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Abstract

We introduce OFTER (online forecasting via temporal embedding regression), a time series forecasting pipeline tailored for
financial problems centered on mid-sized multivariate time series. OFTER utilizes the non-parametric models of k-nearest
neighbors and generalized regression neural networks, integrated with a dimensionality reduction component. To circumvent
the curse of dimensionality, we employ a weighted norm based on a modified version of the maximal correlation coefficient.
The pipeline we introduce is specifically designed for online tasks, has an interpretable output, and is able to outperform
several state-of-the-art baselines. The computational efficacy of the algorithm, its online nature, and its ability to operate
in low signal-to-noise regimes, render OFTER an ideal approach for financial multivariate time series problems, such as
daily equity forecasting. Our work demonstrates that while deep learning models hold significant promise for time series
forecasting, traditional methods carefully integrating mainstream tools remain very competitive alternatives with the added

benefits of scalability and interpretability.

Keywords Financial time series - Time series analysis - Forecasting applications - Quantitative finance - Correlation

1 Introduction

Time series are temporally structured data sets that play a
central role in finance. For forecasting tasks, the temporal
structure can be leveraged to improve performance but also to
avoid look-ahead biases in the training phase. For univariate
time series, parametric linear time series models such as the
Autoregressive Integrated Moving Average (ARIMA) and
the Autoregressive Conditional Heteroscedasticity (ARCH)
have attained sufficiently good results in most applications
of interest. While these algorithms can be extended to the
setting of multivariate time series, the rapid rise in comput-
ing power in recent decades has rendered machine learning
techniques an attractive alternative to traditional time series
methods. An early comparison between different machine
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learning models was [1], where the authors concluded that
the choice of method had a significant effect on performance.

Deep learning models have been a popular choice for
multivariate time series forecasting, including Long-Short
Term Memory (LSTM) [2], Bidirectional LSTM [3] and
Gated Recurrent Unit [4] (GRU). Various expansions of such
deep learning models have been proposed in recent years,
such as DeepAR [5] and Temporal Fusion Transformers [6],
which generally achieve state-of-the-art performances across
various domains. However, such approaches often employ
thousands of trainable parameters, which can be difficult to
train with a limited number of observations, thus leading
to degraded out-of-sample forecasting performance. Despite
such advancements in deep learning, simple regression-based
models are still widely used and sought after. This is espe-
cially true for mid-low frequency financial tasks, such as
predicting daily returns, volumes, and realized volatilities,
partly due to the complexity, unpredictability and constantly
shifting dynamics of the financial markets. For example,
ordinary least squares (OLS) is still widely used for both
forecasting and interpretive statistical analysis due to its sim-
plicity, closed-form solution, and the fact that it requires no
choice of hyperparameters. Its regularized versions, such as
the LASSO and the elastic net are some of the most widely
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utilized regression models in finance, as they require only a
few hyperparameters.

On the other hand, various recent lines of work have
demonstrated the merit of combining traditional time series
models and machine learning models, such as [7—11]. In this
paper, we consider one of the simplest types of hybrid model,
which builds on the results of a univariate ARIMA model and
enhances it by performing a novel regression method on the
residuals of an ARIMA model.

1.1 Non-parametric models and dimensionality
reduction

Two simple models that have been relatively overlooked
by the machine learning community, are k-nearest neigh-
bors (kNN) and generalized regression neural networks
(GRNN), both of which are simple, non-parametric, fast
methods requiring only a single hyperparameter. This mainly
stems from the curse of dimensionality, which affects both
techniques. GRNNs have been utilized primarily in engi-
neering applications, such as [12] for logo recognition, [13]
for forecasting feeding patterns, and [14] for modeling the
pile-bearing capacity of soil. An overview of its different
applications for dynamical systems has been pursued by [15].
In this work, we aim to circumvent the curse of dimen-
sionality that these two methods suffer from by using the
following two techniques. Firstly, instead of the Euclidean
norm employed by kNN and GRNN, we consider a thresh-
olded weighted norm that is driven by the feature’s predictive
potential. Secondly, before employing these well-known
models, we consider a dimensionality reduction component,
which is by far the most common remedy for the curse of
dimensionality.

Dimensionality reduction is one of the main unsupervised
machine learning paradigms, with the past couple of decades
having witnessed seminal contributions in terms of nonlin-
ear dimensionality reduction methods, such as locally linear
embedding (LLE) [16], ISOMAP [17], Hessian LLE [18],
Laplacian eigenmaps [19], and diffusion maps [20]. In more
recent years, deep learning models have also been increas-
ingly used as a means of dimensionality reduction, such as the
class of autoencoders [21], which can be seen as a nonlinear
extension of PCA. Performing dimensionality reduction via
the use of autoencoders before employing a kNN technique,
[22] has shown a significant improvement in performance
over kNN for classification. Partial least squares are a popular
method of incorporating information from the target into the
initial features, during the embedding stage. More recently,
[23] achieved improvements in the performance of PCA by
scaling each factor based on its predictive slope with the tar-
get.

@ Springer

1.2 Uses in financial applications

Examples of dimensionality reduction use cases in time
series forecasting tasks include [24], who used a truncated
diffusion map to construct a global manifold for the slow
dynamics of a reduced kinetic model, and [25] who utilizes
manifold learning techniques in conjunction with various
supervised learning models to build a profitable strategy for
the Forex market. Along the same lines, [26] proposed a
hybrid approach integrating the Midas-RV model and PCA
to achieve better results in forecasting the volatility of crude
oil futures in the Chinese market. In this paper, we con-
sider the forecasting of daily returns and traded volumes for
ETF instruments. Being able to accurately predict next-day
volumes is of interest to practitioners and especially to mar-
ket makers. Previous works include [27], who showed how
search engine data can be leveraged to forecast future trading
volumes. Similarly to our work is [28], who utilizes support
vector machines to predict the daily volume percentages with
promising performance, in the spirit of [29] who combine
SVM and LSTM after residualizing with an AR model.

1.3 Main contribution OFTER - a novel integrated
pipeline

We consider the task of one-step time series forecasting and
propose an approach that integrates ARIMA models, dimen-
sionality reduction, and simple non-parametric methods into
a single pipeline, which we denote as online forecasting via
temporal embedding regression (OFTER). Such a pipeline is
of great interest to practitioners working with mid-sized data
sets that are low signal-to-error in nature, with no significant
seasonality patterns, with low frequency trading strategies
being a common example that we explore.

To alleviate the curse of high dimensionality and enhance
our dimensionality reduction component, we conduct feature
selection on the embedding features based on the concept
of maximal correlation. We apply OFTER to the financial
tasks of forecasting next-day volume and returns by build-
ing an embedding based on various features of 10 exchange
traded funds (ETFs). Through an extensive set of numerical
simulations on both synthetic and real data, we demonstrate
that OFTER provides a powerful alternative to other main-
stream machine learning models for mid-sized data sets, even
performing better than established time series-tailored deep
learning models. In particular, it can work effectively in low
signal-to-noise regimes for mid-sized data sets, while still
being computationally efficient.

Furthermore, our proposed methodology provides the fol-
lowing additional benefits.

e Once an embedding has been computed, the algo-
rithm can easily perform out-of-sample extensions and
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incorporate newly arrived time observations. Therefore,
OFTER can naturally be viewed as an online algorithm
that operates efficiently in an online setting.

e Certain configurations of our method fall under the
unsupervised learning setting, as the embedding is inde-
pendent of the target. In other words, the same embedding
can potentially be employed to forecast different target
variables of interest, and thus OFTER is amenable to
extensions to the multi-target setting.

e Our method can further provide an avenue for change-
point detection and anomaly detection tasks, which can
be seen as natural byproducts. A previous or newly
arrived observation without any local neighboring points
in the embedding, could indicate either an extreme mea-
surement or a change-point in the time series.

1.4 Paper structure

The rest of this paper is structured as follows. In Sect.2,
we provide an overview of some of the essential concepts
used in the proposed pipeline, including the KNN and GRNN
algorithms, principal component analysis, and maximal cor-
relation. In Sect. 3, we introduce our proposed methodology,
along with its main components and their integration into an
algorithm. In Sect. 4, we analyze the performance of OFTER
in both synthetic experiments and real-world data. We also
discuss the additional properties of OFTER in Sect. 5. Finally,
we conclude in Sect. 6.

2 Preliminaries and related works

Consider a d-dimensional time series represented as a matrix

=(X1,...,XT) € R7*4 with rows denoting observations
for T time points, which we refer to as the feature matrix.
Assume for the rest of this paper that we are interested in fore-
casting a single univariate target variable, which we denote
byy = (y1,..., yr) € RT and refer to as the target variable.
Furthermore, denote by x’ € R¢ and y’ € R, the value of the
features and the target variable, respectively, associated with
a new observation. We denote by e, the all-ones vector of
length d. In terms of matrix indexing, we generally denote
the (7, j) entry of X by X; ;, the submatrix of X including
rows starting from 1 up to f, by Xy, .1,, i.e (th ey x,z) and
by X1,:4,,j the j* column of X,

2.1 kNN and GRNN

kNN is a non-parametric supervised learning algorithm that
dates back to the work of Fix and Hodges in 1951 [30] and has
grown to become one of the most popular machine learning
techniques. The main idea is that a similarity of values in the
feature space implies a similarity in the values for the target

variable. Denote by x(1), x(2), .. .,
training samples such that

x(ty a reordering of the

lxay — x| < < llxay — X'l (D

where || - || denotes the Euclidean norm. The set of the k-
nearest neighbors of the new point x’ is defined as
NNi(x') = (i € {1,.... T} : [lxiy=x"|| < llxwy—x'I1}. (2)

Based on NN (x'), the forecast for y’ is computed as

> v 3)

ieNNg (x")

<>

A closely related method is GRNN, introduced in [31], based
on the Nadaraya-Watson kernel regression estimator [32, 33].
When forecasting y’, GRNN attaches a weight to each of the
previous time series entries, determined by their distance to
x’. In particular, define the weight w; of the i’" observation

as
exp (—Hx,-h—x’n2>
w; = ) “)

i (—Hx,-—x ||2)

where /4 is a bandwidth hyperparameter to be optimized.
The prediction for the response of a new observation y is then
simply the weighted average of the responses of the training
observations, defined as

T
y= Zw,-yi. Q)
i=1

Consider the observations (x1, y1), ..., (X7, y7), to be real-
izations of an R+ random vector, and let f denote the
corresponding true underlying density of the random vari-
able. The theoretical motivation of GRNN stems from the
Parzen estimators [31], used to estimate unknown probabil-
ity density functions f as

~ _ )2
(' y) = o ZGXP[ it yl
h i=1
Xexp[_(x —x) _Xi)i|. ©)
h
If h varies with T such that limy_ o 2(T) = 0 and

limy_s o0 Thd(T) = 0, these estimators are shown to be con-
sistent, i.e

plimT oo fury (X, Y) = f(,Y), YO, y) e RIFL (7)
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Informally, [31] argues that if f (x,y) = f(x,y), then

§=XT:w'y' = y/—f(x’y/) dy'
P [ fx, ydy ®)

~ , fxy)

Y e e T E

We caution the reader that, despite GRNN bearing “Neu-
ral Network" in its name, it is quite different from other
popular variants. Specifically, aside from the width hyper-
parameter, there are no ad-hoc hyperparameters to be chosen
or optimized. Furthermore, it is a single-pass algorithm, as
the weights are not optimized. Thus, unlike other neural net-
work structures, it is much faster and easier to train but lacks
the expressive power of neural networks.

2.2 Dimensionality reduction

Both kNN and GRNN suffer from the so-called curse of
dimensionality which refers to the phenomenon that for cer-
tain methods, the amount of data points required to estimate
an unknown function with a certain accuracy, grows exponen-
tially with the dimensionality of the data set.! To alleviate this
issue, kNN or GRNN is often applied after projecting the data
points from R into a lower-dimensional space R? (p < d),
while somewhat retaining the structure of the original data
set. By far the most popular such method is principal compo-
nent analysis (PCA), which applies a linear transformation to
the original features, chosen to maximize the variance of the
projected features in the newly reduced space while ensuring
the resulting features remain uncorrelated with each other.
Denote by C (X) the covariance matrix of X, and its eigen-
decomposition by C(X) = UAUT, where A is a diagonal
matrix capturing the A; > --- > Ay > 0 eigenvalues of
C(X), and the columns of U are given by the uy, ..., uy
orthonormal eigenvectors (in the same order as their corre-
sponding eigenvalues). The principal component scores are
given by the columns of XU, with the variance of each of
the new components given by its corresponding eigenvalue
(component i has variance ;). Selecting the first p compo-
nents retains a proportion of the total variance in the feature
matrix equal to Y7, A;/ Z?:l Ai. Given the proportion of

! For a common illustration of this problem, consider points that lie
uniformly on a d-dimensional hypercube of side length (1 + €)r. In
this setup, only a proportion of (1 + €)~¢ data points lie in the central
inner hypercube of side length r, with the rest of the points lying in
the outer shell. This demonstrates that the distance between data points
becomes unsuitable for a meaningful description of the structure of
high-dimensional data sets.
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variance to retain § € (0, 1), we set

M-~
Reg

>-
Il
-

p=min i :

>67. ©))
Ak

M=

k=1

We remark that random-matrix theory based techniques
could also be employed for delimiting the informative part of
the spectrum from the bulk of the eigenvalues that correspond
to the noise component [34]. Note that before calculating
C(X), we ensure that X is of full rank by removing any
columns of X that result in rank deficiency.” Before apply-
ing PCA, we standardize X (subtracting by each feature its
mean and dividing by its standard deviation). We shall denote
the transformed features as X = XU.

2.3 Maximal correlation

Consider two univariate random variables denoted as V| and
V. Loosely stated, the correlation between Vi and V5 is a
measure of their association. Popular types of correlation
include the Pearson, Spearman, and Kendall correlations.
Another type is the maximal correlation (see e.g [35]) defined
as

argmax Cor(¢ (V1), ¥ (V2)),
o YeF

(10)

where F is a suitable function class and Cor is the Pearson
correlation defined as

E[ViVa] —E[Vi]E[V]
JE[VZ] - EiP JE[V] - E[VaP?
(11)

COI’(V[ s V2) =

A solution to the problem of determining maximal corre-
lation can be computed by optimizing the functions ¢ and
iteratively. We consider a related but simpler problem, where
we aim to calculate

argmax Cor(¢ (V1), V2).
peF

12)

The reason for considering Eq. (12) instead of Eq. (10), is that
in aregression setting, we are only interested in transforming
the feature, rather than the target. By solving Eq. (10), one
can transform the features in the embedding space so as to
be maximally correlated to the target.

2 Using a QR-decomposition algorithm, we can express X = QR,
where Q is an orthogonal matrix and R is an upper-triangular matrix.
Then, we remove any feature i, where |R; ;| < € for some small € > 0.
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We consider a solution in a restricted function class F.3
In particular, we consider the class of Bernstein polynomials
(see e.g [36]), which are defined as

byn(x) = (:>x”(1 —0", v=0,1,...,n. (13)

The choice of this basis is justified via the Stone—Weierstrass
theorem.* Bernstein polynomials have been widely used,
especially in the context of Bezier curves [37], and B-splines
[38], often arising in the development of modeling tools in
computer-aided geometric design.

For the solution of Eq. (12), we assume that we observe
vectors v and vy, which capture N observations of the ran-
dom variables V| and V», respectively. Denote by v; and
vy the mean of vy and vy, respectively. Similarly denote by
oy, and oy, standard deviation of v| and v, respectively.
Consider the function basis (¢, ..., ¢x), where ¢; (x) =
bk ,i(x) and define the N x K matrix ® s.t &; ; = ¢;(v1,;).
We assume @ is centered, i.e ®Tey = 0.

With the function basis defined, we consider the function
class

K
F = ch¢k:cl,...,cKeR , (14)
k=1

sothatfor f € F, f(v1;) = Z,le ckdxr (v1,i), and problem
Eq. (12) reduces to finding the suitable vector c.

To simplify calculations, we also require the transformed
vector to be standardized, i.e cT ®T ey = 0, ﬁcT dT de =
1. Thus, we aim to solve

argmax Cor(dc, v7). (15)

ceRK | TdTen=0, cT®T dc=N—1

Note that
Cov(dc, v
Cor(®c, vy) = Cov(®e, v2)
Oy, Oy
(@) v, |:(<I>C)TeN] |:U2T€Ni| (16)
N-1 N N
B Oy, Oy 7

and thus, under the constraints of Eq. (15), we have

(®c) vy

Cor(®c, 1) = ————,
(N = Doy,

a7

3 If F is chosen to be the class of all functions, then the solution to
the above problem can easily be shown to have the trivial solution

_ W-E[W]
¢)(V1) = \Z/ar(v2>2 .

4 In its most usual form it says that for any real continuous function f
on the interval [a, b] and € > 0, 3 a polynomial function g such that
Vx € [a, b], we have | f(x) — g(x)| < €.

for which a solution can be found by considering the
Lagrangian

CT(I)TUZ
L=— " —(c"®Tey) — u(c" @ dc — (N —1)).
(N — Doy,
(18)
Extremizers of the above Lagrangian satisfy
CTq)Tvz d (19)
= ————, an
K= 20 = oy,
A2 (20)
(N — Doy,

Substituting back to Eq. (18), and writing z = ®Tv,, 7 =
z—0®Teyand A = %, we reduce the problem to solving

= (CTZ> Ac. 21
By considering a solution of the form ¢ = tA~!z for r € R,

we arrive at the solution

1
T —— (22)

/ZT(A—I)TZ'
Overall, the solution to Eq. (15) is given by
A1z
/ZT(A_I)TZ
VN =T@T )07 (v; — Drey)
J2 = ten)” o [@T @) 1] 07w,

(23)

We refer to the correlation between the target y and the trans-
formed x as the one-sided maximal correlation (OSMC) of
x and y, as

OSMCk (x, y) = Cor(Pc, y), 24)
where © and ¢ depend on x and the choice of the num-
ber of basis functions used K. In Section F, we prove the

consistency of the transformation cy and show that it has a
convergence rate of O, (N —1/2y,

3 Methodology
Figure 1 is a pictorial diagram of the main components of the

OFTER pipeline, each of which is described in detail in the
remainder of this section.

@ Springer
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t « t+1 and Update embedding (Section 3.1)

y € R?
X € RH¢ Calculate 9, via model
Y(t-L):t selection Eq. (36)
OSMC vector ¢ € RP -
- .
| Xerwr \ e
Dimensionality Feature -
Reduction 2 Selection (t-L):t
4 Step 1 Step 3 Using X ((_L.(t—1) calculate:
[ - > (t-L):(t-1)
5 td t 5 GRNN,s GGRNN
=i RY¢ —» RYP -9 Vs € ¢
© xtd L § - PN K € SKNN
w R t-L t-1t 2oL
(Section 2.2) -Vt
5
12 3[t-L o t-1 t
Lookback . Distance betw~een the currer\t X,
PR a1t Window and recent E)((t(,f()):)(t,l) points
> Length L deR: g.
Time L e o1

Fig.1 Pictorial illustration of OFTER, where the main components of
its iterative part are displayed. Note that some components are omitted
to simplify the diagram. (1) In this step, the feature matrix X € R™ is
transformed to X € R™? (p < d) using PCA. (2) Each entry of the
vector c is calculated as ¢; = OSMC(Xl;LU,j, Yi:L,), with OSMC as
formulated in Sect.2.3. (3) Each entry of the vector v is calculated as
o C%H(‘C_/"mein)

vj = p+|10riginal|

¢ 1(Je1|=Cmin)

, as is explained in Sect. 3.3. In other words,

I=1
features whose correlation with the target is low are discarded. (4) The

3.1 Online update of the embedding

In order for the algorithm to run in an online setting, the
embedding needs to be updated as new data arrives. The ini-
tial embedding is calculated based on the first Ly < T entries,
and then updated at every time step. However, re-computing
the embedding at every single iteration can be quite expen-
sive (in fact, of complexity O (nd” + d?) at each step?). For
PCA, there exists a computationally efficient approach that
updates U and A. In particular, if C (X;) denotes the covari-
ance matrix built from the first # data points, one can compute
the eigenvectors of the updated covariance

t—1 1 Xl X
C(X1:441) = —C(X14) + —||xt+1||2[—L’
! ! et ] 1111

(25)

by using the previously computed eigenvectors of C(Xi.;)
(we assume centered data for now). The online algorithm
proposed in [39] achieves just that, with a complexity of

5 This is due to PCA consisting of a covariance estimation step with
complexity O(nd?) and a spectral decomposition step of complexity
0(d*).

@ Springer

distance between observations of time points j and ¢ is calculated as
dj, = Hf(, - )~(j||v, where ||.||, is later defined in Eq. (44). This is
calculated for j =t — L,...,t — 1 where L is the lookback window.
(5) All the different forecasts from GRNN, kNN, and OLS are calcu-
lated using X (—L):(—1, and the distance vector d. (6) All the individual
forecasts are combined into ;. In particular, the forecast of the highest
performing model is selected as explained in Sect.3.2. (7) The PCA
embedding is updated using the methodology described in Sect.3.1. In
particular, the eigenvalues and eigenvectors of the covariance matrix is
updated

O( pzd) at each iteration (recall that p denotes the chosen
dimension of the embedding).

The above is an instance of a more general problem, which
is the rank-one update of an eigensystem [40]. Consider
again the symmetric matrix A, whose eigen-decomposition
is known, with A; > ... > X, denoting its eigenvalues, and
u; be the eigenvector corresponding to A;, Vi € {1,...,d}
such that A = UAUT . The task at hand is to evaluate the
eigensystem of A + pvv”, by using the known eigensystem
of A. As shown by [40], the eigenvalues of A + pvv! are the
roots k1, . . . , kg of the secular equation

d 2
Z.
1+,o§ )L,'Z—KZO’ where z = UTv.

i=1

(26)

Once the updated eigenvalues are computed, each updated
eigenvector uy, can be calculated as

U —kD7 'z
WU (A =D z||

U 27)

Going a step further, one could reduce computations by only
updating the first few eigenvalues. A good approximation of
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the solution is given by [41], who shows how this can be
achieved by solving

d 2

P2 1—2@
1+ L4 = =0. 28
p EZM—«- = (28)

The solutions of this equation are shown to approxi-

mate the first m eigenvalues, with an error of the order

O( max [A; — u|). Note that p is another parameter
p

m+1<i<
to be chosen, and should be made so as to minimize

O( max [A;—pul|),forexample u=median(A,+1, ...
mtl<i<p

The parameter p will have already been chosen at an earlier
part of the algorithm using Eq. (9), and does not change
during the update step. While there are various existing
techniques to solve equation Eq. (28), we employ the convex-
ifying method described in [42], adopting the earlier work of
[40].

Note that initially the feature matrix is standardized based
on the initial L entries (i.e we standardize X (j.7,)). Denote
the mean vector of X1.; by u; € R?, and the correctly cen-
tered X1.; by )_(1;t e R4, Assuming that X(j.;—1) has been
centered by u;_1, we need to re-center based on ;. Follow-
ing [39], the update takes the form X1y =X11+e (i—1 —
wu)T. It turns out that we can adjust for the re-centering,
via two more rank-one updates of the covariance matrix, by
expressing X {t)_( 1.+ in the following way.

X X1, =X, X1 4+ X1 ,ens” + 8¢k X1, + 1887

, r 1 8"
=X, X1+ [8 Xl:teN] 10 eijXl-z

Pl P2

/1+p2 ]+,02
= X{,Xlzt + [SIL XlT:teN] 1 ! 2

1
J1+0} /1403
« [ o1 0:|

L0 o2

ol 02 T
J1+07 1403 [ 8y }
1 1

T
en X1

| V1400 1403
p15+X1T:,eN ,028+X£,€N p1 O
Jiel 13 0 o
,O]3+X1T:te1v
J1+0?
,023+XE,€N

J1+03

= Xilezt + PlblblT + ,Ozbzsz.

=Xﬂxu+[

s Ap).

h=0.5 h=1
1 1
0 A 0
0 500 1000 1500 0 500 1000 1500
— fitted
—— observed
h=5 h=10
14 1
0 A 0 1
0 500 1000 1500 0 500 1000 1500

Fig. 2 Visualization of the forecasted values when using GRNN with
different smoothing parameters for the model Eq. (34). In a high signal-
to-noise problem like this, as i becomes larger GRNN becomes almost
perfectly capable of forecasting future values

where in the above

S = =1 — M, (29)
t—~Ni?+4
pr=—", (30)
2
1+ Vt2+4
pp=—"s €1y

_pr(p—1 = ) + XT en
J1+07

=)+ XT
by — P2(e—1 — 4r) LON (33)

J1+03

3.2 Choice of hyperparameters

b (32)

The hyperparameter £ of kNN in Eq. (5) and the smoothing
parameter hyperparameter 4 in Eq. (4) are both of crucial
importance to the performance of their respective algorithms.
Notice that, as h — oo, w; — 1/T (Eq. (4)) for all i. On
the other hand, as 7 — 0, GRNN becomes equivalent to
INN (kNN with £ = 1). To demonstrate the effect of the
smoothing parameter on the predictive task, we consider the
following toy model

ud 2
v = 0.5 + cos (@t) +e,where e, ~ N©O,o2).  (34)

In Fig.2, we demonstrate how the choice of the & affects
the nature of the obtained fit. For low values of /, the obtained
fit is close to giving constant fitted values equal to the mean,

@ Springer
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while for high values of %, the obtained fit matches the
observed data points almost perfectly.®

To choose a suitable value of 7, [31] proposes the use of
the holdout method, where the optimal parameter is found
via calculating a loss function by removing a sample point at
a time and taking the average. More modern applications use
K-fold validation instead, and these methods can be modified
for time series data (see [43] for a discussion on the different
approaches).

To remove any scale dependencies, we re-parameterize h
as

median({||x; — x|I}T_))

(35)

N

Dynamic Selection Since this is an online algorithm, we
could update the hyperparameters in an online manner as
well. Instead of choosing a single value from a candidate set,
we use each of the candidate values for the hyperparameter to
fit a different model, updating the performance of all models
at each time point. The model with the highest performance
up to the previous time point is chosen for the forecast of
the current time point, as is done in dynamic model selection
[44, 45]. The region of competence includes the last L p time
points (we refer to this as the lookback window).’

The choice of the parameter s can be performed by the
use of a loss function. If the fitted value corresponding to
parameter s for day ¢ is 37, the forecast y; is calculated as

S|
= Z n;y;, where
s=1
: 1 N
I, R} =min(R;,..., R})

. (36)
0, otherwise

n =

By R}, we define the loss corresponding to parameter s, i.e
R} = Zf;% Loss(3;, y¢). The loss function can be the mean
squared error or mean absolute error for general applications.
For the application of forecasting future returns, we use the
loss function of minus Profit and Loss (abbreviated P&L, and
defined in Sect.4.3).

Similarly, a large k for kNN algorithm would produce
similar forecasts to using low values of /4. Instead of using
either GRNN or kNN, we use both models, each with their
own hyperparameter candidate set, and then select based on
performance, in a similar manner to Eq. (36). Aside from
these two types of models, we also consider a standard OLS
model.

© Note that this is a pattern for this specific toy data set and not a general
pattern.

7 Alternatively, we can take a weighted average of the forecasts of each
model, but the performance was inferior.
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Denote by SORNN' the hyperparameter candidate for
GRNN and S*NN the hyperparameter candidate set for KNN.
Denote by f),G RNN’S, the forecast when using GRNN with
parameter s, )A);( NN-K the forecast when using kNN (with
parameter k), and ff,OLS the forecast when using an OLS

model. Then define

R tGRNN, s

t—1
~GRNN,
Z Loss(J; 5 vi).

i=t—Lp

t—1
RN =37 Loss(5N, ). (37)

i=t—Lp

t—1
> Loss(FPS, v

i=t—Lp

R tOLS

Based on the losses up to time point ¢, the minimum loss is
calculated as

optimal __
R; =

UIRINNE ke sSNNY U (ROLSY), (38)

min({RtGRNN,s .5 € SORNN)

and the number of models achieving the optimal performance
as

Nloptlmal _ |{s : RtGRNN,s — R:)ptlmal}|

‘H{k . R?NN,k _ R;)ptimal}| + H(RZOLS _ Rtoptimal)’ (39)

where 1(A) is an indicator function taking the value 1, if
condition A is satisfied and O otherwise. Then we reformulate
Eq. (36), to include the kNN and OLS models as

= Y

GRNN,s AGRNN, s
t Vi

se SGRNN
KNN,k okNN,k | OLS ~OLS
+ Z Ny Vi +n0. 0y, (40)
ke SkNN
where
1 GRNN,s __ poptimal
GRNN, s Noplimal s Rt — R[
t - t ’
0, otherwise
1 kNN, & optimal
_1_p _ R
kNN, k optimal * 1 t
S . , 41)
0, otherwise
1 OLS optimal
OLS optimal » t ¢
T), - N, t '
0, otherwise
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3.3 Overcoming the shortcomings of kNN and GRNN

One downside of applying dimensionality reduction meth-
ods is that they are agnostic of the target to be forecasted. In
transforming the initial space in order to retain a large propor-
tion of the variability with a reduced number of features, an
initial feature that is already highly correlated with the target
but also weakly correlated with other features could end up
having a relatively small weight in the final forecasting step.
To circumvent this shortcoming, we employ two additional
steps.

Firstly, we make sure that all features from the original
feature space X that have a high enough correlation with
the target are retained in the forecasting step. This way, we
ensure that selecting the components that capture most of
the variability is not done at the expense of dropping original
features that provide predictive power on their own. There-
fore, we define the following set, after calculating the OSMC
between each of the original features and the target

0rieinal — (5 OSMC(X 1.0, /5 Y1:Lo) = COriginal}s  (42)

where any feature whose OMSC is higher than the pre-
determined coriginal, is chosen to be included in the feature
set.

During the pre-processing part of the algorithm, we
replace X with (X, X 1.7, [Original ), With a number of features
equal to p + |7°7€Ml| Note that for mid-sized, low signal-
to-error data sets like the daily data set we use in Sect. 4.3,
Ioriginal 1s usually null.

Secondly, certain features in the embedding space ought
to have more influence on the neighbor selection. This can be
achieved by using a weighted metric rather than the standard
Euclidean norm. In particular, if v represents the vector of
weights, the weighted Euclidean distance between X;, and
X1, 1s given by

P+|]Original|

Xy = Xpllo= | >

j=1

Vi Xy — Xi )2 (43)

To increase robustness we threshold any correlations with
absolute values smaller than ¢y, (Which is another hyperpa-
rameter) to 0. The weights are based on the OSMC between
each feature and the target

7 1(lej| = Cmin)
vj=—1 : (44)
p_HIOngmall
> l(al = cmin)
=1

where ¢; = OSMC(}N(l;LO’j,ylzLU) Viefl,...,p,p+
1.... |IOriginal|}.

3.4 Algorithm outline

To ensure stationarity of the target y, we first perform an ADF
test with significance level papr, and if the null hypothesis is
notrejected, we difference the time series, and repeat until we
reject the null hypothesis. We then perform ACF and PACF
tests to check if there are any significant ARMA effects.® If
such effects are identified, we perform a grid search over the
orders of the AR and MA orders (p and q respectively) to find
the optimal ARIMA(p,r,q) model in terms of their Bayesian
Information Criterion (BIC), where r denotes the number
of times differencing was applied. Otherwise, we simply fit
ARIMA(0,1,0).

Using this procedure, we decompose the target y into a
time series signal (ARIMA) and a residual component

y= Y5+ e . (45)

\,-/ V.
Time Series Signal ~ Residual

Overall, the algorithm consists of three main steps: (1) com-
puting an embedding, (2) choosing features based on the
OSMC, and (3) forecasting based on kNN and GRNN. The
complete algorithm is given in Algorithm 1, with Algorithm
2 detailing the forecasting step.”

4 Empirical results

We consider and compare four different configurations of
OFTER, which we denote as follows

e OFTER (no dimensionality reduction and no feature
transformation). This entails setting X = X, using the
Pearson correlation instead of the OSMC, and skipping
steps 4, 5, 6, 7, and 17 of Algorithm 1.

8 We use a significance level of 0.001. We consider a specific lag effect
significant if the confidence interval of either the ACF or the PACF is
above or below zero. It is important to note that in some cases, the ACF
and PACF values can fail to identify the need of an ARIMA model.
However, including this criterion can make the algorithm significantly
faster, when forecasting targets like price returns.

9 To avoid look-ahead bias, the steps at lines 1, 3,4, 6,7, 8, 11, and 14
of Algorithm 1 use only observations available up to the training cutoff
L. During the online phase, predictions at time ¢ (line 16) are generated
using observations from ¢ — L up to ¢. The OLS model is subsequently
re-fitted using only observations from r — L up to ¢, while the steps
at lines 17-19 perform one-step updates of the previous states. Hence,
neither prediction nor model fitting uses observations from future time-
steps.
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Algorithm 1 OFTER

1: Use procedure in Sect. 3.4 to obtain optimal ARIMA(p, r, ) using
XI:LO and Yi:Lo
2: Obtain fitted values yTS; if ARIMA(0,0,0), set yT5 = 0
3: Transform X so that X.7 is full rank and standardized
: Compute first p principal components; define U, = (uy,...,up)
andA,, = A1, 4p)
C X = X1:oUtp
o J0riginal — - OSMC(X1:14.i, Y1:Lo) = COriginal
- Augment X < (X, X .1, 10riginal )
: Compute RS?NN s R]zI:N k R?{)Ls using Eq. (37)
GRNN,s __kNN,k
: Compute 1, s, My r)?é‘s using Eq. (41)
10: for j = 1 to p + |7°7¢inal| do
11: ¢; = OSMC(X1.1,j, Y1:Lo)
A1(I¢j|Zcmin)
. S etmind
120 v = S o azemn
13: end for

14: Fit OLS: (fo. B) on (X1:1,. y1:L,)

15: fort = Lo+ 1to D do

16:  Compute ¥, using Algorithm 2

17: Update Uy, A using secular equation method
18:  if £ mod 100 = O then

~

19: Refit OLS on (X;—7.1, Yi—11)
20: end if

21:  Update RORNN-s | RENNK - pOLS
27: Update nGRNN K n?NN k’ n?LS
23: end for

24: )A/ (7-)7+y;rLso+]):D

Algorithm 2 Forecasting for time point ¢

1: Compute d;; = ||X, — Xj”u forj=t—1L,..
2: for s € SO dNN(go )
median i

3 by = ——
_exp(=d}, /hy)
R Fal 5 AT

5GRNN,s _ y~/—1 sy
Sy f=2mL w;,fy./
6: end for
7
8

Lt—=1

s

: for k e SKNN do ~
Find NNk (Xt) in X(t—L):(I—l)
9:  JANK = %ZieNNk(f(,) i
10: end for
11: 3018 = po + p7 X,
12: Estlmate y; using Eq. (40)

e OFTER-DR (dimensionality reduction and no feature
transformation). This is almost the same as Algorithm 1,
but we use the Pearson correlation instead of the OSMC.

e OFTER-FT (feature transformation and no dimension-
ality reduction). This entails setting X = X as well as
skipping steps 4, 5, 6, 7, and 17 of Algorithm 1.

e OFTER-DR-FT (feature transformation and dimension-
ality reduction). This is the exact algorithm as given by
Algorithm 1.

Unless stated otherwise we use papr = 0.05. When per-
forming dimensionality reduction, we consider § = 0.9. For
the candidate sets, we use SCRVN = {0.001, 0.005, 0.01,
0.05,0.1,0.5, 1, 5, 10, 50, 100} and S*NN = {1, 2, 3, 5, 10,
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15, 20, 30, 50}. In terms of features, we include those corre-
sponding to the current period up to a lag of 3. Lastly, we set
Lo equalto [0.7T |. Note that OFTER is generally robust for
different choices of hyperparameters, as evidenced by our
robustness analysis reported in Section C.

4.1 Baseline models

We compare the performance of OFTER against that of
several mainstream machine learning models. We include
the linear models OLS, PCR, LASSO, but also the widely
used support vector machines (SVM), random forests, and
XGBoost. We also include some of the most widely used
time series-tailored deep learning models, such as LSTM,
Bi-LSTM, and GRU. Unlike OFTER, most of these meth-
ods are not naturally amenable to efficient implementation
in an online setting and thus cannot be updated. For com-
parison purposes, we retrain each of these models every 100
steps. In the case of LSTM, Bi-LSTM, and GRU, we re-fit
the model with only five epochs, starting from the previous
weight matrix. For the sake of a fair comparison, instead of
following the embedding updating step, we also re-compute
the embedding of OFTER every 100 steps. We provide an
overview of these methods, as well as details of their imple-
mentation for this task, in Section B. Note that the features
are standardized for all baseline models in the same manner
as they are for OFTER.

4.2 Synthetic data sets

Before testing OFTER on real life data sets, we first check
whether it can perform consistently well on some simple
low dimensional toy models. For this purpose, we use the
three five-dimensional models from [25], which are sim-
plistic models crafted to resemble electroencephalography
signals and are suitable for this forecasting task.

y = 02y®0 —0.4y@, 4+
yt(z) —0. Sy(l) + 0. 15y(2) + 6(2)
ML { P = —0.14y?, + ¢ (46)

v = 0.5y~ 025y, 4@
<5> — 01550, ¢

The first data set (M1) shown in Eq. (46) is generated by a
set of five linear equations.
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1 1 1
yz( ) = g(y,(_)l) + Et( )

2 2 1 2 2
yf ) = g(y,(_)l) +0.5 yt(_)l y,(_)l + ef )

3 3 2 1 3
M2 {3 =6 03y +0500)% + €

4 1 2 4
5 1 5

(47)
where g (i) = 3.4u (1 —e ) et
The second data set (M2) shown in Eq. (47) is generated
by a set of five equations, some of which are non-linear. [25]
based these equations on some models appearing in [46].

vy =01yL —0.6y%; + €
y,(z) = —O.lSyt(l)3 + O.Sy,(z + 61(2)
M3: 1§ y® = —0.45y?; + ¢ (48)
v =045y — 085y, + ¢
v =095y, + €

The third data set (M3) resembles M1, but is a time series
with a higher order, making M3 a VAR model.

In each of the above cases et(l), R e,(S) are uncorrelated
normally distributed random variables with unit variance.
Note that a burn-in period of 100 periods is used with
yfl), R yfs) set equal to zero.
4.3 Data
ETF data set

We consider a daily data set for two forecasting applications,
namely daily returns and volumes. We consider 10 ETFs
(SPY, XLF, XLB, XLK, XLV, XLI, XLU, XLY, XLP, XLE).
We forecast both daily returns and changes in daily volumes,
which we define in the following paragraphs.

Daily Returns: Let P; 4 denote the closing price for asset i
at day d. We consider the close to close returns!© for asset i,
defined as

Pidvk — Pia

Ry = (49)
LB

As a more representative quantity, grounded within finan-
cial applications, we consider the market excess returns, that
is the difference between the returns of an instrument and

10 The returns considered are adjusted for splits and dividends.

that of the S&P-500 index, a widely used proxy for market
returns.

Sk k k
Ri, = R;, — Rspy ;- (50)

Predicting daily returns is one of the most popular yet
difficult problems in finance. Due to the low signal-to-noise
ratio of this task, standard metrics like MSE and correlation,
are considered unsuitable. A more suitable economic-driven
evaluation method is following a hypothetical transaction of
the underlying instruments, based on the forecasted signs
(with + and — corresponding to buy and sell, respectively).
For each instruments i and each day ¢, we denote the forecast
as s; ; and execute a hypothetical trade based on the sign of
s;.¢. As this is simply for evaluation purposes, we ignore
transaction costs and liquidity constraints.

Following this hypothetical strategy, we consider the
(excess-returns-adjusted) P&L metric defined by

Ng
1 ~
P&LEK = N E Rl{"t x sign (si/) (51)
i=1

The P&L is defined above for each day d, which yields a
vector P&L = (P&L{, P&Lo, ..., P&L7_;)of daily P&L’s,
which measures the outcome of the hypothetical strategy over
the entire time horizon under consideration. A measure of the
long-term performance of a strategy is the annualized Sharpe
ratio (hereafter SR) [47], defined as

SR — mean(P&L) x +/ 252. (52)
sd(P&L)

Lastly, we define the P&L per dollar traded (PPD) as
PPD = mean(P&L), (53)

which assumes that every day, the total allocated capital to
the portfolio remains constant at 1 USD.

We employ the SR significance test by [48]. As returns
are known to exhibit heavier tails than a normal distribution,
this test is an extension of a traditional 7-test, adjusted to
account for the skewness and kurtosis of the distribution of
the returns.

A higher magnitude forecast should naturally signify a
higher confidence. For each trading day, we consider the
quintiles of the forecast magnitudes {|s,-,t|}lN: |» in order to
define five quintile portfolios, of decreasing size. In particu-
lar, we define Q1 to be the portfolio consisting of all assets,
Q2 to be the portfolio consisting of the top 80% assets with
the highest magnitude, and so on, up to Q5 which consists of
the 20% highest magnitude assets.

As naive benchmarks, we follow two naive strategies. The
first we call Buy_SPY, which includes buying and holding
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the SPY ETF. The other, we call Buy_all, which includes
buying and holding all of the ETFs for the duration of the
test sets.

Daily changes in trading volume: Denote the volume of
instrument i as V; 4, which is defined as the total num-
ber of shares traded during day d. Note that this quantity
is non-stationary and generally increases over time, across
most instruments. To this end, we instead consider the "log-
volume-returns’, defined as

sk — log(Vi.a+k) — 10g(Vi,d).
i 10g(Vi )

(54)

Features: The embedding built is common for the two fore-
casting tasks and is built using a feature matrix consisting of
the following

e 1, 2 and 3-day returns for each of the instruments, i.e
1 2 p3

Ri 4 Ri g Ry

e 1, 2 and 3-day absolute returns for each of the instru-
ments, i.e |R} 1, |R7 41, IR} |

e 1,2 and 3-day log-volume returns for each of the instru-
ments, i.e (Sild, 51‘2[1’ 81.3‘[

e the three Fama & French daily market factors

e the daily returns of 49 different industry portfolios'!

e daily returns of the VIX index

4.4 Evaluation metrics

To evaluate the forecasting models in this section we make
use of the following evaluation metrics. Denote the vector of
predicted values y and the observed vector y.

Root Mean Squared Error (RMSE):

T
1 R
RMSE = |~ S (v —1)”. (55)

t=1

Mean Absolute Error (MAE):

T
1 .
MAE = - ;:1 [ye = 3] - (56)

Spearman Correlation: The Spearman Correlation between
v, and y is the Pearson correlation between the ranks of

! The industry portfolio returns and the daily market factors are taken
directly from the Kenneth R. French library [49]. Based on a market
portfolio, the three factors include small minus big (SMB) based on
firm size, high minus low (HML) based on the book-to-market ratio,
and the market excess return of the portfolio.
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the two vectors. This allows this metric to capture nonlin-
ear monotonic relations. The Pearson correlation between y
and y is given by
T =\ /A ~
o 21O =90 =)
T - ~ =
S 00— 9260 - 52

(57)

In addition, we use the Diebold-Mariano (DM) test to
compare two different sets of forecasts, which we denote
by { j},}thl (for the model considered) and {n,}tT:1 (for the
naive forecasts). When y corresponds to a change (such as
the daily return, or change in volumes) the naive forecast is
set to n; = 0. Otherwise, the naive forecast is set to n, =
vi—1. The DM test is a popular variant of the paired t-test
introduced in [50]. When using loss function g, the difference
in the loss of the two forecasts at time point ¢ is given by
d; = g(ny — y:) — g(3; — ;). The one-tailed version of DM
that we use tests whether the considered forecasts { )A),}thl
outperform the naive forecasts {n,}thl. In particular it tests
the null hypothesis

Hy:E(d;)=0 (58)
versus the alternative hypothesis
H, :Ed,) > 0. (59)

In our case, we use the squared error loss, i.e g(e) = e%, and
a significance level of 5%.

Lastly, we use an instance of the Theil-U statistic (TU)
[51]. As pointed out by [52], it is recommended to use the
second version of this statistic, which is defined as

Zt (yl — 5}1)2

) (60)
Zz O — nz)2

4.5 Numerical results

We begin with a discussion of the running time of OFTER.
In Table 1, we provide the average running time of the algo-
rithm for each of the three considered data sets. We notice
that all four configurations of OFTER are significantly faster
than LSTM, Bi-LSTM, and GRU, while at the same time
significantly slower than the OLS, LASSO, PCR, and SVM,
as expected. It is also clear that among the OFTER con-
figurations, OFTER-FT is the slowest as each feature is
transformed separately without first reducing the dimension-
ality of the feature space. The time complexity of OFTER
and OFTER-DR are more comparable, with the latter being
slightly more computationally intensive.
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Table 1 For each forecasted quantity in each of the three multivariate time series the running time for each of the 12 mentioned methods is recorded

OFTER-FT OFTER-DR-FT

SVM LSTM Bi-LSTM GRU OFTER OFTER-DR

Random Forests

LASSO

PCR

LM

T

Data Set

37.52 24.53

7.87 9.68

184.81

173.45 202.99

1.81
0.17
1.00

0.64 33.90
5.

0.02
0.48
0.31

15 0.01
0.37
0.10

3000
5022

Synthetic

153.06
62.64

222.87

22.25
20.18

549.30 17.58
3.

503.78

442.86

3,144.02
132.05

38

154
228

Financial

157.95

25

184.85

152.22

165.48

2.23

1461

Air Quality

The average running time (in seconds) of each of the 12 methods across the different forecasted quantities is given, where 7" denotes the length of the time series, and d denotes the dimensionality

of each data set. Note that the Air Quality dataset mentioned here is explored in Section E

For the numerical experiments concerning forecasting
returns, we employ economic-driven metrics typical of this
literature, as discussed in Sect.4.3. For all the remain-
ing experiments, we base the performance comparisons on
RMSE and the other metrics defined in Sect.4.4.

4.5.1 Synthetic data

For this task, we use L = 800, cmin = 0.05 and coriginal =
0.05, Lp = 500. The results are given in Table 2 with the
RMSE scores for M1-1, M2-1 and M3-1 visualized in Fig. 3.
Importantly, in most cases OFTER has a p-value of zero
for the DM test, and TU statistics that are significantly lower
than 1. Two exceptions are M 1.3 (which is structurally a very
low signal-to-ratio model), and M2.1 for which the OFTER
configurations that do not use the feature transformation com-
ponent score very poorly (similar to other linear models).

For M1, the best-performing models are generally the lin-
ear models LM, PCR, and LASSO which correspond to linear
models. GRU and LSTM also outperform the OFTER con-
figurations in a number of cases, with differences being small
in most cases. On the other hand, OFTER generally outper-
forms random forests, XGBoost and SVM. In the case of M2,
which is a nonlinear multivariate model, the configurations of
OFTER that employ the feature transformation component
generally perform the best, with the exception of random
forests, LSTM, and GRU. In this case, OFTER outperforms
the linear models as well as XGBoost. Lastly, in the case
of M3, which regards a vector autoregressive (VAR) model,
OFTER is performing particularly well, outperforming all
other models, with the exception of GRU, and having similar
performances to the LM and LASSO models.

4.5.2 ETF volumes

For both financial tasks, we use L = 800 and set ¢y, =
coriginal = 0.01 and Lp = 300, as typically, these are
problems with a lower signal-to-noise ratio. For the task
of predicting the delta-volumes of ETF instruments Eq.
(54), OFTER outperforms all other benchmark methods. As
demonstrated in Table 3, the best performing model is an
OFTER configuration in seven out of ten cases, with ran-
dom forests being the best performing for XLB and XLP,
and LASSO being the best performing for XLU. In addition,
in all cases, for all OFTER configurations, the p-value corre-
sponding to the DM test is equal to zero up to four decimal
places.

ETF market excess returns
We simulate a daily strategy based on trading ten ETF

instruments for the Q1-Q5 portfolios, and summarize the
results in Table 4. For three out of four OFTER strate-
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Fig. 3 Grouped barplot showing a performance comparison of all methods for the synthetic data set. The metric of the comparison is the RMSE
between the target values and the forecasts. The bootstrapped standard errors are also displayed
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Fig.4 Cumulative P&L plot of the daily strategies corresponding to the 14 methods for the ETF price movement forecasting task. Here, p-value
denotes the p-value as obtained from the one-tailed Sharpe Ratio significance test of [48]. The performance metrics for each method are given in

Table 4

gies, the SR is considered statistically significant.'”> As a
visual demonstration of the results, we also plot the cumu-
lative P&L for the Q1 strategy of each method in Fig.4,
clearly demonstrating that OFTER-DR and OFTER-DR-FT
are outperforming the other methods. With the exception of
the Q4-Q5 Bi-LSTM strategy, none of the other benchmark
methods result in strategies with a statistically significant
SR. Across Q1 and Q2, OFTER-DR scores the highest per-
formance, both in terms of SR and PPD. In Fig.4, we plot
the cumulative P&L for the OFTER-DR strategy, clearly
demonstrating a consistently well-performing set of strate-
gies across different quantiles.

12 Using the Sharpe Ratio significance test of [48]. This is based on
a generalization of the t-test, that accounts for the non-normality of
returns, by taking into account the kurtosis and skewness of the P&L
distribution.

@ Springer

An application to an air pollution data set is given in Sec-
tion E.

5 Applications to feature importance and
outlier detection

In this section, we discuss additional applications of OFTER
to two tasks of interest in the machine learning community. In
particular, we consider a feature importance component that
boosts the interpretative power of OFTER, and an application
to outlier detection.

5.1 Feature importance

In the OFTER pipeline, one can put forth a natural approach
for estimating the contribution of each feature to the fore-
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Fig. 5 In this 3x3 plot grid, we show the feature importance weights,
as obtained in Sect.5.1. The first feature of each of M1, M2, and M3
is forecasted in the first, second, and third row, respectively. In each

casting task. In particular, we aim to find a proxy for the
importance of each of the input features. To this end, con-
sider two points in the initial feature space x; and x,, and
denote by x| = U Tx, and xy =U T x5 the transformed
variables. Denote by D" = ||x] — x}||, the distance in the
reduced space (used for calculating the nearest neighbors),
and let Dj = x1 j — x,j such that ||x; — x2|l2 = /3", D7

A metric for the importance of a variable in determining
the relative distance of data points in the embedding space
can be modeled as the sensitivity of the distance D’ on the
individual distance d;, i.e ’g—g;‘ . For our goal, it is natural
to take the derivative at a point where D; = --- = Dy = 1.
We begin by writing

)4 d 2
= 0| DUkt —xan
j=1 k=1
P d 2
= Zvl ZUk,jDk (61)
j=1 k=1
We then compute
8D/2 P d
=2 i Uy iDy | Uy, i, 62
0Dy ld=eq ;U’ FrarR e R ©

case, there are 15 features corresponding to three lags of each of the
five features. This is repeated for three of OFTER’s configurations,
corresponding to the three columns of the grid

which, using O to denote the Hadamard product, can be writ-
ten as
VD2 (ep) =2|U [WT e @] (63)
Keeping in mind Eq. (42), we also augment the embedding
space with the original features that are highly correlated
with the target. Consider the vector v, containing the weight
given to the original feature if used, and zero otherwise, i.e
. Original
U[Original J = Ik rigina
V2.j = 0 ‘ . ¢ IOriginal ’
J

This now leads to

)4
D/ZZZUJ'

d 2y

2
ZUk,jDk + sz,le,
k=1 =1

(64)
j=1
and thus the derivative is instead given by
VD2(ey) =2 ‘U [(UTed) © v] + v2( . (65)

As an illustration, we consider the task of forecasting the
first feature of each of the three synthetic data sets (M1-
M3), using OFTER-DR, OFTER-FT, and OFTER-DR-FT.
In Fig.5, we show a grid of the feature importance of each
individual feature. As we ignore the unimportant features
via the calculation of v in Eq. (44), OFTER-FT attaches a

@ Springer
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non-zero importance weight only to a subset of the features.
On the other hand, OFTER-DR assigns a non-zero weight
to all of the original features, as they all contribute to the
estimation of each principal component. This also holds true
for OFTER-DR-FT, where dimensionality reduction is also
performed. However, in the case of M2 where most of the
predictability is present in a single feature (M2.1 - Lagl),
OFTER-DR-FT assigns a zero importance weight to most
of the features, similarly to OFTER-FT. Therefore, for the
task of feature importance, we recommend the user to rely
on either OFTER-FT or OFTER-DR-FT.

5.2 Outlier detection

A byproduct of the OFTER pipeline is that it can facili-
tate the task of outlier detection, by considering the pairwise
distance between time points in the embedding space. More
specifically, points whose nearest neighbors are still quite
“far" in the embedding space could be labeled as outliers,
in the same spirit as the one-class SVM algorithm [53]. We
demonstrate this using the following example.

Define the minimum distance between the current time
point ¢ and the time points in its recent history in the reduced
space as

d™" =min({di—rr, ..., di—1,1}). (66)

Comparing d™" with the distribution of (4™, ... ™1

may constitute input for any outlier detection algorithm.!3
min i

Denoting by ¢,"|" and g;*{" the first and third quantiles of
{ dmiri ) .
b

R R Crty
In Fig.6, we plot the minimum distance between each
trading day and its L = 600 preceding days, by using x = 5.
From this figure, one could infer several different regimes,
as there are periods where the levels of dp, are low, and
periods where these are high, such as the periods around the
2008 financial crisis. The fact that almost all labeled out-
liers fall in the immediate vicinity of days significant in the
financial history, does indeed indicate that the algorithm can
successfully be used to uncover abnormality signals.
Finally, we remark that selecting a larger value of L would
result in a large number of anomalies being highlighted. In
practice, if this outlier detection approach is used in a trading
application, a smaller x would be desirable, as the outlier
warning could possibly be qualitatively analyzed. Note that
the above quantile-based outlier detection approach is just a
sample algorithm to illustrate the potential of OFTER, as the

., dtm_“l‘}, we classify a time point ¢ as an outlier if

) for some k > 0.

13 Instead of d,mi“, one could employ the average distance d; =
Zt/';ll—L djt
==

@ Springer

pipeline is amenable to be incorporated into any other outlier
detection algorithm.

6 Conclusion and future work

In this paper, we have introduced OFTER, a complete
pipeline for online multivariate time series forecasting. By
leveraging kNN and GRNN, both simple well-understood
methods with trivial training complexities, OFTER man-
ages to outperform a number of baselines, for mid-sized
data sets. In particular, an extensive set of numerical exper-
iments demonstrated that OFTER performed competitively
with random forests and GRU in the synthetic data set, and
outperformed all other methods in the real-world applica-
tions considered, with a running time much lower than those
of deep learning methods. The shortcomings due to the curse
of dimensionality are overcome via dimensionality reduction
and the use of a weighted norm when comparing distances
in the embedding space.

Furthermore, OFTER brings additional advantages,
including its flexible nature, with the ability to use or omit
many of its components. As a byproduct, OFTER can be
integrated seamlessly into an outlier detection pipeline, in
an online manner. Lastly, OFTER is naturally equipped to
return the user a feature importance score for all the input
variables.

Future work. Future extensions of this work could
include the utilization of other machine learning methods
in the model selection step of the algorithm, for exam-
ple, LASSO models with different regularization parameters.
One disadvantage of OFTER is that it struggles to discover
nonlinear interaction effects between covariates, even though
this is a general issue with models and data sets of this size.
One potential extension would be to include a pre-screening
component, where a number of potential interaction terms
are tested in order to augment the feature space, either prior
to or after the embedding step. Additionally, it would be inter-
esting to see the performance of OFTER in other mid-sized
data sets and assess whether other dimensionality reduction
algorithms are able to attain improved performance, relative
to the use of PCA (this was not the case for the data sets used
in this project). Yet another interesting direction concerns
an adaptation of OFTER for probabilistic forecasting. Prob-
abilistic models have recently gained in popularity, being
able to provide not only forecasts but also associated uncer-
tainty estimates, which is of crucial importance in certain
applications. In addition, multi-step probabilistic forecasting
is another area which could provide a natural extension for
the pipeline presented in this paper. For the financial appli-
cations, we evaluate primarily the predictive quality of the
generated signals rather than fully implementable trading
performance. While we report results incorporating a sim-
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Fig. 6 Plot showing the minimum distance d™" obtained using the
suggested outlier detection algorithm for OFTER-DR, L = 600 and
« = 5. All numbered points are identified as outliers. 1. 18 September
2001 - Aftermath of the 9/11 Attack 2. 24 July 2002 - Stock market
downturn of 2002 (12" consecutive day of falling prices) 3. 29 July
2002 - Stock market downturn of 2002 (3" day of rising prices after

ple transaction-cost adjustment, we do not account for other
important trading frictions such as price slippage and market
impact. Incorporating these effects is an important direction
for future work. Lastly, we note that the OSMC metric we
introduced is of independent interest, both as an alternative
to the maximal correlation but also as a computationally fast
additional step for other simple regression methods.

Appendix A: A convexifying approach for
solving the secular equation

In this section, we give a brief description of the method we
use to solve the secular equation described in Sect. 3.1, which
amounts to finding the roots of

d 2

yar
fe)=1+p)y ——. (AD)
j=1

Aj—K

The main difficulty in directly solving Eq. (A1) lies in the
multitude of discontinuities in the domain of f. An efficient
approach to find the i root of the equation, would be to
consider the reparameterizations k = A; + p& and §; =

Aihi , which leads to the formulation of Eq. (A1) as

j .
5 — &

fi§) =1+

J

d 2
(A2)
=1

2012 2016 2020

Time
sharp price rises following (2)) 4. 28 February 2007 - Big drop in US
and China stocks 5. 10 October 2008 - Market Crash across Europe and
Asia 6. 7 May 2010 - Following the Flash Crash of May 6 7. 4 August
2011 - Preceding the Black Monday (8 August) 8. 15 April 2013 - One

of the biggest drops in 2013 for DJIA, SPX 9. 8 November 2016 - US
election

By assuming that each eigenvalue is distinct (a reasonable
assumption when dealing with real data), we notice that
1 <8 <--<6=0<---<8y. (A3)
Therefore, we look for solutions in the set (0, §;+1), fori < n,
and in R4 for i = n. We can further transform f;(x) into a
convex function, by considering F; (y) = f;(y~!/?), which
can be shown to transform F; into a convex function in the
interval (B_L, o0) fori < n and (0, c0) fori = n.

Finally, by using the fact that, for a decreasing convex
function, the Newton method'* monotonically converges to
a solution [54], it can be established that, if y * is the solution
to F;(y) = 0, then the Newton method converges monoton-
ically to y* with any starting point in |:6+’ y*:|. For a more

i1
detailed explanation and an alternative based on the secant
method, we refer the reader to [42].

Appendix B: Brief summary of baseline meth-
ods

The following methods are used as baselines against OFTER.
We provide a short description of each one.

14 We remind the reader that the Newton method searches for a solution
to f(x) = 0, starting from point xo, and then considers the sequence

_ S (xn)
S xn) ’

Xn+1 = Xn

until a solution is obtained.
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Ordinary least squares (OLS)

Ordinary least squares (OLS) is by far the most well-known
regression method, where the target variable y is modeled as
a linear combination of the features

d
yi =Po+ Z,Bjxi,j + €.
j=1

(B4)

The coefficient vector 8 = (Bo, . . ., Ba), s chosen as the one
maximizing ) el.z, and can be found using the closed-form
formula

p=x"x""xTy. (BS)
Since we include lagged features in the feature matrix, this

method is very similar to a Vector Autoregressive Regression
(VAR) model.

Principal component regression

To combat the high correlation present in the features, Princi-
pal Component Regression (PCR) first identifies the principal
components of X, obtaining X , and then a number of com-
ponents p < d is retained. OLS is then used, but on the first
p columns of X instead of X. Similar to OFTER, we use
8 = 0.9 for choosing the number of components.

Least absolute shrinkage and selection operator

An alternative to reducing the dimensionality of X before
OLS, is to include a regularization term in the objective
function Eq. (B4). Least Absolute Shrinkage and Selection
Operator (LASSO) is a widely popular method, where the
modified objective function takes the following form

= XB (v —XB) +1 ) IB;l. (B6)
J

Note that in this case, there is no closed-form solution, and
thus a numerical optimization method is utilized. We choose
A using a cross-validation procedure.

Random forests

A decision tree is a simple method inspired by decision anal-
ysis, where the visualization of the model resembles a tree
consisting of nodes and branches. The initial feature space
constitutes the root node. The observations in the root node
are partitioned into ’successor nodes’, based on a splitting
rule chosen so as to optimize some criterion (usually either
entropy or Gini Impurity). The process is repeated recursively
on each of the successor nodes until some stopping criterion

@ Springer

is met. For each new data point, its features are then used to
determine its corresponding leaf node. Forecasts can then be
obtained by averaging the target value of all observations that
fall within each leaf node. This is a non-parametric method,
but with a very high variance.

A Random Forest is built by fitting multiple decision trees.
Each decision tree is fitted using only a random sample of
observations and a random sample of features. The forecasts
of the decision trees are then combined into a single forecast
(usually by averaging). Random Forests are based on the
idea of bagging aimed at reducing variance and avoiding
overfitting.

For the benchmark task, we use 200 trees, which are built
using the squared error criterion. The proportion of used fea-
tures is set to 0.333, as recommended by [55].

XGBoost

Boosting is a class of ensemble models, where the weak
learners usually take the form of decision trees. At each itera-
tion, anew weak learner is fitted whose training phase focuses
on the previously misclassified data points. The eXtreme Gra-
dient Boosting (XGBoost) is one of the most widely used
variants of boosting. We use the standard sklearn implemen-
tation of XGBoost, with the default parameters.

Support vector machines

SVM is another popular machine learning model that is moti-
vated by learning theory. In particular, a vector 8 and a value
Bo are found that minimize

Lo T
EHﬂll, st [(yi =B xi — Bo)| < e. (B7)

A prediction for a new point x’ is then given by By + 87 x’.
We use the default settings of sklearn, by choosing € = 0.1.

Recurrent neural networks

Recurrent neural networks (RNN) form a class of neural
networks specifically aimed at data sets with temporal struc-
tures. This is generally achieved by introducing additional
skip connections that pass the output of a past layer to the
current one. One issue caused is that gradients have the ten-
dency to vanish or explode.

LSTM is a variant of RNN, specifically designed to avoid
the issue of exploding or vanishing gradients. This is achieved
by introducing a cell state, which contains a summary of the
previous cells and is controlled by a number of different gates.
Denote by x; the feature vector of a data point, ¢; the input of
the cell state, and A, the output of the module. The formula
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s S bt ) T

correlation between the target Value 0.8 095 001 0.1 500 1500 001 0.1 001 0.1

and forecasts for each of the 15

features of the synthetic dataset, ML~ 0470 0450 0467 0467 0441 0477 0464 0464 0465 0461

by varying a subset of five M1.2 0.519 0.511 0.509 0.509 0.503 0.521 0.509 0.514 0.504 0.518

parameters of the algorithm M3 0077 0071 0085 0085 0085 0113 0119 0116 0085 0.117
Ml1.4 0.554 0.558 0.552 0.552 0.555 0.556 0.553 0.556 0.545 0.559
MIL.5 0.094 0.107 0.101 0.101 0.147 0.120 0.102 0.110 0.101 0.113
M2.1 0.599 0.623 0.599 0.599 0.596 0.603 0.675 0.600 0.599 0.60
M2.2 0.535 0.535 0.535 0.535 0.534 0.539 0.897 0.535 0.536 0.536
M2.3 0.864 0.799 0.815 0.815 0.776 0.850 0.759 0.401 0.804 0.817
M2.4 0.962 0.964 0.963 0.963 0.963 0.963 0.962 0.963 0.963 0.963
M2.5 0.679 0.681 0.681 0.681 0.678 0.682 0.681 0.678 0.680 0.679
M3.1 0.758 0.758 0.758 0.758 0.751 0.762 0.758 0.758 0.758 0.757
M3.2 0.852 0.851 0.851 0.851 0.85 0.852 0.851 0.850 0.849 0.850
M3.3 0.669 0.664 0.665 0.665 0.662 0.668 0.665 0.666 0.664 0.667
M3.4 0.902 0.903 0.903 0.903 0.902 0.905 0.903 0.902 0.903 0.902
M3.5 0.826 0.827 0.827 0.827 0.825 0.828 0.827 0.826 0.825 0.825

of the basic LSTM takes the form

fi=o (fot +Ushi—1 + bf) ,

ir =0 (Wix; + Uihi—1 + bi)

or =0 (Wox; + Uphy—1 + by) ,

¢, = tanh (Wex; + Uchi—1 + be) ,

¢ = fi ©ci—1+ i ©¢.hy = ¢ O tanh(c,),

(B8)

where W¢, Uy, by, W;, Uj, bi, Wy, Uy, by, W, U and b,
are trainable parameters.

We consider two more variants of LSTM. Bi-LSTM which
utilizes two parallel and reverse networks of LSTMs so that
information can flow in both directions. We also use Gated
Recurrent Unit (GRU) which has a similar yet simpler archi-
tecture than LSTM.

For each variant, the layout consists of two layers, each
with a unit size of 20, and a fully connected layer. The look-
back period is set equal to 3, to match the data used for
the other methods. For the training, 50 epochs appear to
be enough. For optimization ADAM is used with learning
parameter equal to 0.0001, and the other parameters set as
default in the corresponding Keras package.

Temporal convolutional networks

Temporal Convolutional Networks (TCNs) are a class of con-
volutional neural networks specifically designed and widely
used for time series modeling. They rely on one-dimensional
dilated causal convolutions, which enforce the temporal
structure, and allow the receptive field of the network to grow

rapidly without a corresponding increase in the number of
parameters.

The TCN architecture we employ consists of three causal
convolutional layers with 32 filters and dilation rates of 1, 2,
and 4, respectively, each using a kernel size of 2 and ReLU
activation. The convolutional layers are followed by a global
average pooling layer and a fully connected output layer. The
model is trained for 100 epochs using the ADAM optimizer
with a learning rate of 0.0001. The lookback period is set
equal to 3.

Appendix C: Robustness analysis

In this short section, we demonstrate how changing five of
the main parameters used in OFTER-DR-FT affects its per-
formance on the synthetic data set. We fix five of the main
parameters given in OFTER as follows: § = 0.9, L = 800,
¢min = 0.05, coriginal = 0.05, and papr = 0.05. By keep-
ing the other four parameters fixed, we vary each of these
parameters in turn and note the variation in its performance.
In Table 5, we show the correlation between the target and
the forecasts when changing each of the noted parameters to
the given value.

In general, the performance of the algorithm does not sig-
nificantly depend on the choice of parameters, as forecasting
each feature has consistent performance. However, there are
exceptions; for example, cnin appears to have a significant
effect on the performance of the algorithm for M2.3 and
M2.4.
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Table 6 Sensitivity of results to

ARIMA order selection Fixed Order
Task Metric (0,0,0) (1,0,0) (0,0,1) (2,0,0) (1,0,1) BIC-Selected
Ml.1 MSE 0.912 0.915 0914 0.927 0.924 0.928
M2.1 MSE 1.092 0.991 1.000 0.997 0.997 1.000
M3.1 MSE 1.043 1.045 1.066 1.072 1.060 1.060
SPX ETF Ret SR 0.431 —0.389 0.375 0.033 0.371 0.371
SPX ETF Vol MSE 0.0217 0.0201 0.0192 0.0195 0.0189 0.0189

Appendix D: Effect of ARIMA order

In Step 1 of the OFTER pipeline, the ARIMA order is
selected via BIC. To assess sensitivity to this choice, we
fix the ARIMA order exogenously and re-run the forecast-
ing experiments for a representative subset of tasks. The
results are reported in Table 6. The findings are broadly sta-
ble across specifications. For the synthetic tasks (M1.1, M2.1,
M3.1), MSE varies only marginally across orders, with dif-
ferences typically in the second or third decimal place. For
the ETF return task, the Sharpe ratio fluctuates somewhat

Fig.7 This heatmap is a

visualization of the comparison OFTER-DR-FT - 1.00 1.00 ' 0.80 0.98
between the different forecasting
models for the air pollution data

OFTER-FT - 1.00 1.00

set. The proportion of the
number of cases where a method
(label of the vertical axis)
outperforms another method
(label of the horizontal axis) in
terms of RMSE given in the
corresponding cell

OFTER-DR - 1.00 0.92

OFTER - 1.00

0.95

e\ 0.25

GRU -NOE13)

Bi-LSTM -Jum N}

LSTM -Nuwi]

SUEN0.70

XGBoost - 0.81

RF - 0.89

LASSO - 1.00

more, which is expected given the noisier nature of return
forecasting—notably, ARIMA(0,0,0) performs comparably
to the BIC-selected order. For the volume forecasting task,
results are again stable. Overall, the choice of ARIMA order
has limited impact on the conclusions.

Appendix E: Non-financial application

As a non-financial application we also consider the Bei-
jing air quality data set from the UCI Machine Learning

-1.0

0.95 1.00 1.00 1.00 0.95 0.95

-0.8

PCR - 0.98
[V 0.50 0.00 0.00 0.00 0.00
G % 4 %ty S o & So, %5, O O O O
Py e s, e Ty T
B Qo Y
‘K}
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Repository. Data are collected by the Beijing Municipal
Environmental Monitoring Center, and considers various
air quality measurements from 12 monitoring points. We
aim at forecasting each of the six types of pollution
(PM2.5,PM10,03,C0,S02,N02) concentrations (in ug/m3),
for each of the stations. Other features in the data set, used
as predictors, include Temperature, Dewpoint Temperature,
Precipitation, Pressure as well as Wind speed and Direction.

We use L = 800 and set ¢min = Coriginal = 0.01, Lp =
500 In Fig.7, we show a grid of the proportions of cases
where one method outperforms another based on the RMSE
metric. As it can be seen, all four OFTER configurations
are outperforming all of the other ten benchmarks. In this
particular case, OFTER-DR-FT outperforms the other three
versions of OFTER.

Appendix F: Theoretical results for one-sided
maximal correlation

Let (x;, yi)fvzl be i.i.d. copies of a pair (x,y) with x,y €
[0, 1] almost surely. Let ¢1, ..., ¢g : [0, 1] = R be a fixed
finite collection of measurable feature functions, and define
the feature matrix ® € RV*K by ®; ;= ¢j(x;). Writey =
Oty 7= 23N vioandey = (1,..., D)7 €
RN The objects of interest are

o' P
A= z=0ly, Z=0(y-Jey,
(F9)
and the coefficient vector
Az (F10)
CN = ————.
VZT A~z

Their population counterparts are the K x K Gram matrix
G and vectors g, ., € RX with entries

Gjk = Elg;j(x)¢(x)],
uzj = Elg;(x)yl.

gj = Cov(g;(x),y),

Assumption 1 (i.i.d. bounded observations) (xi, y1), ...,
(xn, yn) are i.i.d. with x;, y; € [0, 1] almost surely.

Assumption 2 (Bounded feature functions) There exists
C < oo such that |¢;(v)] < C for all v € [0, 1] and all
j=1,...,K.

Assumption 3 (Invertibility) The population Gram matrix
G is invertible.

Assumptions 1 and 2 together ensure all products ¢ ; (x; )¢
(x;)and ¢ (x;)y; are bounded and square-integrable. Assump-
tion 3 holds whenever ¢1, ..., ¢k are linearly independent

in their function space, i.e. no nontrivial linear combination
vanishes almost everywhere under the distribution of x.

Lemma 1 (Convergence of the empirical Gram matrix)

Under Assumptions 1-2, A L, G in the Frobenius norm
as N — oo.

Proof The (j, k) entry of A is ﬁ ZlNzl ¢ (xi)P(xi), a
sample mean of i.i.d. bounded random variables with popu-
lation mean G ji. Entry-wise convergence in probability to
G ji follows from the Weak Law of Large Numbers (WLLN)
and the N/(N — 1) — 1 correction via Slutsky’s theorem.
Since K is fixed, this implies Frobenius convergence. O

Lemma 2 (Convergence of the centered cross-moment vec-

tor) Under Assumptions 1-2, /(N — 1) LN gas N — oo.

Proof The j-thentry of Z/(N — 1) decomposes as
1 al 1 N
o1 §¢,~<xi)(y,~ -9 =5 ;j@(xi)(y,- — ity)
1 N
—G-m) v ;m«n,

where ©, = E[y]. The first term converges in probability
to g; by the WLLN, the summands being i.i.d. and bounded
by 2C. The second term vanishes in probability since y —
My A by the WLLN and ﬁ > ¢ (x;) is bounded in
probability. Slutsky’s theorem gives the result entry-wise,
and vector convergence follows since K is fixed. O

Lemma 3 (Convergence of the uncentred cross-moment vec-
tor) Under Assumptions 1-2,z/(N — 1) LA i, as N — oo.

Proof The proof is identical to that of Lemma 2 without the
vanishing centering term. O

Theorem 4 (Consistency of cy) Under Assumptions 1-3,
with N > K andgTG_l;LZ > 0,

G_lg
Vg'é 1,

Proof Settingz = z/(N — 1) anda = z/(N — 1), we have
cy = A7'2/v/ZT A-la. Lemmas 1-3 give joint convergence
(A,z,0) LN (G, g, i,). The continuous mapping theorem
applied to M +— M~ (M,v) — Mv, and (M, v,u)
VVTMu then yields A~! 2 61, A-17 & G-lg, and
ViTA=Ta 2 /g7 G—Tp,, respectively. Since the denomi-
nator converges to the strictly positive constant /g G~ .,
Slutsky’s theorem concludes the proof. O

p
CN —>

c* = as N — oo.
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Theorem5 (O, (N—1/2) convergence rate) Under Assump-
tions 1-3, with K fixed, N > K, and gTG_I[LZ > 0, there
exists a constant M < oo, depending onlyon C, K, |G~ ||,
and gTG_I;LZ, such that

ey —c*l=0,(N"1?)
p

Proof Writez =2%z/(N —1),u=2z/(N —1),and f(A, z, i)
for the ¢y map, so that OSMC* = f(G, g, p,) is the prob-
ability limit established in Theorem 4.

Since all summands are i.i.d. and bounded, Hoeffding’s
inequality gives exponential tail bounds for each entry of A,
7, and @. A union bound over all K2 + 2K entries gives

IA=Gllr = 0,(N""2), [E—gl = 0,(N"'"),
i —pll = 0p,(N"'/2), (F11)

with constants depending on C and K.

Let Amin(G) > 0 denote the smallest eigenvalue of G,
which is positive by Assumption 3. Ontheevent Ey = {||A—
G|lF < Amin(G)/2}, which has probability tending to one by
(F11), A is itself invertible and the identity A~™! — G~! =
A~N(G — A)G™! gives

AT =G Nr < IA7FIG = AllF IGT I F.

\

On &y, all eigenvalues of A are at least Anin(G)/2
0, so |[A7YF < 2/Amin(G), and similarly |G|
VK /Amin(G). Substituting,

IA

A" =G F < 1A=Glr = 0,(N"'/3),

Amin(G
where the last equality uses (F11) and the constants are
absorbed into M.

Since f is continuously differentiable in a neighborhood
of (G, g, n,), a first-order Taylor expansion gives

A-G
FALD -G gm) =V, |Z-e
Z
A-G
+ 0y Z—¢g H .
u—pu,

The gradient V f evaluated at the population point has
finite norm, depending on Amin(G)~! (through G~') and
(gTG_l;LZ)_l/ 2 (through the denominator of f), both of
which are finite by Assumption 3 and the positivity condition.
Combined with (F11), the linear term is O, (N ~'/2) and the
remainder is op(N_l/z), giving |cy — ¢*| = OI,(N_I/Q). O

Remark 6 (Bernstein polynomial features) A natural choice
satisfying all three assumptions is the Bernstein basis on

@ Springer

[0, 1], with K basis functions. Since each basis function maps
[0, 1] into [0, 1], Assumption 2 holds with C = 1. Assump-
tion 3 holds whenever the distribution of x has support of
positive length in [0, 1], since the Bernstein basis spans the
same space as the polynomials of matching degree, and no
non-zero polynomial can vanish almost everywhere under
that condition. The results hold for any compact interval
[a, b] by a rescaling of x, with C remaining bounded.
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