; = % Z; ﬁ:gt (13)
where N is the number of stocks. In addition, to check whether the MSE of two models is
significantly different for the same stock, we use a pairwise Diebold-Mariano test between all
models.

Moreover, we utilize SHAP values to interpret our ML models, introduced by Lundberg
and Lee (2017). SHAP values are widely used as ML interpretation method across the existing
academic literature. SHAP is derived from the Shapley value, which determines at what level
each explanatory variable contributes to generating forecasts of a model. Furthermore, the
Shapley values take interactions between variables into account (Molnar, 2020). We can use the
SHAP framework for our tree-based models by utilizing the tree SHAP approach of Lundberg
et al. (2018).

For analyzing the SHAP values we follow Joseph (2019) in using the Shapley regression

framework, given by

RV, = ®%(z)B° + &, & ~ N(0,02), (14)

where B;j are the surrogate model coefficients, for k > 0, which are evaluated against the null
hypothesis HE(Q) : {87 < 0/2}. By using this framework we are able to evaluate the relation
between the SHAP components of the variables and the realised variance. Rejecting the null
hypothesis implies that the SHAP components supply us with statistically significant important
information about the realised variance.

Finally, we use the Model Confidence Set (MCS) of Hansen et al. (2011) to provide a
comprehensive comparison of all models. The MCS is a subset of all models that includes
the superior models for which there is no statistical evidence to distinguish their forecasting
performance. We follow Christensen et al. (2021) in applying the MCS with a confidence level
of 0.9, which means that the best performing model is included in the MCS with 90% confidence.

The number of bootstrapped samples is set to 5000 and the block length is equal to 22.
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4 Results

4.1 Out-Of-Sample MSE Analysis

Table 2 shows the pairwise relative MSE of all our models, where the MSEs are computed as an
relative average over all 24 stocks as described in Equation 13. The table can be read as follows.
Reading by column, the first row represents the relative MSE of the averaged forecasted realised
variance over all stocks relative to the standard HAR model, the second row represents the MSEs
relative to the HAR-X model, and so on. Moreover, we compute the Diebold-Mariano statistic
to test for significant differences in the MSEs. The number formatting in Table 2 shows the
conclusion that can be drawn from the test, number (number) [number| shows whether the
null of the Diebold-Mariano test is rejected for more than half of the stocks for a 10% (5%) [1%)]
confidence level. Where the null is rejected if the model in the column generates significantly
better forecasts than the model in the row. Additionally, most of the results are being compared
to the MSE of the HAR model, the 24 MSEs for the HAR model can be found in Appendix D.
In addition, we supply the MSEs of the RR, RF and combined forecasts in the same table.
Interesting results emerge from Table 2. First, we observe that the HARQ model is the
best performing HAR model, with the HARQ model reducing the MSE by 3.6% relative to the
HAR. The HARQ model makes use of a company’s realised quarticity (RQ), which measures
the cumulative deviation of volatility over a given period (Mancino and Sanfelici, 2012). The
RQ is used to gain insight into the persistence of volatility for a time series. In addition, the
HARQ model allows the parameters to vary with the degree of measurement error. In this way,
the model provides more accurate forecasts for periods with low measurement error (Bollerslev

et al., 2016).
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Table 2: Relative MSEs and Diebold-Mariano statistic of the one-day-ahead forecasts from our

models
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Moreover, the only other HAR model outperforming the standard HAR is the HAR-X
model, which reduces the MSE by 1.4% relative to the HAR. Looking at our remaining two
HAR models, logHAR and SHAR, we find that these models perform worse than the basic
HAR model. In addition, the logarithmic transformation of the realised variance provides a
more symmetric distribution for the model’s error terms, as they become closer to a Gaussian
distribution. In our research, we find that the logHAR model struggles to respond quickly to
sudden shocks in the realised variance. This is, together with the fact that the Covid-19 pandemic
is included in our out-of-sample period, where many rapid changes in volatility occurred, the
possible reason for the poor performance of the logHAR in our research.

Furthermore, Christensen et al. (2021) argues that the poor performance of the SHAR
model may be due to overfitting, as they claim that lack of regularisation makes HAR models
susceptible to in-sample overfitting when additional variables are employed. However, as men-
tioned above, the HAR-X model does outperform the HAR model, which implies that adding
more features to the regular HAR model does improve its forecasting accuracy. Therefore, the
poorer performance of the SHAR is more likely to be due to the predictive incompetence of the
positive and negative semivariances of the realised variance. Furthermore, the SHAR model pre-
sumably fails to capture the leverage effect in our case. Which refers to the negative correlation
between the return on a stock and the volatility tendency (Ait-Sahalia et al., 2013).

The shrinkage models are expected to alleviate the potential problem of overfitting, as this
set of models penalises high values of the estimated coefficients. This is confirmed by Table 2,
where we see that RR reduces the MSE by 3.7% relative to the regular HAR model. However,
RR does not provide a MSE reduction relative to the HARQ model. In addition, LA and EN
reduce the MSE by 1.4% and thus fare worse than RR. Their adaptive versions perform slightly
better, but still worse than RR. Furthermore, as the difference in MSE reduction between the
adaptive LA and EN models and the regular LA and EN models is negligible, we conclude
that adaptively adjusting the strength of the penalty term of these models does not lead to
more accurate forecasts in our case. In conclusion, the best performing linear model is the RR.
However, the RR does not significantly outperform the other linear models, including the HAR
model, as indicated by the Diebold-Mariano test.

Next we examine the results of the tree-based models. Looking at the results of the XGB
model, we see that it is the worst performing model next to the logHAR model, with a relative
increase in MSE of 27.8% compared to the standard HAR model. We see that the XGB model
fails to counteract overfitting, although the second order approximation of the loss function

is used to prevent this. The cause of this disappointing performance may lie in the regular
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gradient boosting algorithm, which allocates more weight to outlying observations. Given that
our out-of-sample period includes the Covid-19 pandemic, where many outliers occurred, and
the aforementioned property of the gradient boosting algorithm, it is not entirely surprising that
the XGB model does not provide us with accurate forecasts of volatility. Our second tree based
model, the RF model, performs contradictory to the XGB model, as the RF model outperforms
all HAR models besides the HARQ model. The RF model reduces the MSE by 2.9% compared
to the HAR model. The accurate performance of RF is due to its strength in decorrelating trees
by randomly selecting the set of explanatory variables. It should be noted that the difference
in the reduction of the MSE between the RF and all models, except the logHAR model, is not
statistically significant for more than 50% of the stocks.

Finally, we evaluate the combined forecasts produced by our previous models. First, we look
at the combination of the HAR models, FCg4r. Table 2 shows that this combination method
yields a reduction in MSE of 7.8%, outperforming all models evaluated so far. Compared to
the extensions of the HAR model, we see a significant improvement in terms of MSE for more
than 50% of the stocks for three out of four extensions. However, this combination does not
significantly outperform the regular HAR model. Comparing this model with the shrinkage
models again results in more accurate forecasts according to the MSE. Here, the combination of
HAR models yields a MSE reduction of around 3% to 5% compared to the shrinkage models.

Next, by looking at the MSE of the forecast combination including only ML models, FCysy,
we conclude that this combination performs slightly worse than FCgzar. However, FCy,, still
reduces the MSE by 7.4% compared to the HAR. The remaining results for this model are
relatively similar to those of FCrar. However, unlike the combination of HAR models, this
model significantly outperforms four out of five shrinkage models for more than 50% of the
stocks examined at a 10% significance level. The RR model is the only shrinkage method not
outperformed by FCj,r. Finally, the combination of all models, FC;, is the best performing of
our three combinational models, reducing the MSE by 10.3%, outperforming all other models.
Additionally, it significantly outperforms all shrinkage models, even RR, and three HAR models,
again the regular HAR model is not significantly outperformed. The predictive accuracy of the
combined forecasts can be inferred from the properties of forecast combination methods. As these
methods combine different models to improve accuracy, reduce uncertainty and compensate for
individual model errors, resulting in more robust and reliable predictions (Timmermann, 2006).

From the results based on the MSEs we conclude that the best performing method to obtain
accurate forecasts of the realised variance is combining forecasts. Therefore, we recommend

investors, traders and market participants to use this method for predicting volatility on stocks.
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Next, Figure 1 shows the ratio at which each model is included in the MCS for a 90%

confidence set.

Figure 1: MCS inclusion rates for each model, computed using a 90% confidence set

0.95
0.9
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0.8
0.75 XK K K X

0.7
HAR-X SHAR RR EN A-EN XGB FE2
HAR logHAR HARQ LA A-LA RF FC1 FC3

Notes: We report the MCS inclusion rate for each model. The number of bootstraps is set to 5000, the block
bootstrap length is set to 22 and the confidence level is equal to 90%. Indicating that the best performing model
is included in the MCS with 90% confidence.

From the figure we observe the following. First, we see that the inclusion rate for all
shrinkage models varies between 79% and 84%, being similar to the inclusion rate of the HAR
model. Furthermore, the RF has an inclusion rate of 92%, which is, besides the FC models, the
highest rate. Finally, the rates of the FC models are, as expected, very high, with the rates of
the FCyar and FC,; model being equal to 96%, corresponding with the results obtained from
our MSE analysis.

4.2 Machine Learning Interpretability

In this section we analyse the RR and RF models using SHAP values. We analyse these models
as from Section 4.1 we conclude that these are the two best performing ML models based on
the MSE. Moreover, we need to address two important notes regarding these figures. Firstly,
the SHAP values are calculated for a single stock, we have arbitrarily chosen Apple (AAPL)
in our case. Therefore, this figure is not representative of the entire sample. For robustness,
we reproduce the same figure for the Nike stock in Appendix E. Secondly, these plots do not
necessarily imply a causal relation between the explanatory and dependent variables, as they
solely denote an indication of the behaviour of the variables given our data sample.

The top two graphs in Figure 2 show that lagged realised variances are the most important
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Figure 2: Feature importance and SHAP summary plots
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Notes: The top two sub-figures show the mean SHAP value for all explanatory variables, computed for the Apple
Inc. stock. In the bottom two sub-figures, each point represents an observation with its corresponding SHAP
value on the x-axis, these are the so-called SHAP summary plots. The colour scale on the sides represents the

actual values of the characteristics.

features for both RR and RF, especially the weekly lag. This result can be used to argue in
favor of the effectiveness of HAR models, and can also explain why our ML models do not show
large reductions in MSE relative to the HAR models. Additionally, by looking at Table 4 in
Appendix C we observe that for the HAR-X model the most important variables correspond
with the results for RR and RF. As for the HAR-X model, the coefficients for the lagged realised
variances obtain the lowest p-values when performing an OLS regression. This affirms that there
exists a relation between past and future volatility. Furthermore, the lagged realised variances
are followed by the remaining two firm-specific variables, M1W and $VOL, when looking at the
highest p-values. This again highlights the similar functioning of the HAR and ML models.
Furthermore, forecasts by RR are relatively more affected by the lagged features than RF
forecasts. This is evident from the mean SHAP values, which are consistently about two to three

times higher for RR than for RF. It is noticeable that the daily lagged realised variance is rela-
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tively less important for RR than for RF, otherwise the ranking is quite similar. Furthermore,
we see that the firm-specific variables all have a higher average SHAP value than the macroe-
conomic variables. This implies that the latter play a significantly smaller role in forecasting
realised variance, which again argues in favor of the HAR model. Among the firm-specific vari-
ables, one-week momentum (M1W) and dollar trading volume ($VOL) play the smallest role
in predicting realised variance. Finally, among the macroeconomic variables the VIX is the
most important predictor for realised variance. The ADS, HSI, EPU and US3M seem to play a
negligible role in forecasting volatility.

The remaining two plots provide a better understanding of the contribution of the variables
to the forecasts. For example, a low value for any of the lagged realised variances has a negative
impact on the SHAP values of both models. This implies that such observations contribute
little to the forecast values of the realised variance. Furthermore, we see that the M1W shows
an opposite pattern, with low values of the characteristic having a large contribution to the
forecasts and high values having a small contribution. For RF, the contribution of the ADS
feature does not seem to depend on the value of the feature, as the orange dots are spread
over the entire x-axis. The rest of the variables seem to behave similarly to the lagged realised
variances, with small negative contributions at low values and larger positive contributions at
higher values.

Given the behaviour of the SHAP values for M1W, we would expect the corresponding
estimated coefficient of this characteristic for the HAR-X model to be significantly negative.
Looking at Table 4 we see that this is indeed the case, as M1W has the only significantly negative
coefficient. Comparing the other coefficients with the bottom two plots in Figure 2, we see similar
results. For example, the coefficients of the lagged realised variances are all significantly positive,
as would be expected from our conclusion above. In addition, the coefficient on the ADS index
is very close to zero, with a p-value of only 0.016, consistent with the negligible effect of this
feature on the SHAP values.

Finally, for robustness, we compare the results obtained from the SHAP values as described
in Figure 2 with the results for the Nike stock in Appendix E, we see that the results are largely
consistent. The VIX however seems to have a relatively higher impact for this stock, suggesting

that it can be useful to include macroeconomic variables.

5 Conclusion

This paper evaluates the forecasting ability of several volatility forecasting models. This is

examined by evaluating five HAR models as benchmarks and comparing their forecasts with
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five shrinkage models, two tree-based machine learning approaches, and three sets of combined
forecasts from other models. We show that the combined forecasts provide the most accurate
predictions of realised variance, which is concluded by using the MSE as evaluation criterion. The
combined forecasts from all models generate the highest reduction in MSE, 10.3%. The accurate
forecasting ability of the combined forecasts is due to their ability of reducing uncertainty and
compensating for individual model errors. Additionally, we look at the inclusion rate in the
MCS, from which we observe quite consistent results, as the combined forecasts are included in
the MCS with the highest rate.

In addition to evaluating the forecasting ability of the models, we contribute by adding
interpretation to two of our ML models. We use SHAP for this purpose. In particular, we
utilise this method to interpret the forecasts made by the RF and RR models, as these are our
best performing ML models. An examination of the SHAP values indicates that the lagged
values of the realised variance are the most influential features in forecasting stock volatility.
This suggests that the ML methods are based on the same fundamentals as the HAR models.
Furthermore, we see that the lagged values of the realised variance are followed by the other
firm-specific variables as the most influential features, while the macroeconomic variables are
the least important. This suggests that stock volatility mainly depends on the characteristics of
the respective firm. Whereas, macroeconomic variables play a less important role in forecasting
the realised variance.

We acknowledge some limitations to our research. Firstly, Christensen et al. (2021) found
that neural network approaches outperformed RF for one-day-ahead volatility forecasting. There-
fore, further research could consider neural networks as part of their analysis. Furthermore, in
our research we use SHAP to investigate the interpretation behind ML methods, there are how-
ever several other ML interpretability methods that can be used to investigate the ’black box’
surrounding ML approaches. Some examples are Accumulated Local Effects by Apley and Zhu
(2020) and the Model Class Reliance approach by Fisher et al. (2019). Moreover, this research
does not extensively tune its hyperparameters, for further research it would be interesting to
observe whether thorough hyperparameter tuning leads to significant differences in results. Fi-
nally, this research only employs the MSE to evaluate the employed models. For robustness,
the QLIKE statistic could be additionally employed in future research, as Patton (2011) argues
that the QLIKE is robust to positive outliers and heavily influenced by negative outliers. Con-

tradictory, the MSE is robust to negative outliers and strongly influenced by positive outliers.
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Appendices

A Data source overview

Table 3: Data summary

Acronym Source Transformation
RVD Kleen and Tetereva (2022) none
RVW Kleen and Tetereva (2022) none
RVM Kleen and Tetereva (2022) none
Firm specific
RV* Kleen and Tetereva (2022) none
RV~ Kleen and Tetereva (2022) none
$VOL Yahoo finance * log(57)
M1W Yahoo Finance none
EPU FRED (USEPUINDXD) none
VIX Kleen and Tetereva (2022) none
Macroeconomic US3M FRED (DTB3) Ty — Ti—1
: 2 2
HSI Google Finance (log(;74))
ADS Federal Reserve Bank of Philadelphia none

B Implementation Code and Tuning Parameters

All models are estimated in R using R packages. For model evaluation, MCS is performed in
R using the rugarch package and the Diebold-Mariano test is performed using the forecast
library. For our ML interpretability we use the kernelshap and treeshap packages from R.
Furthermore, we use the randomForest package with all default tuning parameters, except from
the number of trees which we set to 50 due to running time feasibility. For XGBoost we use the

xgboost package in R, here we again use the default values, except nrounds = 1000, eta = 0.05,

nthread = 1, colsample_bylevel = 2/3 , and max_depth = 4.

'E.g. https://finance.yahoo.com/quote/AAPL/history?p=AAPL

*https://www.google.com/finance/quote/HSI : INDEXHANGSENG?hl=n1l
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C Parameter estimates for the HAR(-X) model

Table 4: Parameter estimates of the Apple stock for the HAR(-X) models

HAR HAR-X
5.771 5.771
fo (62.976) (66.156)
3.137 3.193
Frvp (7.397) (6.926)
BrRVW 2.307 2.208
(4.815) (4.792)
1.325 1.155
Brvm (3.920) (3.202)
Byviiw - —0.852
(—5.215)
- 1.417
BsvoL ket
Bvix - 0.287
(1.055)
Busam - —0.178
(—1.651)
BepU - —0.075
(—0.460)
_ 0.134
Pust (0.517)
BADS - 0.003
(0.016)

Notes: The HAR models are estimated for the in-sample period, starting on February 3, 2000 and ending on
August 14, 2014. The coefficients are estimated using OLS, and their standard deviation is computed using
Hubert-White heteroscedasticity-robust standard errors. The value in parentheses denotes the t-statistic of

the coefficient.
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D Raw MSEs

Table 5: MSEs for the RR, RF and combined forecasts

Company HAR RR RF FC1 FC2 FC3

MMM 3.34 323 3.82 241 3.11  2.66
AAPL 729 716 830 7.09 718 7.02

BA 8231 77.84 6244 76.98 T75.76 75.86
CAT 5.15 480 474 492 478 4.78
CVX 767 764 657 683 719 6.83
CSCO 4.79 4.00 3.79 445 3.84 398
KO 3.47 286 292 347 279 298
DIS 5.35 510 435 4.72 457 457
XOM 539 534 657 496 539 5.02
GE 18.89 18.26 17.85 17.56 17.23 17.18
GS 523 761 770 557 788 6.34
HD 25.84 22.69 2224 2187 2143 21.38
IBM 271 247 207 263 219 232
INTC 734 656 635 699 6.26 6.39
JNJ 5.23 6.16 479 514 546 5.21
MCD 5.76 431 317 442 341 3.70
MRK 4.57 443 513 433 443 4.36
MSFT 491 478 497 472 469 4.6
NKE 6.57 5.77 5.00 752 545 5.59
PFE 414 390 389 391 377 3.79
RTX 10.33 9.0v 7.27v 894 807 799
TRV 3.66 4.02 726 414 412 4.09
VZ 12.76 11.75 1143 12.04 11.39 11.60

WMT 4.56 450 487 444 477 435

Notes: The values represent the MSE for each stock for six different models. These models are chosen as
they show the most accurate results as described in Section 4. The HAR model is shown as this is our main

benchmark model.
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E SHAP robustness check

Figure 3: Feature importance and SHAP summary plots
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Notes: The top two sub-figures show the mean SHAP value for all explanatory variables, computed for the Nike
stock. In the bottom two sub-figures, each point represents an observation with its corresponding SHAP value
on the x-axis, these are the so-called SHAP summary plots. The colour scale on the sides represents the actual

values of the characteristics.
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