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Abstract

Gaining insights into anticipated future expenses is essential for both the planning and construc-
tion phases of a project. A significant factor in future costs, particularly over extended periods,
is the variability of material and labor prices. the change in costs over time, known as ’cost
escalation,” has been the focus of numerous research efforts. These studies primarily aim to
forecast the Construction Cost Index (CCI), a composite index representing a standardized array
of materials and labor typical in construction projects.

This research presents a novel approach to forecast cost escalations, tailored to individual
construction projects, addressing the shortcomings of predictions of a generic Construction Cost
Index (CCI). Traditional CCI predictions, while providing some foresight, are limited by their
generic nature and often overlook the specific material and labor variations within different
projects. Additionally, current research generally fails to account for the uncertainty in the
forecasts of the change in the material price and the estimate of the construction cost.

In response to these challenges, this research pivots around the following research question:

How can cost escalation for various types of construction projects be predicted,
accounting for uncertainties in final construction costs and the forecast?

Addressing this question involves selecting distinct indices for various project resources, such as
steel, concrete, and labor, and combining these predicted indices in line with each resource’s cost.
To achieve this, the study evaluates several time-series forecasting models, namely the vector
error correction model (VECM), the vector autoregression (VAR) model, and the Holt-Winters
model. For each model an automatic forecasting process is created,which automatically checks
the suitability of the model, select the appropriate variables (in case of a multivariate model) and
selects parameters. These models are evaluated for their accuracy across different time-frames
and forecasting horizons. The Holt-Winters model, in particular, showed promise in providing
reliable confidence intervals and point forecasts.

The study’s testing phase revealed varying degrees of success, as volatile indices like copper
and steel proved to be challenging, whereas forecasts for less volatile indices achieved higher
accuracy. This outcome suggests room for improvement in refining these forecasting methods.
The project-specific forecasts, including cost uncertainties, are developed by inputting cost
estimates associated to the material price at current day value. The cost estimates input includes
material and labor costs and their uncertainties. The uncertainties are represented through a three



point estimate (optimistic, pessimistic, and most likely values). This input is then transformed
into a PERT distribution which is a transformation of the Beta distribution. The final stage
involves combining the PDFs of each project activities cost (considering the cost of each specific
resource) with the monthly forecast PDFs in a Monte Carlo simulation, providing a detailed cost
distribution histogram of total cost and the individual resources cost.

The tool’s functionality was demonstrated through a case study on a highway construction
project. In this demonstration, specific project data, including material and labor cost estimates,
were inputted into a hybrid web and Excel interface. This setup facilitates visualization and
manipulation of project information. The tool processes these inputs via the AFP and Monte
Carlo simulation, yielding comprehensive outputs such as histograms and statistical properties
of the output. This is visible for total project costs and resource-specific escalations. This
demonstration effectively showcased the tool’s capability to offer detailed insights into cost
escalation, addressing the variability and uncertainty in construction projects. It underscored the
tool’s alignment with the study’s objective of providing nuanced, project-specific cost escalation
forecasts, moving beyond traditional CCI predictions.

In conclusion, this study introduces a tool that caters to specific project resources, timelines,
and uncertainties in cost escalations. While current limitations prevent its immediate practical
application, this proof-of-concept lays the groundwork for future improvements. Focus of future
research should be on refining accuracy and comparing the tool’s forecasts with escalation of
historic projects to establish more robust insight into the actual escalation of projects.
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Glossary

base cost The base cost represent the estimate of an acitivity or an object without accounting
for escalation. . 2

cost escalation Cost escalation refers to the variation in the cost of materials, labor, or equipment
within a specific economy over a designated period. This fluctuation is typically influenced
by market conditions. This change could be expressed in a percentage change or in the
change in specific monetary value, such as euros.. 1, 2

data leakage Data leakage refers to a situation in statistical modeling where information from
outside the training dataset is inadvertently used to create the model. This typically occurs
when data that would not be available at the time of prediction is used during training,
leading to overly optimistic performance estimates. Data leakage can compromise the
model’s validity and its ability to generalize to new, unseen data. Preventing data leakage
involves separation of training and testing data and ensuring that the model only uses
information available at the time of prediction.. 57

distributional forecast A distributional forecast refers to a method of forecasting that provides a
range of possible future values along with their associated probabilities, rather than a single-
point prediction. This approach quantifies the uncertainty in predictions by presenting a
spectrum of potential outcomes and their likelihoods. . 21, 30, 47, 57, 61

explained variable The explained variable, also known as the dependent or response variable,
is the variable that one seeks to explain or predict. It is the primary focus of the model’s
output. . 11, 22

explanatory variable The explanatory variable is used to assist in predicting or explaining
the behavior of the explained variable. It possesses predictive qualities that enhance the
accuracy of forecasts for the explained variable. . 22

model class The model class categorizes a statistical model based on its structure, assumptions,
and application. Examples of model classes in the context of the thesis are, the VAR model
class, the VECM class and the Holt-Winters model class.. 21

model configurations Model configurations define the structure and components of a statistical
model, including variable selection, lag determination, and data preparation. In VAR
models, this involves choosing variables, setting lag lengths, and ensuring data stationarity..
27



XVi Glossary

multivariate In this thesis, *'multivariate’ pertains to a multivariate time-series model. This
model incorporates multiple variables to enhance forecasting. It features both ’explained
variables’ and ’explanatory variables’, leveraging the interplay between them for more
nuanced predictions. . 8, 11

order of integration The order of integration of a time series indicates the number of times the
series needs to be differenced to achieve stationarity. For instance, if a time series becomes
stationary after being differenced once, it is said to have an order of integration of 1. .9

resources In project management, "Resources” collectively refers to the elements required for
task execution, encompassing;:

1. Man Hours: The labor required, quantified in hours or days.
2. Materials: Tangible components such as raw materials and products.
3. Equipment: Tools and machinery necessary for the project.

This term covers the combined human, material, and equipment inputs needed for project
success. . 1

stationarity Stationarity is a characteristic of a time series where its mean and standard deviation
are constant over time. It’s common practice to difference a time series to attain stationarity,
in the case the time-series is non-stationary. . 8, 9

univariate In this thesis, 'univariate’ refers to a univariate time-series model. Such a model
utilizes a single variable, the ’explained variable’, and employs its historical data to predict
future values. This prediction is based on identifying patterns and trends from its past data.
.8, 11



Chapter 1

Introduction

Construction projects frequently face budget and schedule overruns (Flyvbjerg, 2003). This issue
is partially driven by substantial price volatility and frequent design modifications (Tang, Han,
feng Guo, Chen & Zhang, 2019), making it crucial for construction managers to anticipate future
price changes (Jiang, Xu & Liu, 2013). Understanding prospective costs is vital during both
planning and execution stages of a construction project (Mir, Kabir, Nasirzadeh & Khosravi,
2021; Ashuri, Asce & Lu, 2010; wei Xu & Moon, 2013). A component of these changes in price
is due to market factors, where material and labor costs change over time. The change in price of
a material or labor is often referred to as cost escalation .

To predict the cost escalation of a project, several researchers have developed models for
forecasting a Construction Cost Index (CCI) (Moon & Shin, 2018; Ashuri et al., 2010; Dong,
Chen & Guan, 2020; wei Xu & Moon, 2013; Choi, Ryu & Shahandashti, 2021). A CCI often
consists of the average cost of man-hours and the materials steel, lumbar and cement (Grogan,
1992) over different suppliers. While these models provide some insight into cost escalation,
limitations remain. Among which, not taking into account specific project resources by using
a generic index. Additionally the incorporation of the uncertainty of both the prediction and
the project cost itself is often neglected. This research aims to address these two limitations
by developing a tool for forecasting escalation that allows for the consideration of the project
specific resources and incorporating these uncertainties.

This chapter begins with an introduction to the study’s background, then outlines the problem
statement and research objective. It also defines the scope and presents the research questions
and concludes with a reading guide.

1.1 Background

The forecasting of cost escalation is done by predicting an index that should represent the
projects resources, which is often a generic index as the CCI. This prediction is used to calculate
the percentage change over two time periods, indicating the escalation as a percentage. This
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percentage change can be multiplied by the cost estimate that uses the material prices at current
price levels, often referred to as base cost (wei Xu & Moon, 2013; Touran, Asce & Lopez, 2006).
This results in the expected escalation in some monetary value as euros, see equation 1.1. In
the context of this study, the term ’cost escalation’ consistently denotes a variation in monetary
value, except where it is explicitly specified as a percentage change.

e, = C x (CCIforecast, n— current) (1'1)
CCIcurrent

Where:

* e, represents the forecasted escalation at time n in expressed in a monetary value e.g. $.

C is the base cost estimate, this estimate accounts for resource prices at the current moment.

CClorecast, n 15 the forecasted CCI at time n.

CClyrrent 18 the current value of the CCI.

The forecast of the CCI (CCltyrecast, n) 1S generally done with time-series models e.g. Autore-
gressive integrated moving average (ARIMA), Holt-Winters or more complex models as an
Long Short-Term Memory (LSTM). However, relying solely on a forecast of a generic index,
may overlook characteristics of the project specific resources. Projects might rely heavily on a
specific resource (wei Xu & Moon, 2013), and as such the CCI may not provide an accurate
representation of the project’s particular cost dynamics. For example, the difference between a
steel or a concrete frame changes the risk exposure to material fluctuations of the project. For this
reason, using an accurate prediction of the CCI might be providing an inaccurate representation
of the actual cost escalation for a given project (Choi et al., 2021; Faghih & Kashani, 2018;
Hwang, 2011; wei Xu & Moon, 2013; Mir et al., 2021).

To overcome the limitation of the generic approach Wilmot, Asce and Mei (2005) took a project
specific approach by creating a highway construction index for Louisiana. This index was created
using past contract data of the different components of a highway. Another research worth
mentioning is that of Elfahham (2019), who took a country specific approach and developed
a construction index representing typical Egyptian construction. These tailored indices, show
clear advancements in the field however they remain only applicable to a narrow amount of
projects and can not be changed towards different project characteristic . Additionally, these
studies utilized non-publicly available data, making replication of their methods challenging for
most practitioners.

When examining the input values of equation 1.1 it can be noted that two values are forecast-
based and therefore likely to differ from actual values. The forecast of the future index value
(CClorecast, n) Will deviate. Where the uncertainty of the future values will remain completely
hidden when using a point forecast.

The second value that is forecast based is the deviation of the estimated base cost from the actual
base cost. A few researchers proposed tools that model these uncertainties Touran et al. (2006);
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wei Xu and Moon (2013); Mir et al. (2021) . Notably, wei Xu and Moon (2013) introduced a
stochastic model for predicting the CCI ENR, incorporating a Monte Carlo simulation to generate
samples from both the monthly cost and the future CCI forecasts. This approach addresses the
uncertainties of future costs and index values, yielding more robust and comprehensive forecasts
for future escalation.

Previous attempts to predict costs changes/variations have also investigated the practicality of
these models. For instance, Hwang, Park, Lee and Kim (2012) targeted the usability of forecasts
by introducing an automated forecasting tool that uses ARIMA models to estimate escalations
for specific resources, allowing inputs through a familiar Excel interface. This approach marked
a step towards creating user-friendly forecasting methods. However, the research highlighted
intrinsic shortcomings, such as reliance on point estimates and the need for a large database with
historical material prices.

1.2 Problem statement

The Background section indicates the shortcomings of current forecasting methods. These
methods typically use a CCI point forecast combined with a fixed project base cost estimate (as
per formula 1.1). This approach has several limitations:

1. It offers a limited view of the escalation, failing to show the expected escalation of the
individual resources.

2. It uses a generic index to represent each project, which does not capture the project specific
resources and their corresponding inherent volatility and changes in price.

3. It overlooks the uncertainty inherent in both the forecast of the index and the costs of
resources themselves.

These issues highlight the necessity for a tailored tool that can accurately compute escalation
costs for diverse projects, addressing these specific limitations.

1.3 Research objectives

The primary objective of this research is to develop a tool designed to predict cost escalation
across diverse construction projects. *Diverse construction projects’ refers to projects with
different resources and costs associated with these resources. The tool will integrate forecasts of
indices that represent these resources and the related costs of the construction project. The tool
must account for uncertainties in both project costs and resource forecasts. In order to effectively
allow for utilizing the tool it should be accessible to the target audience, ensuring accessibility
without necessitating advanced skills in programming, econometrics, or statistics.

This objective is represented in a conceptual overview of the tool (Figure 1.1). The first element



4 Introduction

involves data: project base cost and indices. The project base cost estimates should detail
resource costs and their uncertainty. Indices reflect resource cost changes, indicating escalation
as a percentage.

The second element involves modeling the input data. This includes forecasting the various
indices that represent the price changes of the project resources with an appropriate time-series
model, while indicating the uncertainty in the forecast. As this process needs to be integrated
into a tool, and allow for forecasting various indices over various time-frames it needs to be
automated. Additionally, the base cost estimate needs to be converted to reflect the uncertainty
of this estimate and the corresponding resource cost. An example of indicating the ’uncertainty’
is by using a normal distribution for representing the probability of varying values.

After, the forecasted indices and resource costs, along with their associated uncertainties need
to be combined. Given that the project’s cost is calculated based on its current value, and the
forecasted indices indicate the future variations in resource costs, their combination facilitates
the determination of cost escalation. The selected method for combining these uncertainties is a
Monte-Carlo Simulation. Where the predicted indices and resource cost would be represented by
a Probability Density Function (PDF), sampled and combined with an appropriate calculation.
This is in line with the research of wei Xu and Moon (2013); Touran et al. (2006). The calculation
for combining the predicted change of the indices and the corresponding cost would be similar
to formula 1.1, but adapted for different resources and the moment that these resources will be
bought.

Finally, this combination should be translated into a comprehensive output that gives insight into
the escalation of the overall project, and the corresponding resources.

Data Modeling of input Integration of expected change in Output
material price into project cost

Project base cost estimates: This
data represents the construction
cost associated with the different
resources at current day value

Modeling of construction base cost
while considering uncertainty of the
final project cost

Integration of the forecasts of the
change in resource prices with the
base cost estimates of the
corresponding resources

Output that allows insight in cost
escalation of project and
corresponding resources

Component with all cost at the current day value (t =0) [l Component that allows for modeling the change in price over time due to market factors

Figure 1.1: Conceptual overview of the tool

1.4 Research scope

This thesis aims to develop a proof of concept tool, setting the stage for subsequent refinements.
While ensuring a baseline accuracy is vital, detailed optimization of the model’s precision and
elaborate exploration of alternative model architectures are beyond this study’s ambit and are
reserved for future research. The tool focuses on standard conditions, modeling atypical events
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(e.g., the 2008 financial crash, COVID-19 pandemic) falls outside its scope. Additionally, it is de-
signed for the construction industry. The historical data selected for this research originates from
the United States (US), with the objective of designing the tool to be adaptable for application in
other countries.
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1.5 Research questions

In pursuit of the outlined research objectives, the primary research question of this study is
presented below:

How can cost escalation for various types of construction projects be predicted,
accounting for uncertainties in final construction costs and the forecast?

The following sub-questions are formulated to direct the research in addressing the primary
research question:

SQ1 What specific indices (such as indices for labor cost, material prices and macro economic
factors) are required to forecast cost escalation of various types of construction projects?

SQ2 Within the given research context, which time-series models (e.g., ARIMA, Holt-Winters)
are most suitable for forecasting these identified indices?

SQ3 How can the chosen time-series model be applied to forecast the different selected indices
while considering forecast uncertainty?

SQ4 How can the construction costs for various activities and associated resources be modeled
while considering uncertainties in construction costs?

SQS5 Taking all associated uncertainties into account, how can the forecasts from the time-series
model be integrated with the corresponding construction costs into an accessible tool that
provides insight into future cost escalation in various types of construction projects?
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1.6 Reading guide

The thesis is structured into four primary components. The first component, consists of the
introduction and develops the broad ideas of this research.

The second component focuses on the development of a method to forecast the cost indices. This
includes a Background: time-series modeling chapter that lays the groundwork with essential
information on time-series modeling and selects relevant models for application. Building on this
foundation, an Automated Forecasting Process (AFP) for each chosen model is developed. These
processes are then evaluated for their accuracy in point forecasts and their ability to generate
upper and lower bounds. The section concludes with the selection of the most effective AFP,
capable of predicting various indices across different timeframes, while also most accuratly
illustrating associated uncertainties.

The third component concentrates on merging the AFP with the modeling of resource cost into
an accessible tool. This involves first developing a way to model the cost of different resources,
including their uncertainties. Then, a method is formulated to combine these forecasts with
project costs. Following the development of these methods, the integration into a practical tool is
demonstrated through its application in a cost estimate.

The final component presents the conclusion of the research and a discussion of the findings. The
structure of the thesis and its corresponding research questions are graphically represented in
figure 1.2.

Research
question

Component Chapter Content

Background: timeseries modeling

Development of time-series forecasting processes SQ1,8Q3
n Evaluation of time series forecasting processes

Development &
testing of timeseries
component

Development of Tool: integrating time-series forecasting with SQ1, SQ5
Development and resource cost ’
testing of the tool
n Demonstration of the developed tool

) Discussion
Conclusion and
discussion .
conclusion

Figure 1.2: Reading guide



Chapter 2

Background: time-series modeling

A significant portion of the final tool is dependent on forecasting the cost indices. Consequently,
this chapter seeks to establish the fundamental groundwork of time series modeling practices,
which will serve as a basis for knowledge in subsequent chapters. A key aspect involves selecting
time series models that are appropriate for further testing and evaluating their suitability in this
context. This chapter is not intended to cover every intricate detail of time series models, but
rather to offer a sufficient understanding that enables readers to grasp the further reasoning and
methodologies presented later.

Initially, the chapter provides a comprehensive overview of time series modeling. It focuses
on concepts such as transformations of the time-series and stationarity it also explores existing
literature to identify potential time series models, including both univariate and multivariate
models, that are suitable for this research.

After selecting the relevant time series models, we will introduce their most basic mathematical
formulations. The chapter will conclude with a presentation of various statistical tests that will
be utilized later in the research.

2.1 Overview of time-series modeling

This section will look into the different time-series models from a high-level perspective. Spe-
cifically, forecasting models utilized for indices related to construction are explored. Based on
the existing literature time-series models are selected that are used in the rest of the research.
these selected time-series models are then further detailed in section 2.2.

Table 2.1 shows an overview of the models that will be discussed. The further chapters, will
elaborate on the content in the table.



2.1 Overview of time-series modeling

Table 2.1: Review of Time Series Models

Model Linearity | Prediction | Interpret- | Multi- Model assump-
Horizon ability Univariate | tions
Long Short-Term | Nonlinear | Long-term | Low Both None (flex-
Memory NN ible with non-
stationary data)
Vector Auto Re- | Linear Short-term | High Multivariate | Stationarity, and
gression Model causal relation
Vector Error Cor- | Linear Long-term | High Multivariate | Cointegration,
rection Model causal  relation
and same order of
integration
Holt-Winters Linear Short  to | High Univariate | No specific re-
Medium- quirement,  but
term constant variance
helps
Seasonal ARIMA | Linear Short  to | High Univariate | stationary after
Medium- differencing
term

2.1.1 Stationarity, differencing & power transformations

Many economic time series, such as labor and material indices, exhibit trending behaviour
that evolve over time (Jiang et al., 2013). These are termed non-stationary time series, which
introduce specific considerations in time series modeling. Understanding stationarity is essential
before delving into time series models. A time series is considered stationary if its mean and
standard deviation remain constant over time.

Handling stationarity accordingly is an important aspect of time series modeling because the
absence of stationarity can lead to spurious correlations between unrelated variables (Faghih &
Kashani, 2018). For instance, there is a notable correlation (0.96) between per capita consumption
of mozzarella cheese and the number of Civil Engineering doctorates awarded (Vigen, 2023).
This high correlation likely arises not from a direct relationship but due to similar trends in both
series. This correlation is likely a direct cause of the non stationary property of both time-series.
Many time series models and tests require stationary data for valid statistical inferences (P. &
Jenkins, 1984).

To achieve stationarity, differencing is often employed. This technique concists of subtracting
consecutive observations in the series. A timeseries may need to be differenced multiple times in
case this is needed to reach a stationary time series. The number of differencing steps required to
achieve stationarity is referred to as the ’order of integration’. In situations where non-stationarity
is attributed to non-constant variance (heteroskedasticity), applying a transformation is a common
approach to stabilize the variance. (Anvari, Tuna, Canci & Turkay, 2016; Bandara, Bergmeir
& Smyl, 2020; Hyndman & Athanasopoulos, 2018). Two commonly used transformations are
the logarithmic transformation and the Box-Cox transformation. The Box-Cox transformation,
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specifically, is detailed in formula 2.1 (Hyndman & Athanasopoulos, 2018). This transformation
relies on a parameter A, which is selected to bring the data closer to a normal distribution.

a ‘ 2.1
’T otherwise.

{ln(y,) ifA=0;
Wy =

Where:

* w; represents the transformed variable.
* y; is the original variable.

o A is the transformation parameter.

2.1.2 Univariate time series models

Univariate time series models are forecasting techniques that utilize a single variable’s historical
data to predict its future values. These variables are predicted on the principle that past patterns
of the variable—such as trends and seasonality—are indicative of its future behavior. Tech-
niques used for such univariate time series methods are the simple moving average, exponential
smoothing, and Autoregressive integrated moving average (ARIMA) models. A study comparing
different Univariate time series methods for predicting the CCI found that the Holt-Winters
exponential smoothing model is the most-accurate for out-of-sample forecasting with a reported
MAPE of 1% for a 1 year out of sample forecast. The ARIMA model showed the most accurate
in-sample forecasts, while still having an accuracy of 1.3% for the out of sample forecast. This
research also showed that several univariate models had more accurate forecasts for the CCI then
subject matter experts (Ashuri et al., 2010).

Exponential smoothing and ARIMA models stand as the two predominant methods in time
series forecasting, each offering a unique approach to the task. Exponential smoothing models
primarily focus on identifying and utilizing the trends and seasonality present in the data. In
contrast, ARIMA models are geared towards understanding and modeling the autocorrelations
within the data. One notable advantage of the Holt-Winters model over the ARIMA model, is its
applicability without the need for stationarity after differencing. This characteristic simplifies its
use, especially in cases where first-order differencing does not achieve stationarity. Moreover, the
Holt-Winters model has demonstrated a higher level of accuracy, as evidenced by its lower Mean
Absolute Percentage Error (MAPE), making it a preferred choice for this research. Therefore,
the Holt-Winters model will be employed further in this study due to its ease of use and proven
effectiveness in forecasting.
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2.1.3 Multivariate time series models

The multivariate time series model overcomes the limitation of the univariate time series model
that it can can not utilize information of other variables (wei Xu & Moon, 2013). The Mul-
tivariate time series model however considers the relationship between explained variable and
glsexplanatory variable. Where the explained variable is the variable that is aimed to be predicted
and the explanatory variable is supposed to aid this prediction By considering this relationship,
the model captures the dynamic behaviour of variables and can consider the long and short-run
interactions (wei Xu & Moon, 2013). Multivariate models, requiring estimation of numerous
parameters, often lead to higher specification and forecasting errors compared to the less error-
prone univariate models with fewer parameters. (Cook & Doh, 2019; Giraitis, Kapetanios &
Yates, 2018; Han, Zhang, Qiu, Xu & Ren, 2019).

In multivariate modelling, three approaches have been explored. These are the vector autore-
gression (VAR), vector error correction model (VECM), Long Short-Term Memory (LSTM))
model. The VAR and VECM model are Econometric models used specifically for time-series
analyses. Whereas the VECM model is an extension of the VAR model. LSTM is a machine
learning model that is a subtype of a Recurrent Neural Network. The LSTM model has broader
application then just modeling timeseries.

One of the main trade-offs within the model selection process is the black box vs glass box
trade off, which determines the explainability of the model. As explained by Burkov (2020), the
black-box models generally have a lower prediction error but make explaining the prediction
more difficult. Burkov makes the distinction between the neural network models that are more of
black box models, the linear regression and decision tree models that are easier to interpret and
explain. Tying this to the 3 models mentioned in the previous paragraph, the LSTM model will
be a black box as it is a Neural Network, the VAR and VECM models are both linear models,
which are easier to explain.

The LSTM model seems promising in terms of accuracy, particularly due to its capability to
interpret nonlinear patterns in data, which the linear VAR and VEC model are not capable of.
However, a significant limitation of the LSTM model is its *black box’ nature, which restricts
the Explainability of its results. A downside of a model with low Explainability is a barrier
for adopting the model (Duval, 2019). Given this argument and the exploratory nature of this
research with the emphasis on developing a conceptual model, Explainability is prioritized over
model accuracy. Therefore, this study focuses exclusively on the VAR and VECM models, as
they offer greater clarity in understanding the results.

Within the literature related to construction index forecasting the VECM model has proven to
reach a high prediction accuracy. The VEC Model has been used by Faghih and Kashani (2018)
to forecast material prices 36 months into the future. His forecasts reached a MAPE as low
as 0.56% when forecasting steel prices. The VAR model has been used by Hwang (2011) for
predicting the CCI ENR 2 years into the feature with a MAPE of 1.01%. When comparing the
research of Faghih and Kashani (2018) and Hwang (2011) the VEC model seems superior over
the VAR model, as it has a higher accuracy of a more volatile index . This enhanced performance
of the VEC model is not surprising, considering that it is an augmentation of the VAR model
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designed to encapsulate long-term relationships among the variables. This, in theory makes a
VECM model better at longer term predictions (Faghih & Kashani, 2018). Overall research finds
that in general a VECM model should be preferred as long as there are no substantial model
mis-specifications (Clements & Hendry, 1998). However, from a forecasting point of view, if
either the error correction term is not significant or the cointegration relationship changes over
the forecast sample, the VAR in differences could produce more accurate forecasts than the
VECM (Ghysels & Marcellino, 2018). Another claim made against VAR models is that the
differencing for achieving stationarity (see subsection 2.1.1) can distort the model (Fanchon &
Wendel, 1992). Although the VEC model has the potential to yield superior results in theory, the
VAR model’s simplicity sometimes makes it a more suitable choice, particularly when there is
no cointegrated relationship among variables. Consequently, this research will further explore
both the VAR and VEC models.

2.2 The selected time-series models.

In this chapter, the previously selected models will be further elaborated. With a focus on the
specific formulas that underpin these models. The models in question are the Holt-Winters, VEC,
and VAR models. Each of these models play a role in forecasting time-series data within the
context of our research.

Additionally, the Seasonal and Trend decomposition using Loess (STL) model will be detailed.
While the STL model differs from the primary forecasting models, its inclusion is needed. This
model is important as it will be utilized in a subsequent chapter to assist in establishing the upper
and lower bounds for the various time series models under discussion.

For each of the models some of the formulas are given in there most basic form. The Python
module of Statsmodels is utilized for the implementation of the various models (Seabold &
Perktold, 2010). In this module the Holt-Winters implementation is according to Hyndman
and Athanasopoulos (2018), the VAR and VECM model follows Liitkepohl (2005), and STL
decomposition follows the approach outlined by Cleveland, Cleveland, McRae and Terpenning
(1990). Readers seeking an in-depth explanation of the different model are referred to these
sources.

2.2.1 The Holt-Winters model

The Holt-Winters model is an extension of the Simple exponential smoothing model proposed in
the late 1950s (Holt, 2004; Winters, 1960). Forecasts with exponential smoothing methods are
weighted averages of past observations, with the weights getting smaller the older the observation
is. In other words, the more recent the observation the higher weight of the observation. Holt-
winters seasonal method is a method that extends the exponential smoothing with a trend and
a seasonal component.The Holt-Winters forecasting model is an advanced form of time series
analysis that extends simple exponential smoothing by incorporating both trend and seasonal
components.
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It provides two versions of forecast equations: additive for constant seasonal effects and multi-
plicative for when seasonal variations are proportional to the level of the series. In the additive
model, the forecast (§;,;) is a sum of the estimated level at time 7 (/;), the product of the slope
of the trend component at time ¢ and the number of periods ahead (%) being forecasted (hb,),
and the seasonal deviation (s, ;_(t+1))» Which is adjusted for the season’s length (m). The
multiplicative model, on the other hand, multiplies the sum of the level and trend components by
the seasonal index. Both methods aim to predict future values by considering the most recent data
points more heavily and adjusting for patterns that repeat over a fixed period. The multiplicative
model, on the other hand, multiplies the sum of the level and trend components by the seasonal
index. Both methods aim to predict future values by considering the most recent data points
more heavily and adjusting for patterns that repeat over a fixed period. For the seasonal and trend
parameter it is also possible to damp the component. This means that further in the future the
component will approach a constant.

The forecast equation for the Holt-Winters’ additive method is:

Venfe = Lo+ by + St p—m(k-+1) (2.2)

The forecast equation for the Holt-Winters’ multiplicative method is:

e = (b +hbe) X 14 p-m(+1) (2.3)

Where:

Y141 The forecast for h.

¢; The level component at time ¢.

hb; The trend component at time ¢.
* Si1h—m(k+1) The seasonal component, representing the seasonal effect 7.

* ks in integer that helps to align the seasonal index from a past cycle to the forecast period
it is calculated in a way that # +h —m(k+ 1) point to the correct past period that had the
same position in its seasonal cycle as the forecast period will have in its cycle.

2.2.2 The vector autoregression model (VAR)

The VAR model accounts for the relationships between variables and their previous values, as
well as the relationships between past values of the variable itself. In contrast, a univariate AR
model only considers the variable itself and its own lagged values. The system of equations (2.4)
and (2.5) below represents a VAR(1) model involving two variables. In this VAR(1) model, the
values of both variables will be examined one lag (one time step) before to predict the current
value. The a terms in the equations denote the coefficients multiplied by the lagged values of
the two time series. The aim is to optimize this system of equations to minimize the error term,
denoted as € ; and & ;, which represent the unexplained variation or residuals.
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Vi =Cr+@11y1—1+ Q1 2y2:—1+ €1 24

V2 =Co+ 0 1y1—1+Poy2—1+ €y (2.5)

Where:

the values of variables y; ; and y;, at time ¢.

the values y; ;1 and y, ;1 at one time lag (previous time step).

011,012,921, ¢ 2 are the coefficients representing the influence of the lagged values of
the variables on their current values.

€1, and &, are the error terms for the two equations, capturing unexplained variation or
residuals.

The above VAR(1) model can be translated into the more general Vector form (Wooldridge,
2009):
Yt - C+q)]Yt_] +q)2Yl‘—2+"'+q)th7p+£t (26)

Where:

Y, is a 2 x 1 vector of variables (i 1’t> .
2.

. . C
Cis a2 x 1 vector of constants, the intercept term ( Cl) .
2

e ®; (fori=1,2,...,p) are 2 X 2 matrices that describe the relation between the considered
variables at each lag.

. €
e & is a2 x 1 vector of error terms (81 ’t> .
2.1

p is the number of lag terms in the VAR model.

2.2.3 The vector error correction model (VECM)

The general VAR model, presented in equation (2.6), can be converted into a VEC model ,
which includes a term to account for cointegration among the variables. This in theory allows for
capturing both the long and short term relation, between variables. While the VAR model, as
shown in equation (2.6), effectively captures the dynamics of variables through their own past
values and the past values of other variables in the system, it does not explicitly incorporate a long-
term equilibrium relationships between these variables, especially when they are non-stationary.
This is where the Vector Error Correction Model (VECM) becomes relevant.



2.2 The selected time-series models. 15

The VECM reformulates the VAR model by including an error correction term, which represents
the long-term equilibrium relationship between the variables. This term, allows the model to
account for deviations from this equilibrium and adjust the variables in the short term to return
to the long-term stable state. The corresponding VECM for a VAR(1) model, assuming the
variables are cointegrated, is given by:

AY[ - HYI_] +F1AYI_] +c+£[ (2.7)

Where:

AY; represents the first differences of the variables, capturing the short-term dynamics.

IT is the matrix reflecting the long-run equilibrium relationships between the variables,
derived from the cointegration analysis.

* I'| represents the short-term adjustments, similar to the lagged coefficients in the VAR
model.

* c and & are the intercept and error terms, respectively.

The VECM, thus, not only captures the short-term dynamics of the variables, as in the VAR
model, but also integrates the long-term equilibrium constraints.

2.2.4 STL decomposition

Time series analysis often involves identifying and separating different underlying patterns
within the data. Typically, a time series is decomposed into three components: a Trend-cycle
component (commonly referred to as the ’trend’), a seasonal component depicting periodic
changes, and a remainder encompassing elements that do not fit into the previous categories
(Hyndman & Athanasopoulos, 2018). This decomposition can be either multiplicative, as shown
in equation (2.9), where the seasonality’s magnitude varies with the time series level, or additive,
as in equation (2.8), where seasonality remains consistent regardless of the level.

The STL (Seasonal and Trend decomposition using Loess) method is particularly effective
for time series decomposition (Hyndman & Athanasopoulos, 2018). It will be employed in
section Moving Block Bootstrapping to facilitate the creation of prediction intervals. The STL
decomposition enables the isolation of residuals from the trend and seasonality components,
allowing for the use of bootstrapping techniques to generate new series.

An illustrative example of STL decomposition is applied to Google search data for ice cream
(Ritvik, 2020). It reveals a distinct increase in seasonality during summer months and an overall
rising trend, likely due to the general increase in Google searches over time. However, a limitation
of the STL method is its inability to perform additive decomposition directly (Hyndman &
Athanasopoulos, 2018). To address this, a logarithmic transformation of the data is required
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before the STL application. Given this study’s focus on economic time series, which typically
exhibit multiplicative trends, this transformation becomes essential for applying the STL method
effectively (Hyndman & Athanasopoulos, 2018).

Additive Decomposition:
Vi=8+T+R (2.8)

Multiplicative Decomposition and its Logarithmic Transformation:

Original Multiplicative Model:
ve =8 X Ti X Ry
(2.9)
Logarithmic Transformation (Equivalent Additive Model):
log(yr) =log(S; x T x Ry) = log(S;) +log(7;) +log(Ry)

Where:

* y, represents the data at period 7.

S; 1s the seasonal component, indicating repetitive patterns within specific periods.

T; 1s the trend-cycle component, reflecting long-term progression or cyclic movements.

R; is the remainder component, encapsulating irregular fluctuations not explained by the
seasonal or trend-cycle components.

Original Series: ice cream interest

100 A
75 4
50
254
2004 2006 2008 2010 2012 2014 2016 2018 2020
Trend
40
20 4
2004 2006 2008 2010 2012 2014 2016 2018 2020
Seasonal
40 4
20 4
o
=20
2004 2006 2008 2010 2012 2014 2016 2018 2020
Residual
20 4
10
o
2004 2006 2008 2010 2012 2014 2016 2018 2020

Figure 2.1: STL decomposition: example of decomposition for ice cream searches on google
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2.3 Statistical tests utilized

This section provides a detailed elaboration of the various statistical tests that will be employed in
the study. The statistical tests relate to the different models and specific data requirements. For a
multi-variate model the explanatory variable needs have predictive strength before utilizing them
in the model. The Granger Causality test indicates a causal relationship between the variables.
The Johanson Cointegration test is used for indicating a cointegrated relation, which means
that there exists a linear combination of variables that is stationary. Additionally as described
in section 2.1.1 , the stationarity property that needs to be satisfied, will be tested by using the
Augmented Dickey-Fuller (ADF) test. Similar to the timeseries models, the implementation of
the statistical test are utilized using the Statsmodels python module (Seabold & Perktold, 2010).
A more detailed elaboration on the Johanson Cointegration test can be found in Liitkepohl (2005),
for the implementation of the Granger Causality test and ADF test Greene (2012) provides
further detail.

A graphical representation of the different requirements/properties, and the corresponding tests
for the different models can be found in Figure 2.2. As illustrated, the Vector Error Correction
Model (VECM) emerges as the most complex in terms of requirements, whereas the Holt-Winters
method presents no requirements related to the aspects in the visualization.

Johansen
I:l Statistical tests that need to be done before applying cointegration test
model
Timeseries model
I stationarity requirements Granger causality test® Granger causality test®
s Needed relation between explained and
explanaotory variable(s)
ADF test ADF test
Holt winters VAR VECM

Stationa. Same order of
Y integration
Causal relation Causal relation

Series are cointegrated

Figure 2.2: Overview of tests and relation to model and model requirements
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2.3.1 Augmented Dickey—Fuller test

The Augmented Dickey-Fuller (ADF) test is a statistical test used for assessing if time-series data
is stationary. The null hypothesis assumes that a unit root is present, implying non-stationary.
The test statistic is calculated as follows:

7

ADF Statistic = —
SE(7)

(2.10)

where 7 is the estimate of the lag coefficient in the test regression, and SE(}) is the standard
error of the estimate. A more negative ADF statistic leads to the rejection of the null hypothesis,
suggesting the time series is stationary(Dickey & Fuller, 1979).

2.3.2 Granger Causality test

The Granger Causality test assesses whether one time series can be used to forecast another . It is
based on the principle that if a variable X causes Y, then changes in X will systematically occur
before changes in Y. The basic bivariate model for testing Granger causality from X to Y is:

k k
Yi=a+) BYit) ¥Xi-ite& 2.11)
i=1 i=1

where Y; is the current value of the dependent time series, X;_; are past values of the independent
series, and & is the error term. The null hypothesis is that the coefficients 7; are all zero, indicating
that X does not Granger-cause Y (Granger, 1969).

2.3.3 Johansen cointegration test

The Johansen cointegration test is used to determine the cointegration relationship between
two or more time series. The test is based on the maximum likelihood estimation of the vector
error correction model. This corresponds to the equation presented in 2.7, but extended to
include higher lag terms. The null hypothesis involves the rank of II, with a rank of zero
indicating no cointegration and a rank equal to the number of series minus one indicating full
cointegration(Johansen, 1988).

2.4 Testing time-series models

In this section, an outline of the methodologies employed for validating the forecasts of the
time-series models will be given. Primarily, the approach involves describing the rolling-window
train-test split method. This method allows for testing the model over various time-frames,
making it a robust approach for testing. Furthermore, the performance metrics to be utilized in
evaluating the model will be detailed.
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2.4.1 The Rolling Window train-test split

For the validation of the testing set of the time series, the rolling window split technique is
employed to ensure a robust and consistent evaluation. The method allows for train-test splitting
over different time-frames, and with this generates a robust estimate on the accuracy. This
approach facilitates the creation of sequential training and testing datasets, maintaining the
chronological integrity of the data, and providing insights into the model’s performance across
different segments. This method is used to always ensure the same training size and due to this
results in a clear comparison.

Hl Training
I Forecasting

split 1 A

split 2 A

split 4 A

split 3 _

split 5 1

Time

Figure 2.3: Rolling window train-test split

2.4.2 Model performance Metrics

Different model performance metrics can be utilized to validate the performance of the model.
Mean Absolute Percentage Error (MAPE) (see equation: 2.12) allows us to asses the accuracy of
the forecast, which is a common used metric in time-series modeling, as used in Hwang (2011);
Dong et al. (2020); Faghih and Kashani (2018); Faghih, Gholipour and Kashani (2021); Wilmot
et al. (2005). The bias (see equation: 2.13) is used to understand if the model makes a systematic
error by generally over or underestimates the values.

Finally, a less common formula is used to score the created prediction intervals. Most often
the prediction interval is scored based on coverage i.e., whether actual values fall within the
intervals (Wilmot et al., 2005; wei Xu & Moon, 2013; Liu, 2007). Contrarily to the research
of Mir et al. (2021), who looks at both the coverage and the width of the prediction interval.
The second method of Mir et al. (2021) intuitively is a lot more sensible, as the width of the
interval determines how practical it is to use. Since at a very large width the only function the
interval serves is to indicate the high degree of uncertainty (Chatfield, 2001). In order to take
into account both width and coverage, the interval score, as proposed by Gneiting and Raftery
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(2007); Bracher, Ray, Gneiting and Reich (2021), is adopted. The interval score consists of three
components: the base, which is the width of the interval; and the second and third terms, which
incorporate a factor of 2 divided by « to account for deviations when actual values fall outside
the interval. where alpha is 0.05 for a 95% confidence interval.

100% & |A; — F
MAPE = ——~ L (2.12)
= Ar
) 1 &
Bias = — ) (F, —A) (2.13)
|
Where:
¢ A; is the actual value at time ¢.
e [} is the forecasted value at time 7.
* nis the number of forecasted points.
2 2
Score = (U — L)+ &(L -0)- Lo<r)+ 5(0 -U)- Lo-v) (2.14)

Where:

O is the observed value.

U is the upper limit of the acceptable range.

L is the lower limit of the acceptable range.
* ( is a weighting factor.

. 1(.) is an indicator function.



Chapter 3

Development of time-series forecasting
processes

This section describes the method for forecasting the cost indices. Which are the indices associ-
ated with the project’s resources. The forecasting method needs to be integrated into a tool which
allows for forecasting different indices, over different time periods. Additionally the developed
tool, while initially focusing on the US, should allow for application to data of different countries.
For these reasons, a method of forecasting that requires as little manual adjustments as possible
is desired. Or in other words, an Automated Forecasting Process (AFP) is desired. An AFP
will be created for each of the previously selected model classes, being the VAR, VECM and
Holt-Winters model. An overview of the AFP is visible in figure 3.1

First the time series data will be selected, focusing on both the cost indices (explained variables)
and the data potentially influencing these resources (explanatory variables). Following this, the
approach to data preparation will be detailed.

Later, the method of determining which model classes are suitable given the data is explained.
For example, among other requirements, a VECM model needs a cointegrated relation between
the variables for the model to be utilized. This process, will determine which of the AFP’s can
be used given the cost index.

This will be followed by an explanation of the process used for creating candidate models with
different configurations. After which the methodology for identifying the most effective model is
given.

Finally, the section concludes with an explanation of the method for generating the final distribu-
tional forecast of the monthly Probability Density Function (PDF) through the application of
bootstrapping techniques.
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5. Selecting 6. Creating
4. Creating final model prediction
candidate from intervals with
models candidate selected
models model

3. Detecting
1. Selecting 2. Processing the

the data the data appropriate
model types

Figure 3.1: Overview of the automated time-series modelling process
3.1 Time-series data acquisition

This section describes the process of selecting the variables for the model. A distinction is made
between the explained variable (i.e. predicting variables) and the explanatory variable (i.e. the
variable used for predictions). The explained variable will represent the resources e.g. labour,
steel or concrete. The explanatory variables are needed for the multivariate time-series models,
and will be macro economic indicators that could help predicting the resource data. As the
proposed tool will be demonstrated using time series data from the United States (US), data from
this country will be gathered.

3.1.1 Explained variables

Since the final model will be created for the prediction of the escalation of various project types, a
range of resources needs to be selected. For the representation of the material types the Produces
Price Index (PPI) of various materials is used. The PPI indicates the avarage change in the
selling price of the producer over time (of Labor Statistics, 2023). This indicator has been used
in previous research to represent material price changes, Amongst which (Faghih & Kashani,
2018) and (Mir et al., 2021). For the wage index the statistics from ’Average Hourly Earnings of
Production and Nonsupervisory Employees, Construction’ is used. The PPI material and labour
indexes can be collected from the US bureau of Labor statistics (of Labor Statistics, 2023)us
bureau of labor statistics. The PP1 is calculated through systematic sampling of specific industries.
The future price of a resource using the PPI index can be calculated using the following formula:

(3.1)

) . future PPI
future resource price = current resource price X

current PPI

All the PPI data is collected from the dates 1993-01-01 until 2023-11-01. figure 3.2 shows all
the explained variables selected, with each index standardized to a baseline value of 100 for
simplified interpretation. Due to the large range of available indices representing various materials
and labour types, expanding the selected indices for future research should be straightforward.
The mean, standard deviation min and max of the pct change over the months are given in table
3.1. Note the strong differences in standard deviation between the series, which underscores the
importance of modeling each resource individually. This approach provides a more accurate
understanding of the specific uncertainties associated with each resource.
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Table 3.1: Summary Statistics for resource data

Statistic Mean Std Min Max
PPI: Steel 0.01 0.49 -0.1794 0.3817
PPI: Concrete 0.0032 0.0061 -0.0143 0.89
Construction Wage 0.0025 0.0038 -0.0147 0.0182
PPI: Copper 0.01 0.21 -0.20 0.2645
PPI: Asphalt 0.0036 0.0132 -0.0514 0.11
PPI: Sand 0.0034 0.01 -0.0083 0.0352
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Figure 3.2: Explained material and labor data

3.1.2 Explanatory variables

The explanatory variables of the model should have a predictive power for the changes in
labour costs and material costs, together forming the changes in cost for the construction project.
Construction supply and demand or market conditions influence the changes in construction
prices (Runeson, 1988; Skitmore, 1987; R. G. Taylor & Bowen, 1987). For this reason, picking
indicators that have a relation with these factors is relevant.

In Table 3.2 an overview of the selected variables is given, whereby the data is recorded
monthly, tracked from 1982-06-01 and collected through the FRED st. Louis’ API. The selected
variables stem from previously used variables in successful econometric models by the following
researches (Faghih & Kashani, 2018; wei Xu & Moon, 2013; Faghih et al., 2021; Mir et al., 2021;
Akintoye, Bowen & Hardcastle, 1998). An elaboration on the chosen explanatory variables can
be found in appendix A.

The mean, standard deviation min and max of the pct change of the explanatory variables over
the months are given in table 3.2.
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Table 3.2: Summary statistics for explanatory variables

Statistic Mean Std Min Max
PPI 0.0022 0.0111 -0.0533 0.0321
CPI 0.0020 0.0013 -0.09 0.0077
Money Supply 0.0028 0.0069 -0.0118 0.0722
GDP 2.4619 6.2428 -68.5529 46.2616
Unemployment Rate 0.0020 0.1274 -0.1765 2.3409
Interest Rate Long Term 0.0519 1.8915 -12.7421 29.64
Total Construction Spending 0.01 0.0120 -0.0373 0.69
Housing Starts 0.0034 0.0785 -0.2699 0.2396
Iron Ore Price 0.0096 0.0873 -0.2984 0.7151
Building Permits 0.0019 0.0510 -0.2211 0.1933

3.2 Time-series data preparation

This chapter describes the data processing steps used in the AFP. These processing steps are
needed to get stationary data. Stationary data allows for (1) applying the Granger Causality test,
(2) Allow for application to the VECM and VAR model, and (3) reduce variance within the data.

To streamline the process of achieving stationarity within the data, the same transformations will
be employed to all the indices, mitigating some complexity within the Python implementation,
without making significant sacrifices on the quality of the models. This approach averts the need
for managing multiple series with diverse transformations, thereby simplifying the tracking and
application of transformations, as well as the reversion process post-prediction. The chosen
transformations include first-order differencing and a logarithmic transformation. The logarithmic
transformation aims to reduce noise, achieve constant variance over time (homoscedasticity) and
allow a multiplicative model in the STL decomposition (see equation 2.9), thus serving three
purposes.

3.3 Model class selection

Building upon the uniform approach for achieving stationarity, further details on the process of
identifying the appropriate models will now be given. Since different model classes and tests
necessitate unique requirements, application of them needs to be done with care. Table 3.3
provides a comprehensive overview of the specific requirements and functions associated with
each test and model. This table shows the various requirements for applying VAR and VECM
models. It also show that the Holt-Winters models requirements are very limited.

Given the various requirements, the flowchart in figure 3.3 is developed, which describes the
possible model classes given the data properties. Note that regardless of the outcomes of the
tests, the Holt-Winters model can always be utilized.
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The initial phase of the model class selection involves assessing if the data is stationary after the
log transform and differencing. When the data can be made stationary the Granger Causality
test can be applied. The Granger Causality test assesses the explanatory variables predictive
strength. If the test indicates that the explanatory variables lack predictive power for the response
variables, the use of a multivariate model is deemed unnecessary. On identifying a Granger
causal relationship, the next step is to examine the potential for cointegration, which if present
allows for employing a VECM model.

While the process of achieving stationarity is generic, there is a difference in the data that is used
for the models. The Holt-Winters model handles transformations of the data within the model
fitting and for this reason uses the original data (more on this in subsection 3.4.3). The VAR
model needs the data to be stationary and for this reason does use the data with a log transform
and differencing. Finally, the VECM model uses only the log transform, as the model requires
data with an order of integration of 1.

From figure 3.3, it can be noted that the amount of model classes possible increases when
moving to the right of the flow chart. Where in the case of cointegration, Granger Causality and
stationarity all three model classes are possible. Given this flowchart, 4 possible combinations
can be created for an AFP, given that a fall-back model needs to be in place, see table 3.4. The
selection between these 4 options will be tested in chapter 4.

I f
‘ Statis
mode . . .
me t Holt-Winters* Holt-Winters*, VARt
Possible time-series model Timeseries is not Stationary—————>1
No granger Cau No Cointegration

Cointegration | Holt-Winters*, VAR,
[between variables VECM i

Figure 3.3: Flowchart that indicates the possible models
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Table 3.3: Summary of Tests/Models and Their Functions and Requirements

Test/Model

Function

Requirement

ADF test

Granger Causal-
ity Test

Johanson Coin-
tegration Test

VECM

VAR

Holt-Winters

tests for stationarity

Indicates a causal rela-
tion between variables

Indicates that variables
are cointegrated i.e.,
have a long term rela-
tion

Allows for modeling
long and short term in-
teraction between vari-
ables

Allows for modeling
short term causal rela-
tion

Applies exponential
smoothing to capture
level, trend, and sea-
sonal components

No requirements*

Stationary of both variables

Same order of integration

cointegrated variables, same order
of integration, Outlier/Noise Adjust-
ment

stationary, Outlier/Noise Adjust-
ment

Outlier/Noise Adjustment

" This test requires standard time series data prerequisites: the dataset must be a continuous time series
without missing values and should have an adequate sample size for reliability. No specific transformations
or unique properties are necessary for application.

Table 3.4: Options of Model classes in AFP

Option | Preferred Model | 1st Fall-Back | 2nd Fall-Back
Option 1 | VECM VAR Holt-Winters
Option 2 | VECM Holt-Winters | None

Option 3 | VAR Holt-Winters | None

Option 4 | Holt-Winters None None
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3.4 Development of candidate models

After the model class is selected, the model configurations need to be determined. The Holt-
Winters, VAR and VECM model all have some unique configurations. When utilizing the model,
the objective is to select the configurations that approximate the true underlying system. The
process of finding these configurations will be done by first creating candidate models, each
with different configurations. After the creation of the candidate models the final *best’ model
can be selected, which ideally approximates the underlying system. The method for creating the
candidate models for Holt-Winters, VAR and VECM will be elaborated in the following three
subsections.

3.4.1 Candidate model selection: VAR

The key configurations of the VAR model are the selection of variables, and their associated lags
(Hyndman & Athanasopoulos, 2018). The process of selecting the possible variables and lags of
interest is done by using the Granger Causality test. This approach has been done in previous
research by amongst other (Ashuri & Shahandashti, 2012; Faghih & Kashani, 2018). Following
the selection of explanatory variables with a leading relation, a model is created with all possible
combinations of these variables and their time lags. This approach guarantees that all potential
models are examined.

A fictive example of this is given in figure 3.4. In this figure, the variable ’steel’ is analyzed for
Granger Causality with various explanatory variables. The fictive findings indicate that both CPI
and PPI have a predictive relationship with ’steel’, making them useful for forecasting. Following
this, all potential combinations of lags identified in the Granger Causality test are combined into

different candidate models.
Variables .w1th a causal [l e
> relation and N S
. combinations
corresponding lags

Steel-CPI on lags 1,2 variables: Steel CPI, models: VAR(1), VAR(2)
Steel-PPI on lag 1 variables: Steel PPI, models: VAR(1)
variables: Steel, CPI, PPI, models: VAR(1), VAR(2)

Explained variable: Steel

‘ Example of var model selection process ‘

Figure 3.4: Model selection process VAR

3.4.2 Candidate model selection: VECM

The VECM model, as an extension of the VAR framework, inherits its selection process. All
steps applicable to the VAR model’s variable and lag selection, are similar in the creation of
candidate VECM models. The process extends to examining the rank of cointegration among
variable combinations. Should the rank exceed zero, indicating a cointegrated relationship, a
VECM is formulated corresponding to that rank.
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3.4.3 Candidate model selection: Holt-Winters

The Holt-Winters model can come in different forms, allowing for the creation of different
models. This is due to its capability of incorporating both trend and seasonal components.
These components can be structured in additive or multiplicative terms. The categorization of
these models was originally proposed by (McCormick, 1969), who included the concept of a
multiplicative trend. This framework was further expanded by (Gardner, 1985), introducing the
additive damped trend, and by (J. W. Taylor, 2003) with the multiplicative damped trend.

In this study, the multiplicative trend is excluded, aligning with (Hyndman & Athanasopoulos,
2018) recommendations. Multiplicative trends assume that growth continues at an increasing
rate, leading to exponential forecasts. This assumption is considered unrealistic for long-term
predictions in construction indices.

Table 3.5 outlines the nine viable smoothing techniques. Each of these techniques will be
further explored through variations, including the application of a Box-Cox transform and a
log transform. This transform encompasses three scenarios: a fitted Box-Cox transform where
the value for lambda is optimized to transform the data to a normal distribution, a Box-Cox
transform with lambda set to O (equivalent to a logarithmic transform), and the absence of any
Box-Cox transform. Additionally, we will investigate different seasonal patterns, including no
seasonality, and seasonal cycles of 2, 3, 4, 6, and 12 periods in a year.

Table 3.5: Different Holt winter configurations

Seasonal Component

Trend Component  None (N) Additive (A) Multiplicative (M)

None (N) (N,N) (N,A) (N,M)
Additive (A) (A,N) (AA) (A,M)
Additive Damped (Aq)  (Ag,N) (Ag,A) (Ag,M)

3.5 Selection of final model

After the candidate models have been created, a final model that will make the future predictions
will be selected. This process consists of two steps, the first one is to filter out the *bad’ models
based on residuals, often termed residual diagnostics. After, the final model is selected based on
an information criterion.

3.5.1 Residual diagnostics filter on different models

After the candidate models are created and fitted a residual diagnostics filter is applied to filter
out models. Using appropriate diagnostic checks will likely lead to a model that is at minimum a
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good approximation of the *True’ model (Chatfield, 2001). The residuals of a model are obtained
by calculating the difference between the observation and the corresponding fitted values.

e =Y — Y- (3.2)

Where ¢; is the residual, y; is the actual value, and ;. is the fitted value. The residuals are ideally
uncorrelated and have a mean of zero (Hyndman & Athanasopoulos, 2018). In the case that the
residuals do not have these properties a better model can be created, since certain patterns are
not captured.

To verify the first criterion of uncorrelated residuals, we employ the Ljung-Box Q-statistic
(Ljung & Box, 1978). This statistical test operates under the null hypothesis that the time series
exhibits no serial correlation. We apply the Ljung-Box Q-statistic up to a lag of 12 to assess
serial correlation. This approach aligns with methodologies used in various studies (Faghih et al.,
2021; Hwang et al., 2012; wei Xu & Moon, 2013; Sekma, Elleuch & Dridi, 2016).

For the second criterion, ensuring a zero mean in the residuals, we conduct a standard t-test with
a significance level of 5%. The null hypothesis of this t-test hypothesizes that the mean of the
residuals is zero. Rejection of this hypothesis implies a mean significantly different from zero,
indicating that the model may not be suitable for use. This t-test assumes that the residuals are
approximately normally distributed.

3.5.2 Information criterion

After applying residual diagnostics to filter models out, the next step is selecting an optimal
model, here the bias-variance trade-off will be utilized. High bias indicates model under-fitting,
leading to poor performance on training data and low predictive accuracy for testing data.
Conversely, high variance suggests over-fitting to training data, enabling excellent predictions for
these specific data points but poor generalizability. Both high bias and variance typically result
in reduced predictive accuracy on test data, as highlighted by (Burkov, 2020; Chatfield, 2001).
Figure 3.5 graphically represents this trade-off, highlighting the ’zone of solution’—an ideal
equilibrium between bias and variance. One approach to achieving this balance is employing an
information criterion. This criterion penalizes excessive model complexity while rewarding good
fit, aiding in finding the balance. The Akaike Information Criterion (AIC) is employed for final
model selection, the AIC is formulated in formula 3.3. The model with the lowest AIC will be
utilized for forecasting.

AIC =2k —2In(L) (3.3)

Where:

* k is the number of parameters in the statistical model.

e L is the maximum value of the likelihood function for the model.
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Figure 3.5: Bias variance trade-off

3.6 Predicting with the selected model

This section will focus on transferring the initial point forecasts of the resource indices to a
distributional forecast. A distributional forecast refers to the range of possible future values with
there associated probabilities. These distributions can then later be integrated into a Monte Carlo
simulation for the final tool, as mentioned in section Research objectives. Distributional forecast
can be transferred into a Prediction Interval (PI) which specifies an interval within which we
expect the future value to lie in with a specified probability. While the Monte Carlo simulation
will not utilize a prediction interval, they are relevant within this study as they allow for assessing
the quality of the intervals created, thereby facilitating an assessment of the distribution forecast’s
accuracy. Additionally, most literature on accounting for uncertainty is related to prediction
intervals rather then distributional forecasts, as often this is the final result of interest.

This chapter will first provide some background information on creating prediction intervals
and distributional forecasts. After this the method for creating the distributional forecast and
prediction intervals will be explained.

3.6.1 Distributional forecasts & prediction intervals

Since the indices we are forecasting are unknown, it can be thought of as a random variable
(Hyndman & Athanasopoulos, 2018). For example, the aim could be to forecast the index value
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of the steel price for next month, or for next year. When forecasting the value of next month, the
range of possible values will be a lot smaller opposed to when next year would be forecasted.
This range of possible values with associated uncertainty could be expressed by the distributional
forecast. The creation of distributional forecasts is an important procedure because decisions
may depend on the level of uncertainty (Scott, 2001). When the range of possible future values is
very broad, the choice can be made to look for alternatives, or use methods to be robust against
these uncertainties. For example if the decision is between a steel frame and a concrete frame,
and the uncertainty of the future cost for steel is a lot higher, the choice could be made to use a
concrete frame. Similarly a different contract form could be used to cover some of this risk for
large cost escalation.

The forecast that we obtain with the selected model represent the mean of this distributional
forecast. A time-series forecast consists of at least four sources of uncertainty, as stated by
Hyndman and Athanasopoulos (2018): “

1. The random error term;

2. The parameter estimates;

3. The choice of model for the historical data;

4. The continuation of the historical data generating process into the future.

2

Overconfident forecasts often arise from neglecting key sources of uncertainty, as emphasized
by (Scott, 2001). Prediction intervals are frequently too narrow, a problem recurrently noted
in literature (Hyndman, Koehler, Snyder & Grose, 2002; Hyndman & Athanasopoulos, 2018;
Chatfield, 2001). This narrowness primarily stems from omitted uncertainty sources (Hyndman &
Athanasopoulos, 2018; Chatfield, 2001). Common practice involves constructing PIs considering
only the random error term, using residuals to estimate future forecast errors. However, this
approach is limited as out-of-sample forecasts often exhibit greater variance (Makridakis &
Winkler, 1989; Chatfield, 1993; Hyndman & Athanasopoulos, 2018) and it assumes normal
distribution of residuals, which is not always valid (Hyndman & Athanasopoulos, 2018; Chatfield,
2001). To overcome some of these limitations, while using a method that is applicable to all
three timeseries models a method that utilizes the Moving Block Bootstrap (MBB) is used.

3.6.2 Moving Block Bootstrapping

The method utilized was initially proposed by Bergmeir, Hyndman and Benitez (2016). The
method combines STL decomposition, Moving Block Bootstrap, and Box-Cox transformation.
For this study, Box-Cox is substituted with logarithmic transformation. This substitution was
made because applying a Box-Cox transform to every time series in a multivariate model can
lead to significant disparities between the time-series values within the model. These disparities
are due to differences in the lambda values used in the transformation.
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The first step in this method involves STL decomposition, dissecting the time series into season-
ality, trend, and residuals. Then, the residuals are transformed into a new series using Moving
Block Bootstrapping, which includes: (1) randomly selecting a point in the series, (2) choosing a
predetermined number of subsequent data points (block size), and (3) appending this block to
the residuals (MBB is visualized in appendix D). This process repeats until reaching the training
data length, and it is performed 'n’ times (e.g., 1000) to generate n slightly different bootstrapped
time series. When considering VAR and VECM models, this method is applied to each series in
the model.

The generated bootstrapped time series are then used to fit new models, extending predictions to
the planned horizon and producing ’n’ distinct forecasts. The selected model resulting from the
AFP will be used to fit to the bootstrapped data. Every fitted model will have different parameters
resulting in different forecasts. After this process, n amount of forecasts will be available.

The generated forecasts need to be converted into a (1) prediction interval for assessing the
quality and (2) a distributional forecast for the implementation in the Monte Carlo simulation.
Both of these will be done using the assumption that the bootstraps are normally distributed,
which is a common assumption (Hyndman & Athanasopoulos, 2018). This assumption allows us
to generate a 95% prediction intervals with formula 3.4 (Hyndman & Athanasopoulos, 2018). In
a similar vein, it enables the construction of a normal distribution for the distributional forecasts,
where the mean is derived from the forecast of the original series, and the standard deviation is
obtained from the variability observed in the bootstrapped forecasts.

Yr4nr £ 1.96 X 6 (3.4)
Where:

* yr4nr 18 the forecasted value at time 7' + & given the information up to time 7',

* G, is the estimated standard deviation of the forecast error at horizon .

While ideally the process of selecting a model would be repeated for each bootstrapped series,
allowing for the covering of model uncertainty. This process would become too computation-
ally intensive. For this reason the utilized bootstrapping approach attempts to account for the
uncertainty coming from the parameters and the random error term (source 1 and 2)(Hyndman
& Athanasopoulos, 2018). Note here that source 3 and 4 are not accounted for, most likely still
resulting in over-optimistic intervals. Also the assumption of a normal distribution might not be
the most accurate representation. these two limitations leave room for improvement within the
process of creating PI’s and distributional forecasts.

A key benefit of the described method lies in its ability to maintain the statistical properties
and patterns of the series, notably stationarity, as outlined by (G. S. H. Li & Maddala, 1996).
While it is anticipated that stationarity will be preserved, the retention of Granger causality and
cointegration remains unverified to date. This aspect represents an area of potential exploration
in future research. Additionally the method can be applied in a relatively similar manner to the
Holt-Winters, VAR and VECM model, which allows for straight forward implementation into
the Automated Forecasting Process (AFP).



Chapter 4

Selection and validation of automated time
series forecasting processes

The primary goal of this chapter is to identify the most suitable set up for the Automated
Forecasting Process (AFP) that can later be integrated into the final tool. Where the *most
suitable set up’ refers to the model classes that will be considered in the AFP (see 3.4 for the 4
options) and the determining of some key configurations.

The chapter initially details the methodology for model evaluation further, including the per-
formance metrics for AFP selection and the data train test splitting strategy. After this some
key configuration of the AFP will be determined for the different model classes. Once the key
configurations are established, the model classes are ranked based on performance. After this
step the combination of model classes that is expected to perform best will be selected. Finally
the accuracy of this configuration will be demonstrated.

4.1 Selection process of the automated forecasting process

For the selection of the best performing AFP and corresponding configurations a grid search
will be employed. Each configuration will be tested on different time-frames according to the
rolling window train-test split elaborated in subsection 2.4.1. The time-frames of the rolling
window splits are visible in table 4.1. The tuning and selection of the AFP will be based on a
single performance metric, the interval score (outlined in equation 2.14). Using a single metric,
as recommended by (Burkov, 2020), simplifies the specification tuning and AFP selection
process. The interval score was selected as this metric because it effectively captures both the
accuracy of the point forecast and the quality of the prediction interval. Accurate point forecasts
naturally lead to reliable intervals, making the interval score a comprehensive measure of forecast
performance. The prediction intervals constructed in this study are 95% confidence intervals.
Two configurations will be optimized the training size and the block size of the bootstraps.

Training size will be optimized as older data might become less useful due to structural changes
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in the system (Hyndman & Athanasopoulos, 2018). For this reason a long training size might
capture data that is no longer relevant, while a shorter training size might not be enough to
capture the true underlying pattern. For this reason, finding an optimal size is important. The
AFP’s will be tested with a training size of 5, 10 and 15 years.

The block size, which is relevant within the Moving Block Bootstrap (MBB), is a configuration
that determines the size of consecutive data points to be re-sampled. The optimal block size
remains a subject of debate, as evidenced by various studies (G. S. H. Li & Maddala, 1996;
Carlsteinl1986, n.d.; Kunsch, Ktnsch & Zurich, 1989; Hall & Horowitz, 1993; J. Li, 2021;
Bergmeir et al., 2016). Bergmeir et al. (2016) recommended a 24-month block size for an
exponential smoothing model to preserve any residual seasonality. Similarly, (J. Li, 2021) advise
using large blocks in blocked bootstrapping for a VAR model. Carlsteinl986 (n.d.) observes that
increasing the block size reduces bias but increases variance. Ambiguity remains due to the three
different time-series models used (Holt-Winters, VAR, VECM). To address this, the research
explores block sizes of 6, 12, 18, and 24 months to determine their impact on the accuracy of
prediction intervals.

The difference in configuration in block size and training size will be tested on each different split.
After which, for the forecasting horizons of 1, 2, 3 and 4 years the Interval score is calculated.
This allows for selecting the optimal configuration through a grid search. While in this study
only the training size, and block size is varied. This process can be extended for finding the
optimal configuration for many other aspects e.g. method for data processing, incorporation of
dummy variables, information criterion used. Due to the scope of this research this exploration
will remain limited.

Table 4.1: Training and testing periods for different splits

Split Train Period Test Period
Split 1 | 1993-01-01 - 2007-12-01 | 2008-01-01 - 2011-12-01
Split 2 | 1994-01-01 - 2008-12-01 | 2009-01-01 - 2012-12-01
Split 3 | 1995-01-01 - 2009-12-01 | 2010-01-01 - 2013-12-01
Split 4 | 1996-01-01 - 2010-12-01 | 2011-01-01 - 2014-12-01
Split 5 | 1997-01-01 - 2011-12-01 | 2012-01-01 - 2015-12-01
Split 6 | 1998-01-01 - 2012-12-01 | 2013-01-01 - 2016-12-01
Split 7 | 1999-01-01 - 2013-12-01 | 2014-01-01 - 2017-12-01
Split 8 | 2000-01-01 - 2014-12-01 | 2015-01-01 - 2018-12-01
Split 9 | 2001-01-01 - 2015-12-01 | 2016-01-01 - 2019-12-01

4.2 Results: Holt-Winters automated forecasting process

Based on the results of the different configurations of the AFP, the different train-test splits and
the various variables predicted, two tables are created. Table 4.2 delineates the optimal training
duration and the ideal block size for forecasting prediction intervals across different variables.
This table also presents the average interval score, which is calculated over all train-test splits and
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across different forecasting periods (1, 2, 3, and 4 years) for each variable. Table 4.3 shows the
average interval score for each forecasting horizon. It becomes evident that the optimal training
sizes and block sizes vary depending on the variable being forecasted. Notably, more volatile
indices such as Steel, Copper, and Asphalt exhibit higher interval scores, indicating less precise
intervals. As anticipated, forecasts extending over longer periods tend to be less accurate.

Regarding the configuration of the models, there is no single best approach that applies universally
to all variables. Although longer training periods of 120 or 180 months are generally preferred,
there remains some uncertainty in choosing between models. In terms of block size, the only
consensus is that a shorter block size of 6 months has not been selected by any model.

Table 4.2: Holt-Winters: AFP results overview

Variable Model Type | Train Size | Block Size | Average Interval Score
PPI: Steel Holt-Winters 120 18 424.7
PPI: Concrete Holt-Winters 180 12 78.1
construction wage | Holt-Winters 180 12 53.4
PPI: Copper Holt-Winters 60 18 743.0
PPI: asphalt Holt-Winters 120 24 275.6
PPI: sand Holt-Winters 120 24 58.6

Table 4.3: Holt-Winters: results average interval score over the different forecasting horizons

Variable 12-Month | 24-Month | 36-Month | 48-Month
Horizon Horizon Horizon Horizon

PPI: Steel 189.8 403.8 552.8 584.7

PPI: Concrete 22.8 514 93.7 144.7

construction wage 20.7 36.9 62.8 93.2

PPI: Copper 405.3 659.4 878.0 1029.4

PPI: asphalt 204.5 263.9 299.8 334.1

PPI: sand 13.1 36.8 72.1 112.5

4.3 Results: VAR automated forecasting process

The AFP that utilized the VAR model had 2 key requirements that needed to be met before
the VAR model can be utilized: the existence of Granger causality between the explained and
explanatory variables, and the necessity for the data to achieve stationarity after applying natural
logarithm transformations and differencing (detailed in section 3.3). From the results tables it
is clear that these requirements where not met for the explained variables concrete and sand.
Comparing the results with the previous Holt-Winters AFP, it is apparent that the interval scores
for the VAR model are generally less favorable across all variables, with the exception of
construction wage, which shows a slight improvement. Consistent with previous findings, a
preference for longer training and block sizes is evident. Notably, the interval scores for steel
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and copper are particularly poor, suggesting that the VAR AFP has not successfully captured the
underlying model for these variables.

Table 4.4: VAR: AFP results overview

Variable Model Type | Train Size | Block Size | Average Interval Score
PPI: Steel VAR 180 24 615.2
construction wage VAR 120 6 50.0
PPI: Copper VAR 180 24 1439.3
PPI: asphalt VAR 180 24 383.0

Table 4.5: VAR: results average interval score over the different forecasting horizons

Variable 12-Month | 24-Month | 36-Month | 48-Month
Horizon Horizon Horizon Horizon

PPI: Steel 322.8 681.6 706.4 750.2

construction wage 15.5 38.7 61.5 84.2

PPI: Copper 569.4 1270.1 1768.7 2149.1

PPI: asphalt 76.6 259.9 476.1 719.4

4.4 Results: VECM automated forecasting process

The VECM model, an extension of the VAR model, shares similar prerequisites, such as stationar-
ity (in VECM, this is manifested as having the same order of integration) and Granger Causality.
Additionally, the VECM model requires a cointegrated relationship among the variables in the
model. The explanatory variables that meet these criteria for model selection in the VECM AFP
are the same as those in the VAR AFP. For the eligible variables, each appears to significantly
outperform the preceding VAR model. In terms of optimal performance, both the block and
training sizes tend to be longer. Notably, the VECM model for construction wage is particularly
effective, yielding highly accurate prediction intervals.

Table 4.6: VECM: AFP results overview

Variable Model Type | Train Size | Block Size | Average Interval Score
PPI: Steel VECM 120 24 177.3
construction wage VECM 120 12 16.7
PPI: Copper VECM 120 18 650.8
PPI: asphalt VECM 180 12 250.4
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Table 4.7: VECM: results average interval score over the different forecasting horizons

Variable 12-Month | 24-Month | 36-Month | 48-Month
Horizon Horizon Horizon Horizon

PPI: Steel 76.4 227.6 205.1 199.9

construction wage 4.4 5.6 18.7 38.0

PPI: Copper 553.8 638.8 729.1 681.4

PPI: asphalt 40.8 83.8 173.3 703.7

4.5 Selection of the automated forecasting process

For the selection of the final configuration of the AFP, the four options listed initially in table
3.4 are compared. Before being able to make this comparison, the optimal training size and
block size needs to be determined for each model class. In an ideal scenario, each variable would
be processed using its best-performing configuration. However, from a practical standpoint,
programming and integrating such a tailored approach into the tool is unfeasible given the scope
of the research. For this reason the overall best performing configuration of each model class
will be selected. Consequently, the optimal combination of training size and block size for the
VECM, VAR and Holt-Winters AFP’s is determined by evaluating the average interval score
across all combinations of training sizes and block lengths. Interestingly, this analysis yielded
the same optimal block size for all three model classes, being 24 months. The optimal training
size, for the Holt-Winters and VECM model are both selected at 10 years, while the training size
for the VAR model is optimal at 15 years.

Now that the configurations of the block size and training size have been determined, the four
options for combinations are evaluated using this configuration. This comparison is visible in
table 4.8. From the table it becomes evident that the AFP that only utilizes the Holt-Winters
model performs best in terms of interval score. It can be noted that for the variables Concrete
and sand the result are always the same since the Holt-Winters fallback model is always utilized.
Additionally it is visible that incorporating the VAR model produces in the poorest results. Finally
the interval scores for the copper and steel remain high, indicating that a model that captures the
underlying system has not been found, for neither of the combinations. The rest of this research
will utilize the AFP that only uses the Holt-Winters model.

Table 4.8: Comparison of average Interval Scores

Variable VECM, VAR, HW | VAR, HW | VECM, HW | HW
PPI: Concrete 97.4 97.4 974 | 974
PPI: Copper 1071.7 1439.3 642.4 | 800.7
PPI: Steel 565.4 628.7 444.3 | 428.6
PPI: asphalt 692.3 509.3 692.3 | 275.6
PPI: sand 58.6 58.6 58.6 | 58.6
construction wage 61.5 71.2 55.1| 579
Average of variables 424.5 467.4 331.7 | 286.5
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4.6 Performance of the selected automated forecasting process

In evaluating the effectiveness of the Holt-Winters AFP, several key performance metrics are
utilized. Mean Absolute Percentage Error (MAPE), defined in equation 2.12, measures the
accuracy of the percentage change predictions. To identify any consistent bias in the forecasts,
a bias metric (as detailed in equation 2.13) is applied, revealing whether the model tends to
systematically overestimate or underestimate values. Additionally, interval coverage is examined
to compare the aimed coverage with the actual coverage achieved by the model.

4.7 Overall performance

Table 4.9 presents a comprehensive summary of the performance metrics across various variables.
These metrics are averaged over four different testing set lengths (1, 2, 3, and 4 years), with
detailed results for each length available in Appendix B. The average MAPE of all variables
remains below 10. It is evident from the table that the model’s performance on copper is notably
poorer compared to other variables, exhibiting a significant bias of 12, which indicates a system-
atic overestimation of steel prices. Asphalt also displays a bias, in this case, an underestimation
of its price.

A key point of analysis in the model’s performance is the interval coverage, which significantly
diverges from the aimed 95% intervals. This divergence is particularly evident in the forecasting
of construction wages. Despite demonstrating favorable interval scores, the coverage for con-
struction wages is notably low. This pattern suggests that the forecasted intervals for construction
wages are quite narrow, resulting in actual values frequently falling outside these predicted
ranges. However, it’s important to note that when actual values do deviate from these narrow
intervals, the extent of deviation is minimal, which contributes to the favorable interval scores.
This indicates that while the model is precise in its predictions for construction wages, there is a
tendency for actual values to marginally exceed the forecasted range, highlighting an area for
potential refinement in the model’s predictive accuracy.

The forecasts for concrete, sand, and construction wages are relatively strong across most metrics.
These results indicate a robust performance in these areas, highlighting the model’s ability to
accurately predict changes in these specific variables. However, the varying performance across
different variables and the issues with interval coverage and bias in certain areas suggest areas
for further refinement and improvement in the forecasting model.
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Table 4.9: Summary of metrics for various variables

Variable Average Average Average Average

MAPE Interval Coverage | Bias
Score

PPI: Concrete 2.9 97.4 59.8 0.2

PPI: Copper 20.7 800.7 46.2 12.0

PPI: Steel 15.0 436.7 60.1 2.1

PPI: asphalt 5.5 275.6 71.2 -5.8

PPI: sand 1.5 58.6 65.9 0.8

construction wage 1.4 57.9 39.4 0.3

Average of variables 7.8 287.8 57.1 0.9

4.7.1 Performance of the different train-test splits

The investigation into the performance of different train-test splits is depicted in figure 4.1. This
figure presents the starting date of the testing set on the horizontal axis, with each testing set
spanning 12 months. On the vertical axis, both the interval score and the MAPE are displayed. A
notable observation is the diminished performance for tests beginning in 2008 and 2009, with
the year 2009, immediately following the financial crash, showing a significant spike in both
MAPE and interval score across nearly all variables. Apart from this decline in 2009, the results
demonstrate overall stability.

Further confirmation of this general stability is provided by Figure 4.2, which aggregates the
interval scores and MAPEs across all results. This distribution indicates that the majority of
observations are characterized by low interval scores and MAPEs, with only a small fraction
deviating significantly. The pattern of this distribution appears to align with a Pareto distribution,
suggesting a concentration of higher errors in a relatively small number of cases.
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Figure 4.1: Performance of the different train-test splits (length of testing set is 12)
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Chapter 5

Development of the tool: integrating change
of resource price with the base estimate

This chapter focuses on integrating the selected Automated Forecasting Process (AFP) with the
methodology for modeling the base costs, which will be introduced in this chapter. The initially
proposed conceptual overview of the tool displayed in figure 1.1 will be expanded into a detailed
final version of the tool’s architecture. A demonstration of the tool is not covered in this chapter;
instead, it will be explored in the following chapter 6.

Initially, the method for modeling project resource costs will be detailed. This will be followed by
presenting the architecture of the final tool. The architecture will incorporate the AFP, previously
demonstrated, along with the modeling of project resource costs. Lastly, the formulation of the
Monte-Carlo simulation, including its mathematical process, will be detailed.

5.1 Modelling the base cost

The final cost escalation is dependent on both the base cost of that resource, and the change in
the resource over a specific time frame (as can also be derived From formula 1.1). For this reason,
capturing the base cost of a resource is an important aspect for the modeling of escalation. To
adequately capture the base cost, the possible variation in construction cost needs to be taken into
account. The proposed tool will incorporate the cost uncertainty by sampling from a Probability
Density Function (PDF) that represents the potential deviations in base cost of the activities. By
integrating this component, the tool captures the variation in realized monthly cost.

In order to model this cost variation an appropriate distribution needs to be selected. The
conventional use of a normal distribution for this purpose is recognized and has been adopted in
various studies, including those by (Touran et al., 2006; wei Xu & Moon, 2013). Nonetheless,
the often skewed nature of project costs, characterized by a definitive lower bound and a more
variable upper bound, necessitates the exploration of alternative distributions.
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Several distributions have been investigated for better alignment with the skewness in project
costs. These include the Triangular, PERT , and Lognormal distributions. Research indicates
that the Triangular distribution tends to overestimate project costs, despite its ease of acquisition
through project manager estimates on likely, pessimistic, and optimistic costs (Chau, 1995; Chou,
2011). In contrast, (Sonmez, 2004) highlights the PERT distribution as a best fit, whereas (Wall,
1997) argues for the Lognormal distribution based on his findings. However, (Wall, 1997) also
points out that the impact of excluding correlations in cost data is more significant than the
choice between the Lognormal and PERT distributions, suggesting a less pronounced difference
between these options. For illustration purposes the triangular, PERT, lognormal and normal
distribution are illustrated in figure 5.1

For the purpose of this study, the PERT distribution has been chosen, which in essence is a
transformed beta distribution. This distribution offers both flexibility and ease of use, making it a
suitable choice for adequately modeling project costs in Monte Carlo simulations. This project
cost can be modeled by estimating the Optimistic (a), Most-likely (), and Pessimistic (b) cost
estimates for a project task. This is done by transforming these three values to a Beta distribution
by calculating the o and B parameter as follows:

m-—a

OC:l—|—4><b_a 5.1
bh—
B=1+4x b—m (5.2)

Random costs can then be generated based on the transformed Beta distribution where the
optimistic and pessimistic value are used for scaling:

Random Costs = a+ (b —a) x Beta(a, ) (5.3)

Where:

a is the Optimistic cost estimate.

m is the Most-likely cost estimate.

b is the Pessimistic cost estimate.

o and 3 are shape parameters for the Beta distribution.

Beta(a, B) is the sample from the beta distribution.
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Triangular Distribution Beta PERT Distribution Lognormal Distribution Normal Distribution

Figure 5.1: Illustrative plot of cost sampling distributions

5.2 Required project estimates

For the use of the tool a comprehensive input needs to be developed that allows for modeling the
expected base cost of each resource. The design of the user input emphasized flexibility in the
level of detail, allowing for estimates instead of insisting on precise values for all material costs.
This led to the input format presented in table5.1. The developed input encompasses certain
simplifications: it differentiates solely between material and labor costs, omitting equipment costs
present in actual construction projects. Additionally, it utilizes a predetermined set of materials
(outlined in 3.1.1), which might not cover every specific material required. Furthermore, it
operates under the assumption that the cost of materials scales linearly to the total activity cost.
This implies that if the cost of an activity is 10% higher, the cost of any material within that
activity will also increase by 10%. The advantage of these simplifications lies in their elimination
of the need for detailed information, thereby providing an approximation accurate enough to
produce valuable output.

Beyond these simplifications designed for ease of input, there is a constraint. This limitation is
that it only accommodates activities occurring in parallel, rather than activities in series. This
simplification is due to the proof-of-concept objective for the tool. The specifics of each input
category are elaborated further below:

* ID: unique ID of each of the activities

* Object: name of the activity

* Duration: a whole number that should tell the duration from the start of the activity until
at what point the escalation should be calculated.

* Optimistic, most likely and pessimistic value: these are the inputs for creating the beta
sampling distribution of that specific activity.

* % cost due to labour, % cost due to n: The percentage cost of that resource that
contributes to the total activities cost of the initial estimate. This allows for calculating the
cost of each resource dedicated to a specific activity.
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Table 5.1: Project Cost Estimates and Contributions (including some example input)

id | activity Duration | Predecessor | Optimistic | Most- Pessimistic | % cost due | % cost due | % cost due
(months) cost likely cost | cost to Labor to .... ton

1 Sample 6 €600.000 | €750 €1000 50% 30% 20%
activity 1
Sample
activity 2

n | Sample n-1 €. €. €. ..% % .. %
activity n

5.3 Architecture of the final tool

As a final step both the AFP for the indices and the distribution of the estimated base cost need
to be integrated. In order to integrate both components a Monte Carlo simulation is utilized.

A Monte Carlo simulation is a computational technique that uses random sampling to model
and analyze systems. The method involves running a large number of simulations with different
random inputs to calculate a range of possible outcomes for a given scenario. After aggregating
these outcomes, inference can be made on statistical properties (such as mean, variance) that
help in understanding the likelihood of various results and in making informed decisions under
uncertainty.

Integrating the AFP with the format of the project base cost results in figure 5.2, which is a
concise version of the full architecture of the tool. The full architecture can be found in appendix
C. It consists of two data inputs: one for generating a PDF for sampling the percentage change in
the indices that represent the project resources, and another for sampling the base cost of the
activities. The Monte Carlo Simulation will sample from both distributions. After the samples are
pulled the needed calculations are done to translate the samples into the total cost and escalation
of the various resources. Below a brief summary of the most important components are provided.

Transform estimate to PERT distribution

Indices of resources that
are in the proiect

cost of resources per activity, and timing of
each activity

PDF of cost for each
activity

Automated forecasting
process*

Process is
done for
each
resource

Distributional forecast for
each month

Final escalation per material for all Monte

Monte Carlo simulation
Carlo runs

<

* Full automated forecasting process is visible in the appendix

Figure 5.2: Tool architecture (concise), for complete version see the appendix
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1. The base cost estimates is the user input which should accommodate different types of
construction projects including the corresponding resources. It facilitates the calculation
of uncertainty within the project, converting cost of the various activities into a PDF for
sampling in the MCS.

2. The second data source consists of historical data of the indices needed for modeling the
change in a projects resource prices. This data source are the indices selected in section
3.1.1.

3. The PDF of base cost for each activity is designed to capture the uncertainty of expenses
of each object or activity, and with this capture the uncertainty in resource cost. This is
achieved by converting the optimistic, most likely and pessimistic estimate of each object
into the PDF of a PERT distribution.

4. The Distributional forecast for each month aims to model the anticipated monthly
changes in the prices of resources, such as labor, steel, and concrete. This forecast is
obtained by using the developed AFP, which uses the Holt-Winters model.

5. The Monte Carlo Simulation integrates the PDF project costs with the resource’s PDF.
An elaborate description of the calculation used in the Monte Carlo simulation is given in
section 5.4.2.

It can be noted that the overall architecture and the 5 key components are in line with the
Research objectives and the provided Conceptual overview of the tool .

5.4 The Monte Carlo simulation set-up

This section will elaborate further on the application of the Monte Carlo simulation. The Monte
Carlo simulation allows for combining the uncertainty in base cost and uncertainty in the
prediction of the change in resource price. Additionally some underlying calculations are done
that account for the project timeline and material cost associated with each project activity.

First the method for sampling is outlined, after this the underlying calculations in the Monte
Carlo simulation are detailed.

5.4.1 Sampling from forecasted time-series

In the context of future escalation sampling, two principal methodologies were explored at a
high level. These methods were analyzed by examining how realistic the future paths will be and
the consequent implications for predictive accuracy. Furthermore, the computational intensity
of each approach, along with the associated time required for making predictions. Additionally,
the overall complexity of the methodologies was examined to ensure a practical equilibrium
between the expended effort and the derived utility.

The first method involves a step-wise prediction process: predicting a single time-step ahead,
inclusive of upper and lower bounds, followed by sampling from this prediction for the subsequent
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time-step. This iterative procedure is repeated until the desired prediction horizon is achieved. The
primary advantage of this approach is its ability to produce a plausible trajectory for the predicted
time-series. However, a significant drawback is the expected computational intensity, which
is intensified due to the chosen blocked bootstrapping technique for estimating the confidence
interval.

This computational demand can be demonstrated with a simple numerical example. For this
example the following properties are selected for the simulation: forecast horizon (H) of 12
months, wherein each month involves 500 bootstrap samples (B) for estimating the bounds, and
10,000 Monte Carlo simulation runs (M). The total number of model fittings (Ng,) is calculated
as follows:

Nie = H X B x M = 12 x 500 x 10000 = 60 x 10° (5.4)

Considering the inherent computational demand of model fitting, this approach’s nonlinear
increase in computation time is sub optimal. The implementation complexity is also expected
to be elevated due to the needed tight coupling between the Monte Carlo simulation and the
time-series prediction model.

The second method, which was ultimately chosen, involves estimating the mean and standard
deviation for the entire forecast horizon. In this approach, future values for the entire horizon
are forecasted in a single computation. Subsequently, during the Monte Carlo simulation, the
mean and standard deviation for the last month’s forecast is sampled and the observation in
between are interpolated linearly. This methodology effectively eliminates the H term from the
equation reducing the frequency of model fittings, thereby significantly reducing computational
time. A notable limitation, however, is the potential for less realistic future paths, as samples are
only taken for the final observation. Nevertheless, the reduced complexity—stemming from a
looser coupling between the time-series prediction and the Monte Carlo simulation—renders
this method more advantageous and thus preferred.

5.4.2 Integration of time-series sample with the base cost samples

Now that the method of sampling from the escalation, and the method of sampling from the
project cost has been discussed, both components can be brought together. The final simulation
needs to account for the moment an activity is executed and for the specific resources used for
that activity. Together this will give the project specific escalation.

The Monte Carlo simulation’s methodology involves four steps for each resource in a single
simulation run. These steps are essential for understanding the total cost escalation. Familiarity
with the format of the project input, as outlined in Table 5.1, is recommended for effectively
following the example.

Vector representations are used in the example to clarify the calculations. While the accompanying
explanation aims to be accessible to a diverse audience. The resource escalation is calculated at
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the end of each activity, based on the assumption that the escalation index remains valid up to
that point. In practice, the actual timing might vary, but for the purposes of the example, this
does not matter.

The four steps below are replicated for each resource and every run of the Monte Carlo simulation.
In the final tool, not only the escalation for each resource is tracked, but also the overall project
cost and the individual cost for each resource.

STEP 1 generating a random sample of each activity’s base cost (sampling from the PERT distribu-
tion) and the future escalation (sampling from the distributional forecast of each month).
Additionally the percentage of resource cost per activity is retrieved. This will result in
vector representations of the following format:

For the sample of the base cost:

Crandom cost = [Cl ¢y CN} (5.5)

For the percentage of resource cost per activity, per resource:

Pmaterial cost % = [pl.,i pP2i pN,i] (5.6)

For the sample of project escalation for a specific resource the last months forecast value
is sampled:

€prediction month T,i = [eT} (5.7)

This forecast is interpolated to get the predicted index of all months:

€predicted index,i = [€0 €1+ eT] (5.8)

Where:

® €predicted index,i Fepresents the sampled index vector for resource i , with each element
e; corresponding to the resource index at month 7.

* Crandom cost 1S the vector representing the sampled cost of all activities. Each element
¢, corresponds to the cost of the n'” activity.

* Presource cost % represents the percentage of resource cost per activity. Each element
pn corresponds to the percentage of the total cost that is attributed to the resource i
for the n'* activity.

e N is the total number of activities/elements.
e T is the total number of months.
* i represent the different resources in the project

STEP 2 After selecting the samples, the index change between the start of the project and the
moment of escalation, in this case at the end of an activity, is calculated. This calculation
is represented by:

Aen;= (5.9)

Where:
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* Ae, ; denotes the percentage change in the index of the resource i from the start of
the project to the end of activity n.

* 1, is the month number corresponding to the end of activity n,
* ¢ is the escalation index at the start of the project.

STEP 3 Calculate the escalated cost of the material for each activity by applying the percentage
of material cost to the total cost of the activity, and then adjusting for escalation. This is
represented by:

My = Cp+ Pn,i*Den (5.10)
Where:
* my,; represents the escalation of the resource i for activity n.
* ¢, is the total cost of activity n, an element from C;andom cost-

* pn, 18 the percentage of the cost attributed to a resource i for activity n, from
Pmaterial cost %-

* Ae,; is the escalation factor for activity n.

STEP 4 Sum up the escalated resource costs for all activities to get the total escalated cost of the
resource i. This is represented by:

N
Eotali = Z My i (5.11)
n=1

Where:
* Eioali represents the total escalation for that resource (i) for the entire project.

* m, is the escalation of that resource for each activity n.



Chapter 6

Tool application: highway construction
project

This chapter provides a demonstration of the developed tool, using data from a cost breakdown
structure of a highway project as input. The primary aim of this demonstration is to showcase
the functionality of the tool, and how to use it. It’s important to note that the focus here is not on
the validity of the input or the output.

The chapter will start by outlining the input required and the steps for using the tool. Following
this, the various outputs of the tool will be examined using the highway project for demonstration.
The process by which these outputs are derived from the initial Monte Carlo simulation will be
detailed, and guidance will be provided on how to make decisions based on this output.

6.1 User data input: base cost estimates

This section will present both the interface designed for inputting project data and the specific
project data utilized in the tool’s demonstration.

6.1.1 Input interface

To enhance user accessibility, a hybrid data input method combining a web interface and an Excel
file has been adopted. This approach leverages the familiarity of Excel for numerical data entry,
supported by a web interface that facilitates the hosting of the model. The web interface enables
users to download an Excel template for data input, which includes a tab with instructions for
data input.

Users input their data in the Excel sheet, similar in format to the table shown in table 6.2. Once
the Excel sheet is completed, it is uploaded via the web interface (illustrated in figure 6.1). A
feature of this interface is that it allows for controlling the time over which the escalation of an
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activity is calculated. For instance if all materials for a steel frame are purchased at the project’s
start this can be reflected.

the user can select the moment until when the materials and labor of the corresponding activity
are escalated. To elaborate, one might buy all materials for building the steel frame at the very
start of the project, this can then be reflected in this input. The final input is then displayed on the
web interface, as shown in figure 6.2. This is visualized, with an interactive chart, that shows the
corresponding information of each activity (created with (Inc., 2024) ). Subsequently, users can
execute the escalation tool by clicking the designated button, triggering the generation of output
(detailed in subsequent chapters). The web interface is developed using the Python package
Streamlit (Streamlit, 2024), chosen for its simplicity in creating user interfaces for Python-based
models.

Escalation modeling tool

Download Excel input File

Download the excel input template above and upload it in the box below after filling it in according to the 'instructions'
tab

Drag and drop file here
Limit 200MB per file « CSV

Browse files

Figure 6.1: User interface: downloading and uploading project data Excel

Figure 6.2: Timeline of uploaded project data, including markers for moment until when activity
resources are escalated. In this example the escalation of the resources is calculated until the
start of each activity.
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6.1.2 User input: highway project

Using the previously described user-interface the input for the highway project can be filled into
the Excel sheet. Although the actual Excel sheet comprises a single table, it has been divided for
illustration purposes. Table 6.1 displays the optimistic, most likely, and pessimistic estimates of
the project activities at current day value. These estimates are converted into a PERT distribution.
The table also shows that all activities are sequenced in series, as indicated in the predecessors
column. In reality there will be overlap in these, activities. For the highway project, all materials
have been simplified to include only steel, concrete, sand, and asphalt (visible in table 6.2).
Assuming that this will cover the large majority of materials. From the input it is visible that the
project is expected to have a high labor intensity.

Table 6.1: Project cost estimates: highway project

ID | Object Duration (Months) | Predecessor | Optimistic Cost | Most-Likely Cost | Pessimistic Cost
1 | Site Set-Up 6 - $30,384 $33,760 $37,136
2 | Geotechnics 6 1 $38,250 $45,000 $54,000
3 | Drainage 6 2 $13,500 $15,000 $17,250
4 | Structures 24 3 $57,600 $72,000 $100,800
5 | Road Construction 12 4 $73,600 $92,000 $115,000
6 | Noise Reduction 6 5 $25,500 $30,000 $34,500

All numbers in thousands

Table 6.2: Cost per resource: highway project

id | Object % Cost due to Labor | % Cost due to Steel | % Cost due to Concrete | % Cost due to Sand | % Cost due to Asphalt
1 | Site Set-Up 100% - - - -

2 | Geotechnics 80% - - 10%

3 | Drainage 100% - - -

4 | Structures 70% 10% 20% -

5 | Road construction 65% - - 35%

6.2 Output: example highway project

After running the Monte-Carlo simulation, a large amount of outputs are generated. Each output
represent a possible outcome, the more often a similar outcome is generated the more likely it
is that an outcome as that will happen. For this reason it is relevant to look at the spread in the
different outputs and not only consider the mean of all outputs.

The output will be split up in three aspects:
1. The total project cost

2. The total cost of escalation
3. The escalation of the different resources

The output, as common with Monte Carlo simulations, will be visually represented by a histogram.
This way all outcomes and their corresponding frequency are visible. Additionally the outputs
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will be given numerically, by supplying the mean, standard deviation, Interquartile range and the
Coefficient of Variation (CV). The CV ratio is the standard deviation divided by the mean. Care
needs to be taken when interpreting as negative values, or values close to zero can be misleading.

6.2.1 Total project cost and total project escalation

The tool provides global output on the cost of the whole project: the total project cost and
the total project escalation. The total project cost reflects the expected expenses for the entire
project, factoring in escalation costs. Meanwhile, the total escalation represents the cumulative
escalation across all resources. Notably, the histogram depicting the total project escalation
shows a considerable spread. The mean escalation is estimated at around 5.8 million dollars,
with a standard deviation of 1.5 million. For estimators aiming for a conservative approach, it
may be prudent to consider the higher end of the interquartile range, which stands at 6.8 million
dollars. This figure provides a more cautious estimate, accommodating potential uncertainties in
the project’s escalation costs.

Table 6.3: Descriptive statistics for total project cost and total sscalation

Statistic Total Project Cost Total Escalation
Mean $297,316 $5,826
Standard Deviation $12,216 $1,460
1st Quartile (25%) $288,679 $4,823
3rd Quartile (75%) $305,822 $6,797
Coefficient of Variation 0.041088 0.250571

All numbers in thousands
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Figure 6.3: Histogram of total project cost and total project escalation

6.2.2 Escalation of various resources

The second output from the tool is the detailed escalation of the various resources modeled. This
detailed breakdown is a significant added value of the tool, offering insights into material-specific
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escalations that generic indices cannot provide. For instance, the Coefficient of Variation (CV)
ratio reveals that steel exhibits the highest volatility among the materials. This insight suggests
that careful planning and timing in procuring steel can mitigate risks of price increases. A similar
observation applies to concrete, where proactive procurement strategies could be beneficial.
Although asphalt’s CV ratio may not fully capture its volatility due to negative values, its large
standard deviation is notable. For financial planning purposes, using the interquartile range to
estimate future cash flows for these materials can provide a more reliable guide for budgeting
and risk management.

Table 6.4: Descriptive statistics for escalation of various resources

Statistic Labor Steel Concrete Sand  Asphalt
Mean $4,523.6 $30.7 $120.2 $29.4  $1,122.5
Standard Deviation $1,374.0 $51.1 $93.5 $12.3 $431.5
Ist Quartile (25%) $3,590.0 -$3.5 $57.7 $21.2 $824.7
3rd Quartile (75%) $5,426.7 $64.6 $180.9 $37.7  $1,406.9

Coefficient of Variation 0.303743 1.663532 0.777572 0.419484 0.384369
All numbers in thousands
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Tool application: highway construction project
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Figure 6.4: Escalation histogram of the project resources



Chapter 7

Discussion

7.1 Modeling resource price changes

This section of the discussion focuses on the initial 3 research questions, which relate to the
forecasting of the future changes of resource prices. Research Question 1 explores the necessity
of identifying specific indices, such as those for labor costs, material prices, and macroeconomic
factors, that are relevant in forecasting cost escalation in various construction projects. Moving
forward, Research Question 2 investigates the suitability of various time-series models within
the context of this research. It examines models like ARIMA and Holt-Winters, among others,
evaluating their effectiveness in forecasting the previously identified indices. Lastly, Research
Question 3 addresses the application of the chosen time-series model to forecast the selected
indices, while also accounting for the inherent uncertainties in these forecasts.

In the following subsections, the findings related to these questions, along with the limitations
encountered and recommendations for future research are discussed.

7.1.1 Findings

In the literature review, several time-series model classes were identified as suitable due to their
reported high accuracy. A balance was sought between accuracy and explain-ability, with a
preference for models that offered greater explain-ability in this context. This led to the selection
of three potential models: Holt-Winters, vector autoregression (VAR), and vector error correction
model (VECM). The gathered data encompassed multiple explanatory variables linked to the
global economy and the construction industry. For material representation, Produces Price Index
(PPI) data for various materials was compiled, along with the construction wage index. This
combination of data and models enables the prediction of the change in future resource prices.

After selecting the indices and the three potential time-series models, forecasts need to be created
with the selected models. The method of forecasting need to allow for forecasting various indices
over multiple time-frames while also accounting for uncertainty of the forecasts. For this reason
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the aim was set to develop an Automated Forecasting Process (AFP), that allows for the whole
sequence from data processing until creating a distributional forecast based on historic data.

In the development of distributional forecasts, a unique approach was adopted that merges
Moving Block Bootstrap (MBB) with Seasonal and Trend decomposition using Loess (STL)
in order to bootstrap new time-series that can later be forecasted. This method was specifically
novel due to the implementation on multi-variate time-series. However, the resulting intervals
were found to be too narrow. This outcome was anticipated, as the approach does not account for
all sources of uncertainty. The implementation and underlying literature reviewed on the creation
of these distributional forecast could be relevant for further research.

For each of the three time-series models, a suitable AFP was established. This process begins
by evaluating the appropriateness of the specific model class, followed by the generation of
potential candidate models. Subsequently, it selects the "best’ model from these candidates.
Once the optimal model is chosen, a distributional forecast using the selected model is created.
This resulted in three AFP’s for each specific model. Since the VAR and VECM model where
not always a suitable fit, these AFP’s Needed to be combined with the Holt-Winters AFP as a
fall-back mechanism to still allow for a forecast. The different combination of model specific
AFP’s with fallback models resulted in 4 possible options that combine the three models and
associated AFP. The most elaborate version for the final AFP is VECM model that falls back on
the VAR if possible and else on the Holt-Winters model. The simplest version is to always utilize
the Holt-Winters model. And finally the combination of a VECM that falls back on Holt-Winters
and a VAR model that falls back on holt-Winters model where made.

To find the most suitable set-up for the final AFP two steps where taken. First a grid search was
employed to determine some key configurations within the AFP for the Holt-Winters, VAR and
VECM. After the key configurations where determined the 4 options that combine the AFP’s
where compared. This result was that the AFP that only uses the Holt-Winters model performed
best. This is the final AFP that will be integrated into the tool. The method utilized for configuring
and finding the optimal set-up for an AFP could be valuable for similar applications.

Moving on to the results of the different model specific AFP’s, the first finding, is the consistent
difficulty in accurately forecasting the more volatile indices, such as copper and steel, using the
VAR, VECM, and Holt-Winters models. This difficulty in predicting volatile indices is a well-
documented challenge in the field of time-series forecasting (Cao & Ashuri, 2020). Furthermore,
forecasts extending over a longer term, particularly those spanning four years, were found to
be significantly less accurate, especially for these volatile indices. This resulted in substantial
forecasting errors and unreliable prediction intervals. The inherent challenge of generating
accurate long-term forecasts is a recognized limitation in many models, as noted in various
studies (Wang & Ashuri, 2017; Ashuri et al., 2010; Cao & Ashuri, 2020; Faghih & Kashani,
2018).

While this difficulty is in line with most research, the study of Faghih and Kashani (2018)
reported a MAPE of 0.57% when forecasting the steel price three years into the future. This is
significantly more accurate than the results obtained from the VECM model in this study. The
observed difference in model performance between that research and this study can be explained
to several factors. The most evident reason is that the research of Faghih and Kashani (2018)
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only did a single train-test split, opposed to the 9 train-test splits done in this research. When
a single train-test split is done, it is easy for data leakage to occur, which can finally result
in over optimizing the model for that specific train test split. This method can result in poor
out-of-sample forecasts (Cao & Ashuri, 2020). Another reason could be the fact that the VECM
forecast created in this study’s context were created through an AFP rather than through manual
selection and finetuning. It is possible that the VECM model does not achieve its potential in
accuracy and manual adjustments, or that a more elaborate automated process is needed to
achieve this.

7.1.2 Limitations & recommendations

This chapter will focus on the limitations and recommendations arising from the aspects related
to forecasting material price changes. As the aim of the tool is a proof of concept, the creation of
the model includes limitations related to the scope. Specifically, the fact that extensive fine-tuning
and prediction abilities during 'non-normal’ times were outside of the scope leaving significant
room for improvement. This, combined with the automatic modeling methodology applied
showed that results are indicative but not conclusive. For example, the automatic modeling
methodology might favor the Holt-Winters model, due to lack of sophistication at the VECM
and VAR model.

In order to improve the accuracy of the models, it could be decided to apply different models
within the framework supplied. For example, non-linear models are likely to be more accurate.
Alternatively, improvements to the current models data processing could be made or additional
configurations could be optimized through the grid search method.

Related to the data processing a robust form of anomaly detection and handling could be
applied. A specific method that could be investigated is to use the in this research applied STL
decomposition model provided for the purpose of detecting residuals that are far away of the
mean. For example the residuals 2 or 3 standard deviations away could be trimmed down or
replaced by the mean. As taking out residuals from the data will impact the final model, this
needs be done with care. An adaquete method for handling anomalies can reduce the noise in the
data, and with this make it more likely to create the true underlying model.

Another method related to the model input data, is to implement exogenous dummy variables
in the model. Dummy variables are binary variables that have the value 1 in specific periods,
or times. It is possible to apply a seasonal dummy variable for each month as done by wei
Xu and Moon (2013). Or another application is to create dummy variables for 2008 financial
crash or covid-19, similar to (Moon & Shin, 2018) who identified and implemented dummy
variables where structural breaks where detected. This approach might also allow for modeling
the escalation during non-normal times. This could possibly result in the creation of a more
robust forecasting process.

Another limitation is related to the creation of the distributional forecast. Since the interval
coverage where not in line with the aimed confidence intervals. While this was expected due to
omitting sources of uncertainty, optimizing this process is needed before reliable utilizing the
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distributional forecasts. One potential method for improvement could be to scale the standard
deviation identified in the distributional forecasts, or to include model uncertainty by considering
variations in the potential models. Although exploring model variations was not feasible in
this research due to computational constraints, investigating this aspect could be valuable for
enhancing the quality of the distributional forecasts.

A second limitation in creating distributional forecasts arises from the practice of calculating
the standard deviation of the forecasted values post-bootstrap. This standard deviation may not
accurately represent the true distribution of the bootstraps, as the errors in the bootstraps could
be biased in a particular direction. To address this, an alternative approach could involve directly
storing the bootstrapped forecasts and subsequently sampling directly from these stored forecasts.
This method might offer a more accurate reflection of the bootstrap distributions.

Finally the selection of the final model could be improved. This could be done by adding a
selection step that looks at the out of sample forecast of the different candidate models and filters
them based on this. Additionally different information criterion could be tested, and assessed
on final out of sample accuracy. Within the selection of the final, the residual diagnostics could
be improved by adding a check for Autocovariances between the residuals of the multivariate
models, or by applying different methods for assessing if the residuals are white noise.

Addressing these limitations and exploring the recommended enhancements could significantly
advance the tool’s capabilities, making it more accurate and applicable in practice.

7.2 Modeling the base cost

This section of the discussion shifts focus to Research Question 4, which centers on modeling
construction costs for various activities and resources, particularly under the lens of cost uncer-
tainties. This question aims to explore the variability inherent in construction cost estimation,
exploring methodologies for capturing these uncertainties. This question aims at estimating the
base cost, which refers to the cost at the current day value.

7.2.1 Findings

The research has led to the creation of a tool designed for modeling construction costs, encom-
passing various activities and resources while taking into account the uncertainties associated
with these costs. The uncertainty addressed is the potential deviations in the base cost for spe-
cific activities. To ensure practicality and adaptability for various project types, while offering
flexibility in input detail, an Excel-based input method was developed. This method allows users
to model different project activities and allocate the cost of resources within each activity as a
percentage of the total activity cost.

The PERT distribution was identified as the most appropriate for cost modeling of each activity
within the scope of this research. This choice was made after considering other distributions
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such as Lognormal, Normal, and Triangular. The PERT distribution was preferred due to its
advantages, as highlighted in several studies. It is particularly adept at representing skewed data
and is compatible with three-point estimates (minimum, most-likely, and optimistic values). This
compatibility is relevant as it allows for an efficient translation of user input into a meaningful
distribution, making it a practical choice for this research context.

7.2.2 Limitations & recommendations

While the developed method for modeling the base cost offers significant advantages, there are
areas identified for further enhancement. One key area is the modeling of parallel activities,
which would expand the tool’s applicability. Additionally, introducing a variety of distributions
for modeling the base cost of activities could enhance accuracy. Currently, the PERT distribution
is employed for its general suitability, but this may not be optimal for all activities. Different
distributions might more accurately represent certain activities. Another area for refinement
is the integration of schedule considerations with cost modeling. Although the current model
primarily focuses on cost, which is a crucial factor in escalation, incorporating the impact of
schedule delays on final escalation costs could provide a more comprehensive understanding of
project dynamics.

7.3 The overall tool

This section delves into Research Question 5, the final inquiry of this study, which seeks to
integrate the forecasts derived from the time-series model with the corresponding construction
costs. The focus here is on the development of an accessible tool that effectively combines these
elements to provide clear insights into future cost escalation across various types of construction
projects. This question is crucial as it aims to bridge the gap between theoretical forecasting
models and practical cost estimation, ensuring that the uncertainties associated with both are
comprehensively addressed and represented in an accessible format.

7.3.1 Findings

A key outcome of this research is the development methodology of a tool that integrates dis-
tributional forecasts, generated by the Automated Forecasting Process (AFP), with base cost
estimates represented by the PERT distribution.This integration is achieved through a Monte
Carlo simulation that pulls samples from the PERT distribution and the distributional forecast
and combines them according to the associated material cost and the moment until when the user
wants the material escalation to be calculated. This input is facilitated through a web-interface
that hosts the Monte Carlo simulation, the AFP and all related calculations. Users can input their
cost estimates in Excel format, and with a simple button press, the simulation is initiated. The
output is presented as histograms displaying the escalation for each material, the total project
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cost, and the overall escalation, along with some key statistics. Overall, this tool offers a project-
specific approach to modeling construction cost escalations while accounting for associated
uncertainties.

7.3.2 Limitations & recommendations

The primary limitation of the tool stems from the lack of data on actual escalation cost in
projects, which hinders the ability to validate the output of the tool. Future research should focus
on tracking the real escalation in specific projects to better allow for comparing the modelled
outcomes with the real-life outcomes.

A final limitation is that the tool’s input and output formats have not undergone testing with a
target group of practitioners. Implementing a testing phase could provide valuable insights into
optimizing the tool’s configuration, leading to a version that is more finely tailored to the needs
and preferences of its intended users. This step is crucial for ensuring that the tool is not only
theoretically sound but also practical and user-friendly in real-world applications.



Chapter 8

Conclusion

This research was aimed towards the modeling of cost escalation in construction projects. The
central question in the research is: How can cost escalation for various types of construction
projects be predicted, accounting for uncertainties in final construction costs and the
forecast? This central questions was answered by developing a tool that allows for forecasting
the future escalation while considering the projects specific resource characteristics and timeline.

The future change in material price is obtained by forecasting a Probability Density Function
(PDF) of the expected future change of the projects resources for each month over the project
timeline. The variation in material prices are depicted by their Produces Price Index (PPI), while
changes in labor costs are indicated by the construction labor hourly rate index. To convert this
forecast of the index to a monetary value (e.g. $ ), it is combined with the three point PERT
estimate of the base cost. Where the base cost should reflect the current day value of the resources.
The distributions for the change in resource price and base cost are combined through a Monte
Carlo simulation that considers the timeline and cost of the individual resources. This results in a
probabilistic output of the escalation of the individual resource, total project cost, and cost for
the various activities.

The forecasting of the distribution, which represents monthly price changes, was achieved
through a process that predicts the indices representing the resources. This process, termed the
Automated Forecasting Process (AFP), automates data preparation and selects an appropriate
forecasting model to generate a distributional forecast future index values. Three different
AFPs were developed, each based on a distinct econometric model: Holt-Winters, the vector
autoregression (VAR) model, and the vector error correction model (VECM). Given the specific
data prerequisites for the VECM and VAR models, a strategy was devised to integrate these
models with the Holt-Winters model. This integration ensures a fallback to the Holt-Winters
model when the data requirements for VECM and VAR are not met, thereby guaranteeing
consistent forecasting capability for the desired variable.

To evaluate these combinations, a rolling-window train-test split method was employed. The
process of identifying the optimal AFP and its specific configurations was conducted through
a grid search. Interestingly, the results of this search revealed that the best-performing AFP
was the one solely utilizing the Holt-Winters model. The Holt-Winters Automated Forecasting
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Procedure (AFP) showed reliable point estimates for less volatile indices, such as sand, labor,
and concrete. However, it encountered difficulties in accurately forecasting more volatile indices,
notably the prices of steel and copper. This highlights an area where further refinement is
necessary. Additionally, the challenge of achieving prediction intervals with the desired coverage
remained unresolved, primarily due to the omission of certain sources of uncertainty in the
chosen methodology.

To enhance user accessibility and practical application, a web interface was developed for the
tool. This interface facilitates the combination of current day value resource costs with projected
future price change of the resources through a Monte Carlo simulation. It allows users to upload
an Excel spreadsheet containing the relevant data, streamlining the process of cost forecasting
and analysis. This development significantly improves the usability of the tool, making it more
convenient for users to apply it to their specific forecasting needs.

The primary contribution of this research lies in its methodology for forecasting project-specific
cost escalations using readily available data. This methodology is particularly relevant for re-
searchers and practitioners interested in developing tools for automatic distributional forecasting
for a range of time-series data. While this study primarily utilized indices from the United States,
the tool’s design, which incorporates automated processes, should allow for straightforward
adaptation to different countries.

The developed proof of concept tool has several areas of possible improvements on both the
modeling of the project cost and the accuracy of the distributional forecast of the change
in resource prices. While the accuracy of the time-series model has been tested, the actual
difference between the tools output and the real-world project escalation remain ambiguous. It is
recommended for future research to focus on comparing the tool’s predictions with real escalation
data from completed projects. This comparison is essential for gaining a deeper understanding
of project cost escalations. Furthermore, it is advisable to improve the accuracy of the AFP.
This can be achieved by employing the grid-search method to test various configurations and
by exploring different data preparation techniques. Progress in these two domains is key for
allowing the tool’s practical implementation in the industry.
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Appendix A

Selected Explanatory Variables

Table A.1: Summary of Economic Indicators

Variable

Explanation of Variable

Consumer Price Index (CPI)
Producer Price Index (PPI)
Gross Domestic Product (GDP)
Money Supply (M2)
Employment Rate

Total Construction Spending
Labour Productivity

Interest Rate (Long-Term)

Housing Starts

Iron Ore Price
Building Permits

Measures average change over time in prices paid by con-
sumers for a basket of goods and services.

Measures average change over time in selling prices received
by domestic producers for their output.

Total value of goods and services produced over a specific
time period within a country.

Includes cash, checking deposits, and near money. It’s a
measure of the money circulating in the economy.
Proportion of the working-age population that is employed.
Total dollar value of all construction work done in a period.
Measures output produced per unit of labor.

Interest rate on long-term debt instruments like bonds.
Measure of the number of new residential construction pro-
jects that have begun over a specific period.

Price for iron ore, a key raw material in steelmaking.
Official approvals issued for the construction or substantial
alteration of a building.




Appendix B

Detailed results of the final Automated
Forecasting Process configuration

Table B.1: Interval Score for Various Variables Over Different Forecasting Horizons

Variable 12-Month | 24-Month | 36-Month | 48-Month
Horizon Horizon Horizon Horizon

PPI: Concrete 28.9 66.3 117.8 176.9

PPI: Copper 461.0 770.7 955.6 10154
PPI: Steel 191.9 406.0 557.3 591.6
PPI: asphalt 204.5 263.9 299.8 334.1

PPI: sand 13.1 36.8 72.1 112.5
construction wage 22.6 40.5 68.2 100.2

Table B.2: Selected AFP: Mean Absolute Percentage Error (MAPE) for explained variables Over
different forecasting horizons

Variable 12-Month | 24-Month | 36-Month | 48-Month
Horizon Horizon Horizon Horizon

PPI: Concrete 1.2 2.2 3.5 4.8

PPI: Copper 13.8 20.0 23.3 25.7

PPI: Steel 8.8 18.2 16.0 16.9

PPI: asphalt 3.9 5.0 6.1 7.0

PPI: sand 0.5 1.1 1.8 2.4
construction wage 0.7 1.1 1.7 2.3
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Appendix B. Detailed results of the final Automated Forecasting Process configuration

Table B.3: Bias for Various Variables Over Different Forecasting Horizons

Variable 12-Month | 24-Month | 36-Month | 48-Month
Horizon Horizon Horizon Horizon

PPI: Concrete 0.6 0.6 0.3 -0.5

PPI: Copper 8.7 12.4 12.6 14.1

PPI: Steel 0.4 4.9 -6.5 -7.2

PPI: asphalt -2.8 -4.7 -6.8 -9.0

PPI: sand 0.3 0.7 1.0 1.1
construction wage 0.1 0.3 0.4 0.4

Table B.4: Interval Coverage for Various Variables Over Different Forecasting Horizons

Variable 12-Month | 24-Month | 36-Month | 48-Month
Horizon Horizon Horizon Horizon
PPI: Concrete 70.1 67.1 55.0 46.9
PPI: Copper 58.1 44 .4 414 40.8
PPI: Steel 73.5 60.4 53.0 53.6
PPI: asphalt 77.8 72.4 68.5 66.0
PPI: sand 74.4 67.6 61.9 59.6
construction wage 45.3 40.9 38.4 33.1
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Final architecture of the model (full
version)
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Appendix C. Final architecture of the model (full version)

Process is
done for each <
resource

forecasting of the change in
resource price over time

are in the project

All candidate Holt-
Winters models

models that pass
diagnostics filter

model with lowest AIC

PDF of predicted indices;
for each month

Modeling of the Base cost

optimistic, most likely and pessimistic value
are transformed to a PERT distribution

cost of resources per activity, and timing of
each activity

PDF of cost for each
activity

Monte Carlo simulation that
samples from the resource ine n per material for all Monte
forecast and combines it with the Carlo runs
sampled cost of that resource
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Moving Block Bootstrap visualization



74 Appendix D. Moving Block Bootstrap visualization

Step 1. Splitting up trend, seasonal, residual using STL
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