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ABSTRACT This paper presents macroeconomic forecasting by using a time-varying Bayesian compressed
vector autoregression approach. We apply a random compression by using projection matrix to randomly
select predictive variables in vector autoregression (VAR), and then perform true out-of-sample forecast
where the forecast values are averaged across all estimated models, containing different in both explanatory
variables and number of those variables by using Bayesian model averaging (BMA). In addition to this,
we allow the parameters in Bayesian compressed VAR to be time-varying by implementing dynamic
model averaging (DMA) algorithm that is applicable with VAR using forgetting factor to control the
degree of time-varying in the estimating parameters. We validate the performance of the proposed method
via real macroeconomic data including up to 53 variables. The empirical results demonstrate that the
predictive performance of time-varying Bayesian compressed VAR can beat traditional VAR types which
are considered to have a potentiality to deal with large size variables.

INDEX TERMS Bayesian econometrics, macroeconomics, Bayesian model averaging, mathematical
models, time-varying parameters, dynamic model averaging, compression, Kalman filter.

I. INTRODUCTION
Big data has become increasingly important in econometric
field. Econometricians, from macroeconomic point of view,
are typically interested in working on how to implement
an efficient forecasting method for large dimensional data
as much as possible. Successful traditional large dimension
econometric analysis method implemented previously is typ-
ically done via principal component analysis to handle the
large dimensional matrix in order to reduce data into a smaller
size. From Bayesian econometric perspective, some might
use the prior shrinkage to reduce computational time con-
sumption and size of memories used in computer. Unfortu-
nately, looking for all possible models in forecasting has not
yet been considered seriously.

For a few decades, econometricians around the globe
have intensively developed large number of better tools for
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forecasting macroeconomic data by using advanced compu-
tational approaches with high performance computer. In the
existing works, most traditional macroeconomic forecasting
approaches rely on regression and its variants. Recently,
computational and Bayesian methods have been receiving a
great attractive for tremendous number of problems includ-
ing macroeconomics, forex, and stock exchange [1]–[10].
Various types of Vector Autoregressions (VARs) have been
extremely considered as the crucial tools in macroeconomics
since the seminal work of [11]. Given a large dimen-
sion of data in forecasting procedure especially in VARs,
computational cumbersome is unavoidable. Specifically,
Bayesian inferences which include Markov Chain Monte
Carlo (MCMC) method such as Gibbs-Sampling is impos-
sible where the number of predictors exceed over a few
hundreds. In addition to that, conventional particle filtering
framework has also been used for financial analysis and
forecasting. Even particle filter (PF) is recognized to be one
of the most efficient Bayesian algorithms as it has been
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utilized in tremendous number of science and engineering
applications; but the issue of degeneracy often exists in
sequential importance sampling particle filter (SIS-PF) [12].
Many attempts have been put to resolve this problem and
satisfactory improvements were achieved [4], [13]–[15], but
computational burden is still unavoidable. For the problem
of macroeconomic forecasting, we have large number of
variables to predict, the mentioned conventional PF approach
may not be appropriate. A more efficient particle filtering
with less computational burden may be more suitable, but it
still needs extensive investigation.

In literature, number of research works based on Bayesian
approach have been reported [16]–[19]. The curse of dimen-
sionality typically arises when the number of observations
is less than the number of predictors in the VARs equation.
This problem often occurs and, unfortunately, it is inevitable.
Hence, a rich variety of alternatives have also been proposed,
such as [20] by using LASSO, [21] by using elastic net in
neural network. In addition, shrinking the prior of param-
eters to avoid such over-parametrization was also consid-
ered as an another way to address the problem. This can be
seen in a least absolute shrinkage and selection operator as
Bayesian LASSO, see [22], or horseshoe [23], [24]. However,
the weakness of these estimations is that the methods just
focus on point forecasting rather than obtaining full predictive
density.

Alternatively, research work with other methods such as
random projection, or compressing the data into a smaller
matrix size instead of shrinking the priors on parameters
has been proposed; see [25]. Recently, [26] developed the
compressing idea into Bayesian regression, where the num-
ber of predictors in the equation are randomly compressed
by introducing a special matrix for computation. In addi-
tion, Bayesian model averaging (BMA) method was applied
to weight computation for each random compressed VAR,
this reduces the sensitivity of random projection matrix.
Moreover, [26] have proved and obtained the posterior pre-
dictive distribution analytically without computational bur-
den. Bayesian compressed regression is inspired by the data
squashing, its utilizations can be found broadly in literature
ranging from signal and image processing, machine vision,
etc., see [27], [28] for examples. The objective of data squash-
ing is to reduce a large dimensional matrix space into a
smaller subspace with the attempt to yield the similar results
to the analysis of from full data set. In [29], the author
suggested to construct pseudo data with similar properties
to the original data. More useful results can be seen in [30],
this work suggested to transfer the estimated likelihood-based
clustering of a largest data set into the smaller number of data
points along with appropriate weights.

In [31], this work developed the idea of [26] to implement
projection matrix in a Bayesian way in order to compress
the size of predictors in Vector Autoregression. There are
plenty of econometric models that have been used to forecast
economic data especially working with Thailand’s data. For
example, [32] used crude oil price to investigate the dynamic

movement of key macroeconomic in Thailand. Found in [33],
this study applied advanced time series models such as
ARIMA and ARIMAX to forecast Thailand exports to major
trade partners (China, European Union and United State
America), while [34] applied spatial aggregation to model
tourism arrival to Thailand from East Asia. Work in [35]
showed the implementation of a belief function with pre-
dictive likelihood to forecast marketing variables. Reported
in [36], they found the connection between key macroeco-
nomic variables (GNP, inflation, money supply, interest rate
and exchange rate) and ASEAN stock markets. Moreover,
work in [37] studied about the contagion in the stock market
during the Asian financial crisis in 1997 (Thailand, Malaysia,
Indonesia, Korea and Philippines) and showed that there
are strong statistical evidences of having contagion between
those countries. The study found in [38] applied Vector
Autoregression and estimated forecast error decomposition
to study the extent of contagion and interdependency across
the East Asian equity markets from 1990s afterward.

The contribution of this work is that we present a way
to select important variables via BMA and dynamic model
averaging (DMA). With the selected predictive variables in
compressed VAR, the huge number of models were nar-
rowed down, and only very statistically efficient predictive
models are obtained. To the best of our knowledge, there is
no report in using time-varying Bayesian compressed VAR
in the problem of macroeconomic forecasting. Part of this
work, we applied and implemented the model to predict key
macroeconomic variables of Thailand and illustrated that by
using Bayesian compressed VAR, we are able to improve
the predictive performance relative to the traditional VAR
such as Factor Augmented VAR, Dynamic Factor Model,
Bayesian VAR with Minnesota prior, and Bayesian AR(1).
The prototype model used in this work was proved to be
efficient one for this kind of problem, and it can be found
in [31].

This paper is organized as follows. Section II presents
a foundation of Bayesian compressed VAR and how it is
adapted to be time-varying over the period of study using the
idea of [17]. Then, section III provides competitive models to
BCVAR. In section IV, we present forecasting performance
from the proposed method. Future research directions are
discussed in section V. Finally, section VI delivers the con-
clusion. All details on the data used in this work will be found
in section VII.

II. BAYESIAN COMPRESSED VECTOR AUTOREGRESSION
In this section, a detailed description of macroeconomic fore-
casting using a time-varying Bayesian compressed vector
autoregression is presented. A block diagram of the forecast-
ing system is illustrated in Fig. 1. The forecasting process
is explained as follows. We start with collected macroeco-
nomic data (data collection is given in details in section IV)
and then the data needs to be transformed (see table 16)
in which to allow it suitable for the proposed framework.
After data transformation, a random compression by using
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FIGURE 1. Block diagram of a Time-Varying Bayesian Compressed Vector AutoRegression (TVP-BCVAR) for macroeconomic forecasting.

projection matrix is performed, followed by selecting the best
models via model averaging schemes. Further, model evalu-
ation is employed according to the mean squared forgetting
error (MSFE). Finally, macroeconomic forecasting results are
obtained from the selected models.

A. CONSTANT COEFFICIENT OF BAYESIAN
COMPRESSED VAR
The concept of the compression is quite similar to that
of the principal component analysis (PCA). In principle,
PCA scheme projects each data point onto only the first few
principal components which belongs to a lower-dimensional
data but data variation must be preserved as much as possible.
In other words, it takes large dimensional matrix as input
and produces important factors as a set of outputs where
we treat these outputs as the representatives of major data
variation from the original input matrix, and then use them
to forecast the interested variables [39]–[47]. The first few
factors contribute the most variance and the rest follows after.
Likewise, compression method involves the inclusion of a
projection matrix, 8, to reduce the dimension of predictors
in vector autoregressions. To be precise, suppose we have a
general VAR equation given by:

yt = Xtβ + εt , (1)

the quantity yt is m × T matrix consisting of m dependent
variables with T observations, Xt is k × T matrix containing
all predictors. Typically lags of yt , i.e., yt−p with p lags, and
εt ∼ N (0, �) is the residual, and K = (1+ m× p)× m.
For a general VAR model, if a large dimension of VAR is

being considered, for example, m = 1000 and p = 1. In this
case, the uncompressed VARwill have 1,000,000 coefficients
to be estimated. Therefore, the computational burden is obvi-
ously inevitable, especially when using MCMC method such
as Gibbs-sampling from Bayesian fashion. This is the main
reason why shrinkage algorithm is required to remedy this
problem.

Themain idea of compression is as follow: to shrink a large
VAR to be computable using conditional posterior method
such as Gibbs-Sampling, we need to reduce the size of pre-
dictors. Without loss of generality, suppose now we have
VAR equation as follow:

Yt = BYt−p + εt , (2)

here Yt is m × T variables with T observations, and Yt−p is
K×T whereK was defined earlier in the case of constant term
included, and B is m× k matrix containing VAR parameters.
We shrink predictor matrix by using projection matrix 8.
Instead of using full dimension k ×T of yt−p, we multiply8
with predictor matrix before the estimation procedure. The
compressed VAR becomes:

Yt = Bc(8Yt−p)+ εt (3)

where8 is n×K , B is m× n and n� m, and8 is subject to
the be normalized, i.e., 8′8 = I . Thus it is precise that now
B becomes more likely to be estimable viaMCMC algorithm.
A random projection matrix 8 is treated to be random

as suggested by [26]. In [26], it was shown by using ran-
dom compressing to the data where the parameter in 8 was
randomly generated. The necessary properties of a single
posterior density are found by application of BMA algorithm
deployed in the computation, the detail of those properties
can be seen in [48]–[50] Those predictive densities will be
used in forecasting procedures. The following distributions
are applied for generating the quantity 8ij:

Pr(8ij =
1
ϕ
) = ϕ2 (4)

Pr(8ij = 0) = 2(1− ϕ)ϕ (5)

Pr(8ij = −
1
ϕ
) = (1− ϕ)2 (6)

where ϕ and n are unknown parameters. To address the prob-
lem of no prior information about those parameters, we apply
BMA to average across the different random of projection
matrices 8ij, i.e., 8

(r)
ij where r = 1, 2, . . . ,R with the total

of R random draws of 8ij. Work in [26], however, suggested
to generate ϕ from a uniform distribution:

ϕ ∼ U [a, b], (7)

where a and b are slightly above zero and lower than one,
respectively. Finally, drawing m can be performed according
to the distribution as:

m ∼ U [2log(k),min(T , k)]. (8)

This means that we simulate8(r) in advance before applying
MCMC method, allowing huge advantage in computational
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point of view and thus natural conjugate prior can be used to
estimate with Gibbs-Sampling.

In [31], it was showed that there is additional issue with
natural conjugate in Bayesian Compressed VAR (BCVAR)
where the restriction is in the error-covariancematrix,�. This
problem can be resolved with the re-parameterized version of
the BCVAR by using triangular decomposition to� in which
to allow it compressible. This approach has been widely used
in Bayesian econometrics [51]–[53].

Now, we construct

A�A′ = 66 (9)

where 6 is diagonal element in error-covariance �,
i.e., σi(i = 1, 2, . . . ,m), and A is a lower identity matrix.
Found in [31], it suggested to rewrite A = Im + Ã, where
Ã is a lower triangular matrix with zeros on its diagonal.
Therefore, Eq. (3) becomes:

Yt = BYt−p + A−16Et (10)

where Et ∼ N (0, Im) is normally distributed and follows
homoskedasticity assumption. With further re-arranging,
we obtain:

Yt = 0Yt−p + Ã(−Yt−p)+6Et (11)

= 2Zt +6Et (12)

where Zt = [Y ′t−p,Y
′

t−p−1, . . . ,Y
′

t−1,−Y
′
t ]
′,2 = [0, Ã], and

0 = AB. It should be noted that due to the structure of lower
triangular character along with the diagonality of 6, this
implies that equation-by-equation estimation using Bayesian
inferences can be done as suggested by [31].

Given that in the triangular specification of BCVAR where
each equation has different predictors, the compression algo-
rithm can be applied using the following setting:

Yi,t = 2c
i (8iZ it )+ σiEi,t (13)

here i denotes the th-BCVAR equation, i.e., i = 1, 2, . . . ,m.
According to a specification mentioned above, we can apply
standard Bayesian inference for aVAR equation at any instan-
taneous time. A standard Bayesian method for the prior
distribution named ‘‘seemingly unrelated regression model’’
(SUR-Model) is applied here for drawing 2c

i |σ
2
i and

σ−2i [54]: in particular,

2c
i |σ

2
i ∼ N (2c

i , σ
2
i V i) (14)

σ−2i ∼ G(s−2i , vi), (15)

where G(s−2i , vi) represents Gamma distribution with its
mean and degrees of freedom as s−2i and vi, respectively.
In this work, we set non-informative priors for both 2c

i and
σ−2i where 2c

i = 0,V i = 0.5 × I , and vi = 0. Finally
the predictive density of one-step-ahead forecast can be done
using Bayesian inference for normal linear regression model,
see [55] for more detail. However, for h-step-ahead predic-
tion, [31] mentioned about doing so by converting BCVAR

from Eq. (13) to Eq. (12) and now the interested parameters
can be obtained as follow:

2 = [(2c
18

(r)
1 , 0n)

′, (2c
28

(r)
2 , 0n−1)

′, . . .

, (2c
n−18

(r)
n−1, 02)

′, (2c
n8

(r)
n , 0)

′]′ (16)

where 8(r)
i stands for r number of random projection matrix

of i-th equation in BCVAR. Once this transformations are
performed, typical Bayesian VAR inference can now be
employed to derive the required h−step ahead predictive
densities.

We have discussed the estimating procedures and all spec-
ifications, now we need to specify random projection matrix.
Like mentioning earlier that this is to reduce the computa-
tional burden, we estimate one equation at a timewith the pro-
jection matrix that was simulated in advance, i.e., 8(r)

ij from
the distribution described by Eq. (4), where r here denotes
the number of iterations in drawing projection matrix. In this
sense, it implies that each random projection means differ-
ent explanatory variables in each VAR equation, i.e., pre-
dictive density of h-step-ahead forecast is conditional on
M1,M2, . . . ,MR. Then for each forecast horizon h, the final
BMA is actually a mixture of the form given by:

P(Yt+h|Dt ) =
R∑
r=1

exp(−0.59r )∑R
r=1 exp(−0.59r )

P(Yt+h|Mr ,Dt ),

(17)

the quantity Dt is information available up to time t , the frac-
tion on the right hand side of the above equation is a weight
attached in BMA procedure, and9r = BICr−BICmin, where
BICr is the value of Bayesian Information Criterion (BIC)
of model r , and BICmin is minimum value of BIC among
R models, calculated from ki × ln(T ) + T × ln( SSET ). Here,
ki is the number of predictors in each i-th equation governed
by Eq. (3). Lastly T represents the number of observations,
and SSE is sum of square error of Eq. (3).

The two quantities: variables (elements) in the random
projection matrix, ϕ, and the number of predictors after the
compression, m, these quantities are referred to Eqs. (7)
and (8), respectively. Specifically, ϕ andm are generated from
the uniform distributions, namely

ϕ ∼ U [0.1, 0.9], (18)

and

m ∼ U [1, 5ln(ki)]. (19)

B. TIME-VARYING BAYESIAN COMPRESSED VAR
Eq. (13) serves as a foundation of the Bayesian compress
VAR, it can be extended from constant coefficient model to
be time-varying model. By using Kalman filtering approach
to obtain time-varying BCVAR, this algorithm is called DMA
originally developed by [56], and it was adapted to be appli-
cable for VAR via state-space model. The following recursive
system forms Kalman filtering algorithm [17]:

Yi,t = 2c
i,t (8iZ it )+ σiEi,t (20)
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2i,t = 2i,t−1 + ηt (21)

σ 2
i,t = κi,tσ

2
i,t−1 + (1− κi,t )Ê2

i,t (22)

λi,t = λ+ (1− λ)× exp(−0.5×
Ê2
i,t−1

σ̂ 2
i,t−1

) (23)

κi,t = κ + (1− κ)× exp(−0.5× kurt(Êi,t−12:t−1))

(24)

where

ηt =

√
(1− λi,t )var(2c

i,t−1|t−1)

λi,t
ui,t . (25)

The quantity 2c
i,t is allowed to evolve by following random

walk using a forgetting factor approximation to its error
covariance matrix. Two controlling parameters, λi,t and κi,t
are the forgetting factor and decaying factor, respectively.
Next, ui,t ∼ N (0, 1), and var(θci,t−1|t−1) is the variance of
θci,t−1 given the information until time t−1 and it is produced
via Kalman filtering. In addition, σ 2

i,t is also evolving via
Exponentially Weighted Moving Averaging (EWMA) filter.

As mentioned previously that the key parameters which
control the degree of time variation are λi,t and κi,t ,
these parameters are usually set between 0.9 through 1.0.
To explain this setting, if these parameters are set to 1,
it implies that there is no degree of time variation and thus
they will be considered to be constant coefficient BCVAR,
the reader is referred to consult [56] for more detail. It is
worth to note that σ̂ 2

i,t−1 is the variance estimated at time
t−1. Based on our monthly macroeconomic data used in this
work, we performed estimation over 12 months or 1 year of
observation, kurt(Êi,t−12:t−1) is therefore the excess kurtosis
of the VAR prediction error estimated over a month ago. The
two quantities λ and κ are set as the minimum values of
optimal forgetting and decay factors. In this work, λ and κ
are set as 0.98 and 0.94, respectively [31]. In addition to all
mentioned above, the forgetting factor is allowed to evolve
via Eqs. (23) and (24). For a sake of brevity, we will not
provide full the Kalman filter (KF) formulae and derivation to
obtain time-varying parameters in BCVAR (TVP-BCVAR),
interested readers are referred directly to [17] for further
detail treatment of the KF setting and derivation.

III. COMPETITIVE MODELS TO BCVAR AND TVP-BCVAR
A. BAYESIAN FACTOR-AUGMENTED VAR
A Bayesian Factor-Augmented VAR (BFAVAR) model by
using Bayesian inference to obtain the parameters is
applied [57]. The baseline BFAVAR model can be written as
follow:[
Ft
Yt

]
= B0 + B1

[
Ft−1
Yt−1

]
+ . . .+ Bp

[
Ft−p
Yt−p

]
+ ε∗t (26)

where Ft is extracted using again principal components from
all selected variables depending on the size of VAR model.
For instance, let the Small-VARmodel contains 10 variables
including 5 variables we want to predict. In this sense the rest
5 variables will be used to extract the Factor. ForLarge-VAR

in this work, on the other hand, contains up to 53 variables
whichmeans that 48 of themwill be used to extract the Factor.
In this sense, the factor is actually a representative of variation
of selected variables and it is thus contributing in predicting
exercise. The maximum value of the factor is 1. It must be
noted here that Yt contains the all selected variables that we
want to forecast. Finally, ε∗t ∼ N (0, 6∗) where E(ε∗t ε

∗
′

s ) = 0
for all observations when t 6= s.

B. BAYESIAN DYNAMIC FACTOR MODEL
The dynamic factor model (DFM) is written as follow:

Yt = β0 + β1Ft + εt (27)

Ft = φ1Ft−1 + . . .+ φpFt−p + ε
f
t (28)

where Ft is q× 1 vector of factor extracted from all selected
n variables (with q� n). The residual follows normal distri-
bution with zero mean and has homoskedastic characteristic,
i.e., εt ∼ N (0, 6y). The variance 6y is a diagonal matrix.
In addition, β0 and β1 are n× 1 and n× qmatrices. Dynamic
factor model has a time-varying factor which means that we
allow them to follow a random walk process with p lags and
ε
f
t ∼ N (0, 6f ). The residuals in the Eqs. (27) and (28) are
mutually independent to all t and s, where t 6= s. Finally,
we apply a non-informative prior to finish the Bayesian infer-
ences. Please be also noted that the DFM model uses iterated
forecast when performing forecasting, i.e., h > 1.

IV. FORECASTING RESULTS
This section delivers the empirical works in order to illustrate
how the method performs on forecasting macroeconomic
data. To this, we validated the performance of the proposed
method via Thailand macroeconomic data. The data we used
in this work contains up to 53 variables, the whole data
was transformed to be approximately stationary as suggested
in [17], please see Table 16 for more detail on the transforma-
tion code. We selected the core macroeconomic variable as
dependent variables in VAR model including: Interest Rate,
money supply (M1), consumer price index (CPI), unemploy-
ment rate and foreign direct investment (FDI). To interpret the
difference between the forecasted and the data values, most
common metric called root mean squared error (RMSE) is
usually considered [58]–[60]. However, for the DMA frame-
work, the forecasting values were obtained from multiple
models, and the most efficient model was obtained according
the algorithm described previously.

In this work, we presented the Mean Square Forecasting
Error (MSFE) from three sizes of VARs. Firstly, small size
VARwhich contains 10 variables (Variable number 1-10 from
Table 16). Medium-size VAR has 25 variables (Variable num-
ber 1-25 from Table 16) and Large-size VAR contains all
53 variables. After the transformation, the data is in monthly
format ranges between 31-MAY-2012 through 31-JAN-2018.
We treated half of all 69 observations as a set of training
samples and the rest 50 % will be used in forecasting evalu-
ation. MSFEs of Small-VAR, Medium-VAR and Large-VAR
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TABLE 1. Mean square forecasting error Small-VAR, h = 1, 2, 3, 6, 8, 12.

TABLE 2. Mean square forecasting error Medium-VAR, h = 1, 2, 3, 6, 8, 12.

TABLE 3. Mean square forecasting error Large-VAR, h = 1, 2, 3, 6, 8, 12.

are illustrated in Tables 1, 2 and 3, respectively. In addition,
we present the Mean square forecasting error relative to the
baseline model which is Bayesian-AR(4) model for h = 1 to
h = 12 in Tables 4-15. The MSFE is given by

MSFEi,j,h =

∑t−h
λ=t e

2
i,j,λ+h∑t−h

λ=t e
2
bcmk,j,λ+h

, (29)

where e2i,j,λ+h and e2bcmk,jλ+h are the squared forecasting
errors of variable j at time λ and forecasting horizon h with
BCVAR, TVP-BCVAR, BVAR-MINN, BFAVAR, BDFM,
BVAR-OLS, B-AR models, and the Benchmark model,
i.e., the Bayesian-AR(1) model, respectively. Quantities t and
t represent the start and end of the out of sample forecasting
periods.

Tables 1-3 demonstrate the mean square forecasting error
for small-VAR, Medium VAR, and Large-VAR, respectively.
According to the tables, it is observed that the best model to

predict Thailand interest rate is TVP-BCVARmodel for every
horizontal predicting exercise. Although the MSFE results
are quite close to each other, the MSFE relative to bench-
mark (B-AR with one to four lag predictors) are extremely
different. This implies that by allowing the BCVAR model to
contain time-varying parameters via the forgetting factors and
exponential weighted moving average (EWMA), the predic-
tive performance is hugely improved relative to benchmark
model, please see Tables 4-15 for more detail.

For money supply prediction (M1), we found that in
Small-VAR results, the first two horizons TVP-BCVAR per-
form verywell. The longer horizon, however, BFAVAR seems
to be really suitable. For the BFAVAR model, we extract
one variable by using principal component from ten vari-
ables. In this sense, this implies that the one factor which
is the representative of the variation from ten variables are
informative in forecasting M1. These results are similar
to the Medium-VAR. The large-VAR, on the other hand,
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TABLE 4. Mean square forecasting error relative to Bayesian-AR(4), h = 1.

TABLE 5. Mean square forecasting error relative to Bayesian-AR(4), h = 2.

TABLE 6. Mean square forecasting error relative to Bayesian-AR(4), h = 3.

TABLE 7. Mean square forecasting error relative to Bayesian-AR(4), h = 4.

TABLE 8. Mean square forecasting error relative to Bayesian-AR(4), h = 5.

TABLE 9. Mean square forecasting error relative to Bayesian-AR(4), h = 6.

TABLE 10. Mean square forecasting error relative to Bayesian-AR(4),
h = 7.

BVAR-Minnesota prior provides the best performance after
h = 3 to h = 12 as presented in the tables.

For Thailand inflation forecasting exercise, the best pre-
dictors seem to be its own lag where B-AR model performs
quite well in Large-sized VAR especially for h = 1, 2, 3, 4.
The longer horizon, however, Bayesian VAR using
OLS method prediction delivers quite close values to the
actual ones.

BVAR with Minnesota prior is surprisingly performing
well on forecasting Thailand unemployment rate for every
size of VAR and every horizontal predicting. Minnesota prior
is of a popular one among Bayesian researchers where the
prior is shrunk to follow its own first lag only, and the prior

TABLE 11. Mean square forecasting error relative to Bayesian-AR(4),
h = 8.

TABLE 12. Mean square forecasting error relative to Bayesian-AR(4),
h = 9.

TABLE 13. Mean square forecasting error relative to Bayesian-AR(4),
h = 10.

TABLE 14. Mean square forecasting error relative to Bayesian-AR(4),
h = 11.

TABLE 15. Mean square forecasting error relative to Bayesian-AR(4),
h = 12.

for covariance matrix is also theoretically shrunk to contain a
smaller size.

Finally, what we can conclude about forecasting Thailand
foreign direct investment (FDI) are as follows. For Small-
VAR, the best model is BCVAR without the time-varying
parameters for first three horizons h = 1, 2, 3. For h =
6, 8 the best model goes for BVAR-MINN, and h = 12 is
BDFM. Despite to that empirical results, the difference of
predictive performances is not large relative to other alter-
native models. For Medium-VAR, TVP-BCVAR is slightly
better than fixed coefficient BCVAR model for h = 1, 2, 3.
For the longer horizon where h = 6, 8, 12 the MSFE
is found to be similar to that of Small-VAR. For Large-
VAR’s predictive performance, the BVAR-MINN offers bet-
ter predictive performance than the others for most cases.
For h = 6, 8, BVAR-MINN delivers the lowest MSFEs for
3 variables.

In comparison to benchmark model (B-AR), with the
time-varying characteristic in TVP-BCVARmodel, we found
a huge advantage in forecasting interest rate. In addi-
tion to this the longer horizontal forecasting the more
accuracy interest rate prediction, these evidence can be
seen in the table for more insight detail. There is also
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TABLE 16. Data Appendix.

statistical evidence that the predictive performance gain is
quite large relative to BCVAR. Overall speaking, we found
that the BCVAR, TVP-BCVAR and other alternative models
perform better as compared to typical algorithm of B-AR(4)
model, the detail of comparative predictive performance are
shown in Tables 4-15.

V. FUTURE RESEARCH DIRECTIONS
According to our proposed method, some interesting top-
ics for this problem can be further explored. One possible
extension of the proposed approach is to utilize a more
sophisticated sequential Bayesian filtering, a particle filter,

to specific. Particle filter (PF) relaxes the assumption of
linearity of the system as well as the Gaussian prior of the
perturbation and measurement noises [61]–[64]. Therefore,
by using PF, the probability distributions of the states can
be more precise, capturing the stochastic nature of financial
and economic parameters more effectively. Besides, looking
into continuous-time positive hidden Markov jump systems
framework can be another promising technique formacroeco-
nomic forecasting [65], [66]. In addition, parameter variation
analysis should be further investigated extensively to see
how the parameter uncertainty affects the distribution of the
forecasting parameters [67]–[69].
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VI. CONCLUSION
In this work, a macroeconomic forecasting based on
time-varying Bayesian compressed VAR framework has been
presented. We implemented random projection matrix into
VAR model to randomly pick the number of variables in
VAR. Moreover, we performed true out-of-sample forecast-
ing where the forecasting results were averaged all across
models by using the Bayesian model averaging (BMA).
In empirical evaluation, we illustrated via forecasting most
Thailand core macroeconomics variables including inter-
est rate, money supply (M1), inflation, unemployment rate
and foreign direct investment (FDI). According to the fore-
casting results, we found that the mean square forecast-
ing error is substantially reduced relative to the benchmark
model Bayesian AR(4), especially in predicting interest rate,
money supply unemployment rate and foreign direct invest-
ment. Both BCVAR and TVP-BCVAR were found to meet
parsimonious characteristics by allowing parameters to be
time-varying and computational friendly, especially when
the number of variables in VAR is large. Moreover, in
predicting the selected macroeconomic variables, BCVAR
and TVP-BCVAR performed mostly better than traditional
methods such as Bayesian VAR with Minnesota prior,
FAVAR, Dynamic Factor Model. According to this study,
BCVAR approach can be used to forecast the macroeconomic
effectively in terms of both accuracy and computational
aspects.

VII. DATA APPENDIX
See Table 16.
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